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FOREWORD
This Compilation has been developed by the AICPA and contains the
currently effective Public Company Accounting Oversight Board’s (PCAOB)
professional standards (which consists of auditing, attestation, quality control,
ethics, and independence standards) and related rules applicable to the prepa
ration and issuance of audit reports for issuers, as defined by the SarbanesOxley Act (Act). In developing this Compilation, the AICPA has updated the
PCAOB’s Interim Professional Auditing Standards (as described in PCAOB
Release No. 2003-006 and contained in the PCAOB Standards, as Amended
section) to incorporate the standards issued by the PCAOB and approved by
the Securities and Exchange Commission (Commission) through the date of
this Compilation. Unless specifically stated in the standards of the PCAOB, the
AICPA has not made conforming changes to the PCAOB’s Interim Professional
Auditing Standards to reflect the requirements and intent of standards issued
by the PCAOB and approved by the Commission. Therefore, there may be
conflicts between a PCAOB standard and the PCAOB’s Interim Professional
Auditing Standards; in which case the PCAOB standard should be followed.
Subject to Commission oversight, Section 103 of the Act authorizes the
PCAOB to establish auditing and related attestation, quality control, ethics,
and independence standards to be used by registered public accounting firms
in the preparation and issuance of audit reports as required by the Act or the
rules of the Commission. Accordingly, public accounting firms registered with
the PCAOB are required to adhere to all PCAOB Standards in the audits of the
financial statements of issuers, as defined by the Act, and other entities when
prescribed by the rules of the Commission.

Any registered public accounting firm or person associated with such a firm
that fails to adhere to applicable PCAOB standards in connection with an audit
of the financial statements of an issuer may be the subject of a PCAOB
disciplinary proceeding in accordance with Section 105 of the Act. In addition,
the Act provides that any violation of the PCAOB’s rules is to be treated for all
purposes in the same manner as a violation of the Securities Exchange Act of
1934,15 U.S.C. 78a et seq., or the rules and regulations issued thereunder, and
any person violating the PCAOB’s rules “shall be subject to the same penalties,
and to the same extent, as for a violation of [the Exchange] Act or such rules or
regulations.”

Rules 201, General Standards, and 202, Compliance with Standards, of the
AICPA Code of Professional Conduct, require a member who performs auditing
and other professional services to comply with standards promulgated by
bodies designated by AICPA Council. AICPA Council has designated the
PCAOB as a body with the authority to promulgate auditing and related
attestation standards, quality control, ethics, independence and other stand
ards relating to the preparation and issuance of audit reports for issuers. The
AICPA’s Professional Ethics Division is able to hold an AICPA member who
performs audits of the financial statements of issuers accountable under Rules
201 and 202 of the AICPA Code for complying with PCAOB’s auditing and
related professional practice standards when performing such audits.

December 1, 2005
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Applicability & Integration of PCAOB & AICPA Standards

Part I

Applicability and Integration of Public
Company Accounting Oversight Board
Standards and AICPA Professional Standards
Background
As a result of the passage of the Sarbanes-Oxley Act of2002 (Act), auditing and
related professional practice standards to be used in the performance of and
reporting on audits of the financial statements of public companies are now
established by the Public Company Accounting Oversight Board (PCAOB).
The term public companies, as used above, actually encompasses more entities
than just public companies. To state the authority of the PCAOB more pre
cisely—the Act authorizes the PCAOB to establish auditing and related at
testation, quality control, ethics, and independence standards to be used by
registered public accounting firms in the preparation and issuance of audit
reports for entities subject to the Act or the rules of the Securities and Exchange
Commission (SEC).

Accordingly, public accounting firms registered with the PCAOB are required
to adhere to all PCAOB standards in the audits of issuers, as defined by the
Act, and other entities when prescribed by the rules of the SEC (hereinafter
collectively referred to as issuers).

For audits of entities not subject to the Act or the rules of the SEC (hereinafter
referred to as nonissuers), the preparation and issuance of audit reports must
be conducted in accordance with the AICPA Code of Professional Conduct and
the standards promulgated by the AICPA Auditing Standards Board (ASB).
Audits of nonissuers remain governed by generally accepted auditing standards
(GAAS) and Statements on Quality Control Standards as issued by the ASB.

Who

Is an Issuer?

The term issuer means an issuer (as defined in section 3 of the Securities
Exchange Act of 1934 (15 U.S.C. 78c)), the securities of which are registered
under section 12 of that Act (15 U.S.C. 781), or that is required to file reports
under section 15(d) (15 U.S.C. 78o(d)), or that files or has filed a registration
statement that has not yet become effective under the Securities Act of 1933
(15 U.S.C. 77a et seq.), and that it has not withdrawn.

Standards Applicable to the Audits of Issuers
Rule 3100 issued by the PCAOB (see PCAOB Release No. 2003-009) generally
requires all registered public accounting firms to adhere to the PCAOB’s
standards in connection with the preparation or issuance of any audit report
on the financial statements of an issuer. Rule 3100 requires registered public
accounting firms and their associated persons to comply with all applicable
standards. Accordingly, if the PCAOB’s standards do not apply to an engage
ment or other activity of the firm, Rule 3100, by its own terms, does not apply
to that engagement or activity.
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Applicability & Integration of PCAOB & AICPA Standards
Selected final PCAOB’s Standards and Rules approved by the SEC are presented
in the “Select SEC-Approved PCAOB Releases” section of this publication.
Any registered public accounting firm or person associated with such a firm
that fails to adhere to applicable PCAOB Standards in connection with an audit
of the financial statements of an issuer may be the subject of a PCAOB
disciplinary proceeding in accordance with Section 105 of the Act. In addition,
the Act provides that any violation of the PCAOB’s Rules is to be treated for all
purposes in the same manner as a violation of the Securities Exchange Act of
1934,15 U.S.C. 78a et seq., or the rules and regulations issued thereunder, and
any person violating the PCAOB’s Rules “shall be subject to the same penalties,
and to the same extent, as for a violation of [the Exchange] Act or such rules
or regulations.”

Rules 201 and 202 (AICPA, Professional Standards, vol. 2, ET secs. 201.01 and
202.01) of the AICPA’s Code of Professional Conduct require a member who
performs auditing and other professional services to comply with standards
promulgated by bodies designated by AICPA Council. AICPA Council has
designated the PCAOB as a body with the authority to promulgate auditing
and related attestation standards, quality control, ethics, independence and
other standards relating to the preparation and issuance of audit reports for
issuers.
The AICPA’s Professional Ethics Division is able to hold an AICPA member
who performs audits of the financial statements of issuers accountable under
Rules 201 and 202 (AICPA, Professional Standards, vol. 2, ET secs. 201.01 and
202.01) of the AICPA’s Code of Professional Conduct for complying with
PCAOB’s auditing and related professional practice standards when perform
ing such audits.

Standards Applicable to the Audits of Nonissuers
With the formation of the PCAOB, the ASB was reconstituted and its jurisdic
tion amended to recognize the ASB as a body with the authority to promulgate
auditing, attestation and quality control standards relating to the preparation
and issuance of audit reports for nonissuers.

Failure to follow ASB standards in the audit of a nonissuer would be considered
a violation of Rule 201, General Standards (AICPA, Professional Standards,
vol. 2, ET sec. 201.01), and/or Rule 202, Compliance With Standards (AICPA,
Professional Standards, vol. 2, ET sec. 202.01), of the AICPA’s Code of Profes
sional Conduct (AICPA Code).
As a caution to readers, pursuant to SAS No. 95, Generally Accepted Auditing
Standards (AICPA, Professional Standards, vol. 1, AU section 150), interpre
tative publications are recommendations on the application of SASs in specific
circumstances, including engagements for entities in specialized industries.
Interpretative Publications, which include auditing interpretations, auditing
guidance in Audit and Accounting Guides (Guides), and auditing guidance
found in Statements of Position (SOPs), are issued under the authority of the
ASB. The auditor should identify Interpretative Publications applicable to his
or her audit. If the auditor does not apply the auditing guidance included in an
applicable Interpretative Publication, the auditor should be prepared to explain
how he or she complied with the SAS provisions addressed by such auditing
guidance.
The ASB continues to issue SASs and Interpretative Publications that relate
to audits of nonissuers and auditors should be alert to those issuances.

Applicability & Integration of PCAOB & AICPA Standards

PCAOB's Adoption of Interim Standards
The PCAOB is subject to SEC oversight. As such, rules and standards issued
by the PCAOB must be approved by the SEC before they become effective.
The PCAOB has adopted interim standards through rules contained in PCAOB
Release No. 2003-006. The SEC granted approval to these rules. Essentially,
the interim standards that the PCAOB adopted were the generally accepted
auditing standards, attestation standards, quality control standards issued by
the ASB, certain former AICPA SEC Practice Section (SECPS) membership
requirements, certain AICPA ethics and independence rules, and Inde
pendence Standards Board rules as they existed on April 16, 2003. These
interim standards will remain in effect while the PCAOB conducts a review of
standards applicable to registered public accounting firms. Based on this
review, the PCAOB may modify, repeal, replace or adopt, in part or in whole,
the interim standards. As stated below, the PCAOB’s interim independence
standards are not to be interpreted to supersede the SEC’s independence
requirements.

If a provision of a PCAOB Standard addresses a subject matter that also is
addressed in the interim standards, the affected portion of the interim standard
should be considered superseded or effectively amended.
The PCAOB’s interim standards (known as the Interim Professional Auditing
Standards) consist of five rules (Rules 3200T, 3300T, 3400T, 3500T, and
3600T), which are described below.

Rule 3200T—Interim Auditing Standards, as Amended by
PCAOB Release No. 2003-026
Rule 3200T provides that, in connection with the preparation or issuance of any
audit report on the financial statements of an issuer, a registered public
accounting firm shall comply with generally accepted auditing standards as
described in the ASB’s SAS No. 95 [AU section 150], as in existence on April
16, 2003, to the extent not superseded or amended by the PCAOB.

Rule 3300T—Interim Attestation Standards, as Amended by
PCAOB Release No. 2003-026
Rule 3300T governs the conduct of engagements that (i) are described in the
ASB’s Statement on Standards for Attestation Engagements (SSAE) No. 10,
Attestation Standards: Revision and Recodification [AT sections 101-701], and
(ii) relate to the preparation or issuance of audit reports for issuers. Registered
public accounting firms involved in such engagements are required to comply
with the ASB’s SSAEs, and related interpretations and AICPA Statements of
Position, as in existence on April 16, 2003, to the extent not superseded or
amended by the PCAOB.

Rule 3400T—Interim Quality Control Standards, as Amended
by PCAOB Release No. 2003-026
Rule 3400T sets forth minimum quality control standards with which regis
tered public accounting firms must comply, in order to ensure that registered
public accounting firms, and their personnel, comply with applicable account
ing and auditing (and other professional) standards. Through Rule 3400T, the
Refer to the Disclaimer on the Copyright page at the beginning of this Compilation for
important information.
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Applicability & Integration of PCAOB & AICPA Standards
PCAOB has provisionally designated the Statements on Quality Control Stand
ards [QC sections 20-40] proposed and issued by the ASB and certain former
AICPA SECPS1 membership requirements, as they existed, and as they ap
plied to SECPS members, on April 16, 2003, to the extent not superseded or
amended by the PCAOB, as the PCAOB’s Interim Quality Control Standards.
Because the PCAOB intends the Interim Quality Control Standards [QC
sections 20-40] to preserve existing standards as they applied on April 16,2003
consistent with Section 103(a)(3) of the Act, those Interim Quality Control
Standards [QC sections 20-40] adapted from the former AICPA SECPS re
quirements apply only to those firms that were members of the AICPA’s SECPS
on April 16, 2003.

Those requirements address the following matters:
•

Continuing professional education of audit firm personnel

•

Concurring partner review of the audit report and the financial state
ments of SEC registrants

•

Written communication statement to all professional personnel of firm
policies and procedures on the recommendation and approval of ac
counting principles, present and potential client relationships, and the
types of services provided

•

Notification to the SEC of resignations and dismissals from audit
engagements for SEC registrants

•

Audit firm obligations with respect to the policies and procedures of
correspondent firms and of other members of international firms or
international associations of firms

•

Policies and procedures to comply with applicable independence re
quirements

Rule 3500T—Interim Ethics Standards, as Amended by PCAOB
Release No. 2003-026
Rule 3500T sets forth ethical standards for registered public accounting firms
and their personnel. Through Rule 3500T, the PCAOB has provisionally des
ignated Rule 102, Integrity and Objectivity, and its Interpretations [ET sections
102.01 and 191] of the AICPA Code, and interpretations and rulings thereun
der, as they existed on April 16,2003, to the extent not superseded or amended
by the PCAOB, as the PCAOB’s Interim Ethics Standards.

Rule 3600T—Interim Independence Standards, as Amended by
PCAOB Release No. 2003-026
Rule 3600T sets forth independence standards for registered public accounting

firms and their personnel. Through Rule 3600T, the PCAOB has provisionally
designated Rule 101, Independence, and its Interpretations [ET sections 101.01
and 191] of the AICPA Code, and Interpretations and rulings thereunder, as
they existed on April 16, 2003, to the extent not superseded or amended by the
PCAOB, and Standards Nos. 1, 2, and 3, and Interpretations 99-1, 00-1, and
00-2 of the Independence Standards Board (ISB), to the extent not superseded
or amended by the PCAOB, as the PCAOB’s Interim Independence Standards.
In addition, the PCAOB requires compliance with the SEC’s independence
rules. The PCAOB’s Interim Independence Standards are not to be interpreted
1 Effective January 1, 2004, the AICPA Center for Public Company Audit Firms restructures and
replaces the SECPS.
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to supersede the SEC’s independence requirements. Therefore, to the extent
that a provision of the SEC’s rule or policy is more restrictive—or less restric
tive—than the PCAOB’s Interim Independence Standards, a registered public
accounting firm must comply with the more restrictive requirement.

Major Existing Differences Between GAAS and
PCAOB Standards
As this publication was being finalized, the major differences between generally
accepted auditing standards and final PCAOB standards approved by the SEC
are as follows:
•

Audit Documentation. PCAOB Auditing Standard No. 3, Audit
Documentation, supersedes SAS No. 96, Audit Documentation [AU
section 339], and establishes general requirements for documentation
the auditor should prepare and retain in connection with engagements
conducted pursuant to the standards of the PCAOB. In October 2005,
the ASB approved a new SAS that supersedes SAS No. 96 (AICPA,
Professional Standards, vol. 1, AU sec. 339). The new SAS establishes
standards and provides guidance to an auditor of a nonissuer on audit
documentation for audits of financial statements or other financial
information being reported on.

•

Audit of Internal Control. In connection with the requirement of
Section 404(b) of the Sarbanes-Oxley Act that an issuer’s independent
auditor attest to and report on management’s assessment of the
effectiveness of internal control, PCAOB Auditing Standard No. 2, An
Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements, establishes re
quirements and provides direction that apply when an auditor is
engaged to audit the internal control over financial reporting and to
perform that audit in conjunction with the audit of an issuer’s financial
statements. PCAOB conforming amendments related to PCAOB
Auditing Standard No. 2 supersedes SAS No. 60, Communication of
Internal Control Related Matters Noted in Audit [AU section 325], and
AT section 501, Reporting on an Entity’s Internal Control Over Finan
cial Reporting.

•

References in Auditor’s Reports. PCAOB Auditing Standard No.
1 requires registered public accounting firms to include in their reports
on engagements performed pursuant to the PCAOB’s auditing and
related professional practice standards, including audits and reviews
of financial statements, a reference to the standards of the Public
Company Accounting Oversight Board (United States).

•

Concurring Partner. Rule 3400T requires the establishment of
policies and procedures for a concurring review (generally the SECPS
membership rule).2

•

Communication of Firm Policy. Rule 3400T requires registered
firms to communicate through a written statement to all professional
firm personnel the broad principles that influence the firm’s quality
control and operating policies and procedures on, at a minimum,
matters that relate to the recommendation and approval of accounting

2 Finns that were not members of the AICPA’s SECPS as of April 16, 2003 do not have to comply
with this requirement.

7

8

Applicability & Integration of PCAOB & AICPA Standards
principles, present and potential client relationships, and the types of
services provided, and inform professional firm personnel periodically
that compliance with those principles is mandatory (generally the
SECPS membership rule).
•

Affiliated Firms. Rule 3400T requires registered firms that are part
of an international association to seek adoption of policies and proce
dures by the international organization or individual foreign associ
ated firms consistent with PCAOB standards.

•

Partner Rotation. Rule 3600T requires compliance with the SEC’s
independence rules which include partner rotation.

•

Continuing Professional Education (CPE) Requirements. Rule
3400T requires registered accounting firms to ensure that all of their
professionals participate in at least 20 hours of qualifying CPE every
year (generally the SECPS membership rule).

•

Independence Matters. Rule 3600T requires compliance with
Standards Nos. 1, 2, and 3, and Interpretations 99-1,00-1, and 00-2 of
the Independence Standards Board. Also, to the extent that a provi
sion of the SEC’s independence rules or policies are more restrictive—
or less restrictive—than the PCAOB’s interim independence
standards, a registered public accounting firm shall comply with the
more restrictive requirement.

References to GAAS
PCAOB Auditing Standard No. 1 (PCAOB Release No. 2003-025) supersedes
all references in the PCAOB interim standards to generally accepted auditing
standards, U.S. generally accepted auditing standards, auditing standards
generally accepted in the United States of America, and standards established
by the AICPA. It also requires that auditor’s reports on the financial statements
of issuers that are issued or reissued after the effective date of Auditing
Standard No. 1 (AS 1) include a statement that the engagement was conducted
in accordance with “the standards of the Public Company Accounting Oversight
Board (United States).”

The AICPA has not made conforming changes to the PCAOB’s Interim Profes
sional Auditing Standards to reflect this requirement and intent of AS 1 issued
by the PCAOB and approved by the Commission. AS 1 should be followed where
there are conflicts between AS 1 and the PCAOB’s Interim Professional Audit
ing Standards. Such conforming changes will be made when the PCAOB issues
a Rule or Standard that identifies and makes such changes.

Standards Applicable If a Nonissuer's Financial
Statements Are Audited in Accordance With Both
GAAS and PCAOB Auditing Standards
The Audit Issues Task Force (a task force of the ASB) has issued Auditing
Interpretation No. 18, “Reference to PCAOB Standards in an Audit Report on
a Nonissuer,” of SAS No. 58, Reports on Audited Financial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 9508.89-.92), that addresses the ques
tion of which standards are applicable and how should the auditor report if an
auditor is engaged to perform an audit of a nonissuer in accordance with GAAS
and PCAOB auditing standards. The Interpretation states that an auditor may

Applicability & Integration of PCAOB & AICPA Standards
indicate that the audit was conducted in accordance with GAAS and another
set of auditing standards. If the auditor conducted the audit in accordance with
generally accepted auditing standards and the auditing standards of the
PCAOB, the auditor may indicate in the auditor’s report that the audit was
conducted in accordance with both sets of standards. The Interpretation pro
vides example report language.

AICPA Standards and the Audits of Issuers
If a registered public accounting firm performs an audit or review of an issuer
in accordance with PCAOB standards, the auditor does not need to follow
standards promulgated by the ASB. However, AICPA members are required to
comply with the AICPA Code in addition to the ethics and independence rules
and standards required by the SEC and PCAOB.
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Part II

List of Selected Final PCAOB Auditing
Standards and Rules
This table presents those Standards and Rules of the PCAOB that have been
issued as final and are relevant to the Standards contained in this publication.
PCAOB Standards and Rules must be approved by the Securities and Exchange
Commission (SEC) to be effective.

PCAOB Standards

SEC
Approval
Date

PCAOB
Release
Number

AU, AT, ET
Sections of
PCAOB
Standards
Affected

PCAOB
Website Link

Standard

Title

Conforming
Amendments

Conforming
Amendments to
PCAOB Interim
Standards
Resulting From
the Adoption of
PCAOB
Auditing
Standard No. 2

2004-008

AU 310, 311,
312, 313, 316,
319, 322, 324,
325, 326, 329,
332, 333, 342,
508, 530, 543,
9550, 560,
561, 634, 711,
and 722; AT
501; ET 101

www.pcaobus.org/
Standards/
index.aspx

August 25,
2004

Auditing
Standard
No. 3

Audit
Documentation

2004-006

AU 339

www.pcaobus.org/
Standards/
index.aspx

August 25,
2004

Amendment
to Interim
Auditing
Standards

Part of Audit
Performed by
Other
Independent
Auditors

2004-006

AU 543.12

www.pcaobus.org/
Standards/
index.aspx

June 17,
2004

Auditing
Standard
No. 21

An Audit of
Internal Control
Over Financial
Reporting
Performed in
Conjunction
With an Audit
of Financial
Statements

2004-001

AU 310, 311,
312, 313, 316,
319, 322, 324,
325, 326, 329,
332, 333, 339,
342, 508, 530,
543, 560, 561,
711, and 722;
AT 501; ET
1012

www.pcaobus.org/
Standards/
index.aspx

November
17, 2004

*

(continued)
1 The PCAOB has issued staff questions and answers related to PCAOB Auditing Standard No. 2.
This document can be obtained atwww.pcaobus.org/Standards/Staff_Questions_and_Answers/index.asp.
2 These sections of the PCAOB’s Interim Standards are not amended or superceded by PCAOB
Auditing Standard No. 2, but instead are amended or superceded by the PCAOB’s Conforming
Amendments to PCAOB Interim Standards Resulting From the Adoption of PCAOB Auditing
Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Connection
With an Audit of Financial Statements (PCAOB Release No. 2004-008).
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SEC
Approval
Date

April 28,
2004

Standard
Auditing
Standard
No. 1

Title

References in
Auditors’
Reports to the
Standards of
the Public
Company
Accounting
Oversight Board

PCAOB
Release
Number

2003-025

AU, AT, ET
Sections of
PCAOB
Standards
Affected
AU 508

PCAOB
Website Link

www.pcaobus.org/
Standards/
index.aspx
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PCAOB Rules

SEC
Approval
Date

Rule

Title

PCAOB
Release
Number

AU, AT, ET
Sections of
PCAOB
Standards
Affected

PCAOB
Website Link

December 3,
2004 (acceler
ated basis)

Rule 3201T

Temporary
Transitional
Provision for
PCAOB
Auditing
Standard No. 2

2004-014

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

September 8,
2004

Rule 3101

Certain Terms
Used in Auditing
and Related
Professional
Practice
Standards and
an Amendment
to Rule 1001,
Definitions of
Terms Employed
in Rules

2004-007

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

April 28, 2004

Amendment
to Rule
3200T

Technical
Amendments to
Interim
Standards Rules

2003-026

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

April 28, 2004

Amendment
to Rule
3300T

Technical
Amendments to
Interim
Standards Rules

2003-026

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

April 28, 2004

Amendment
to Rule
3400T

Technical
Amendments to
Interim
Standards Rules

2003-026

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

April 28, 2004

Amendment
to Rule
3500T

Technical
Amendments to
Interim
Standards Rules

2003-026

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

April 28, 2004

Amendment
to Rule
3600T

Technical
Amendments to
Interim
Standards Rules

2003-026

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

April 28, 2004

Rule 3100

Compliance
With Auditing
and Related
Professional
Practice
Standards

2003-009

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

April 25, 2003

Rule 3200T

Interim Auditing
Standards

2003-006

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx
(continued)
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SEC
Approval
Date

Rule

Title

PCAOB
Release
Number

AU, AT, ET
Sections of
PCAOB
Standards
Affected

PCAOB
Website Link

April 25, 2003

Rule 3300T

Interim
Attestation
Standards

2003-006

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

April 25, 2003

Rule 3400T

Interim Quality
Control
Standards

2003-006

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

April 25, 2003

Rule 3500T

Interim Ethics
Standards

2003-006

N/A

www.pcaobus.org/
Rules/Rules_of_
the_Board/
index.aspx

April 25, 2003

Rule 3600T

Interim
Independence
Standards

2003-006

N/A

www.pcaobus .org/
Rules/Rules_of_
the_Board/
index.aspx

RULES OF THE BOARD
Notice: This section is not a complete presentation of the PCAOB’s
Rules of the Board. Certain PCAOB rules and forms that are not directly
related to conducting an audit of financial statements have been
excluded (for example, rules concerning inspections and investigations
are excluded from this section). You can access the PCAOB Web site
(www.pcaobus.org/Rules/Rules_of_the_Board/index.aspx) to view those
excluded rules and forms.

Copyright © 2003-2005 by the Public Company Accounting Oversight Board (PCAOB).
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SECTION 1.

GENERAL PROVISIONS
Rule 1001. Definitions of Terms Employed in Rules.
When used in the Rules, unless the context otherwise requires:
(viii)
(a)

Auditing and Related Professional Practice Standards.

The term “auditing and related professional practice standards” means the
auditing standards, related attestation standards, quality control standards,
ethical standards, and independence standards (including any rules imple
menting Title II of the Act), and any other professional standards, that are
established or adopted by the Board under Section 103 of the Act.

(xi)
(a)

Auditor.

The term “auditor” means both public accounting firms registered with the
Public Company Accounting Oversight Board and associated persons thereof.

Professional Standards

25

SECTION 3.

PROFESSIONAL STANDARDS
Part 1—General Requirements
Rule 3100. Compliance With Auditing and Related Professional
Practice Standards.
A registered public accounting firm and its associated persons shall comply
with all applicable auditing and related professional practice standards.

[Effective pursuant to SEC Release No. 34-48730;
File No. PCAOB-2003-05; October 31, 2003]

Rule 3101. Certain Terms Used in Auditing and Related
Professional Practice Standards
(a) The Board’s auditing and related professional practice standards use
certain terms set forth in this rule to describe the degree of respon
sibility that the standards impose on auditors.
(1) Unconditional Responsibility: The words “must,” “shall,”
and “is required” indicate unconditional responsibilities. The
auditor must fulfill responsibilities of this type in all cases in
which the circumstances exist to which the requirement applies.
Failure to discharge an unconditional responsibility is a viola
tion of the relevant standard and Rule 3100.
(2) Presumptively Mandatory Responsibility: The word
“should” indicates responsibilities that are presumptively man
datory. The auditor must comply with requirements of this type
specified in the Board’s standards unless the auditor demon
strates that alternative actions he or she followed in the circum
stances were sufficient to achieve the objectives of the standard.
Failure to discharge a presumptively mandatory responsibility
is a violation of the relevant standard and Rule 3100 unless the
auditor demonstrates that, in the circumstances, compliance
with the specified responsibility was not necessary to achieve
the objectives of the standard.

Note: In the rare circumstances in which the auditor believes
the objectives of the standard can be met by alternative means,
the auditor, as part of documenting the planning and perform
ance of the work, must document the information that demon
strates that the objectives were achieved.
(3) Responsibility To Consider: The words “may,” “might,”
“could,” and other terms and phrases describe actions and pro
cedures that auditors have a responsibility to consider. Matters
described in this fashion require the auditor’s attention and
understanding. How and whether the auditor implements these
matters in the audit will depend on the exercise of professional
judgment in the circumstances consistent with the objectives of
the standard.
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Note: If a Board standard provides that the auditor “should
consider” an action or procedure, consideration of the action
or procedure is presumptively mandatory, while the action
or procedure is not.
(b) The terminology in paragraph (a) of this rule applies to the respon
sibilities imposed by the auditing and related professional practice
standards, including the interim standards adopted in Rules 3200T,
3300T, 3400T, 3500T, and 3600T.
(c) The documentation requirement in paragraph (a)(2) is effective for
audits of financial statements or other engagements with respect to
fiscal years ending on or after November 15, 2004.

[Effective pursuant to SEC Release No. 34-50331;
File No. PCAOB-2004-06, September 8, 2004]

Rule 3200T. Interim Auditing Standards.
In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply with
generally accepted auditing standards, as described in the AICPA Auditing
Standards Board’s Statement of Auditing Standards No. 95, as in existence on
April 16, 2003 (Codification of Statements on Auditing Standards, AU § 150
(AICPA 2002)), to the extent not superseded or amended by the Board.
Note: Under Section 102(a) of the Act, public accounting firms are not
required to be registered with the Board until 180 days after the date
of the determination of the Commission under section 101(d) that the
Board has the capacity to carry out the requirements of Title I of the
Act (the “mandatory registration date”). The Board intends that,
during the period preceding the mandatory registration date, the
Interim Auditing Standards apply to public accounting firms that
would be required to be registered after the mandatory registration
date and to associated persons of those firms, as if those firms were
registered public accounting firms.

[Effective pursuant to SEC Release No. 34-49624;
File No. PCAOB-2003-11; April 28, 2004
and SEC Release Nos 33-8233 & 3447746; April 25, 2003]

Rule 320IT. Temporary Transitional Provision for PCAOB
Auditing Standard No. 2, "An Audit of Internal Control Over
Financial Reporting Performed in Conjunction With an Audit of
Financial Statements."
(a) Notwithstanding Auditing Standard No. 2, in connection with the
audit of an issuer that does not file Management’s annual report on
internal control over financial reporting in reliance on SEC Release
No. 34-50754, Order Under Section 36 of the Securities Exchange Act
of 1934 Granting an Exemption from Specified Provisions of Ex
change Act Rules 13a-1 and 15d-1 (November 30,2004), a registered
public accounting firm and its associated persons need not:

(1) Date the auditor’s report on management’s assessment of the
effectiveness of internal control over financial reporting with the
same date as the auditor’s report on the issuer’s financial state
ments, provided that the date of the auditor’s report on manage
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ment’s assessment of the effectiveness of internal control over
financial reporting is later than the date of the auditor’s report
on the issuer’s financial statements; or
(2) Add a paragraph to the auditor’s separate report on the financial
statements of an issuer that refers to a separate report on
management’s assessment of the effectiveness of internal con
trol over financial reporting.
(b) This temporary rule will expire on July 15, 2005.
[Effective pursuant to SEC Release No. 34-50794;
File No. PCAOB-2004-08; December 3, 2004]

Rule 3300T. Interim Attestation Standards.
In connection with an engagement (i) described in the AICPA’s Auditing
Standards Board’s Statement on Standards for Attestation Engagements No.
10 (Codification of Statements on Auditing Standards, AT § 101.01 (AICPA
2002)) and (ii) related to the preparation or issuance of audit reports for issuers,
a registered public accounting firm, and its associated persons, shall comply
with the AICPA Auditing Standards Board’s Statements on Standards for
Attestation Engagements, and related interpretations and Statements of Posi
tion, as in existence on April 16,2003, to the extent not superseded or amended
by the Board.
Note: The Board intends that, during the period preceding the man
datory registration date, the Interim Attestation Standards apply to
public accounting firms that would be required to be registered after
the mandatory registration date and to associated persons of those
firms, as if those firms were registered public accounting firms.

[Effective pursuant to SEC Release No. 34-49624; File No. PCAOB-2003-11;
April 28, 2004 and SEC Release Nos 33-8233 & 3447746; April 25, 2003]

Rule 3400T. Interim Quality Control Standards.
A registered public accounting firm, and its associated persons, shall comply
with quality control standards, as described in—
(а) the AICPA’s Auditing Standards Board’s Statements on Quality
Control Standards, as in existence on April 16, 2003 (AICPA Profes
sional Standards, QC §§ 20-40 (AICPA 2002)), to the extent not
superseded or amended by the Board; and

(б) the AICPA SEC Practice Section’s Requirements of Membership (d),
(f)(first sentence), (l), (m), (n)(1) and (o), as in existence on April 16,
2003 (AICPA SEC Practice Section Manual § 1000.08(d), (f), (j), (m),
(n)(1) and (o)), to the extent not superseded or amended by the Board.
Note: The second sentence of requirement (f) of the AICPA SEC
Practice Section’s Requirements of Membership provided for the
AICPA’s peer review committee to “authorize alternative proce
dures” when the requirement for a concurring review could not
be met because of the size of the firm. This provision is not
adopted as part of the Board’s Interim Quality Control Stand
ards. After the effective date of the Interim Quality Control
Standards, requests for authorization of alternative procedures
to a concurring review may, however, be directed to the Board.
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Note: The Board intends that, during the period preceding the
mandatory registration date, the Interim Quality Control Stand
ards apply to public accounting firms that would be required to
be registered after the mandatory registration date and to asso
ciated persons of those firms, as if those firms were registered
public accounting firms.
[Effective pursuant to SEC Release No. 34-49624; File No. PCAOB-2003-11;
April 28, 2004 and SEC Release Nos 33-8233 & 3447746; April 25, 2003]

Rule 3500T. Interim Ethics Standards.
In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply with
ethics standards, as described in the AICPA’s Code of Professional Conduct
Rule 102, and interpretations and rulings thereunder, as in existence on April
16, 2003 (AICPA Professional Standards, ET §§ 102 and 191 (AICPA 2002)), to
the extent not superseded or amended by the Board.
Note: The Board intends that, during the period preceding the man
datory registration date, the Interim Ethics Standards apply to public
accounting firms that would be required to be registered after the
mandatory registration date and to associated persons of those firms,
as if those firms were registered public accounting firms.
[Effective pursuant to SEC Release No. 34-49624; File No. PCAOB-2003-11;
April 28, 2004 and SEC Release Nos 33-8233 & 3447746; April 25, 2003]

Rule 3600T. Interim Independence Standards.
In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply with
independence standards—
(a) as described in the AICPA’s Code of Professional Conduct Rule 101,
and interpretations and rulings thereunder, as in existence on April
16,2003 (AICPA Professional Standards, ET §§ 101 and 191 (AICPA
2002)), to the extent not superseded or amended by the Board; and
(b) Standards Nos. 1, 2, and 3, and Interpretations 99-1, 00-1, and 00-2,
of the Independence Standards Board, to the extent not superseded
or amended by the Board.

Note: The Board’s Interim Independence Standards do not su
percede the Commission’s auditor independence rules. See Rule
2-01 of Reg. S-X, 17 C.F.R. 240.2-01. Therefore, to the extent that
a provision of the Commission’s rule is more restrictive—or less
restrictive—than the Board’s Interim Independence Standards,
a registered public accounting firm must comply with the more
restrictive rule.
Note: The Board intends that, during the period preceding the
mandatory registration date, the Interim Independence Stand
ards apply to public accounting firms that would be required to
be registered after the mandatory registration date and to asso
ciated persons of those firms, as if those firms were registered
public accounting firms.
[Effective pursuant to SEC Release No. 34-49624; File No. PCAOB-2003-11;
April 28, 2004 and SEC Release Nos 33-8233 & 3447746; April 25, 2003]
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Part 7—Establishment of Professional Standards

Rule 3700. Advisory Groups.
(a) Formation.
To assist it in carrying out its responsibility to establish auditing and related
professional practice standards, the Board will convene one or more advisory
groups, in accordance with Section 103(a)(4) of the Act.

(b) Composition.
Advisory groups, in combination or as sub-groups designated by the Board
within one advisory group, will contain individuals with expertise in one or
more of the following areas—
(1) accounting;
(2) auditing;
(3) corporate finance;
(4) corporate governance;
(5) investing in public companies; and
(6) other areas that the Board deems to be relevant to one or more
auditing or related professional practice standards

(c) Selection of Members of Advisory Groups.
Members of advisory groups will be selected by the Board, in its sole
discretion, based upon nominations, including self-nominations, received from
any person or organization.

Note: The Board will announce, from time to time, periods during
which it will receive nominations to an advisory group. During those
periods, nominations may be submitted by any person or organization,
including, but not limited to, any investor, any accounting firm, any
issuer, and any institution of higher learning.

(d) Personal Membership.
Membership in an advisory group will be personal to the individuals selected
to serve on the advisory group. A member’s functions and responsibilities,
including attendance at meetings, may not be delegated to others.

(e) Ethical Duties of Advisory Group Members.
Members of an advisory group shall comply with EC3, EC8(a), EC9, and,
with respect to any private publication or public statement about the Board or
any advisory group or any of the activities of the Board or any advisory group,
EC10 of the Board’s Ethics Code.

(f) Ad Hoc Task Forces.
The Board may, in its discretion, establish ad hoc task forces. The member
ship of such task forces may include, but is not limited to, advisory group
members. To the extent not otherwise required, members of ad hoc task forces
shall comply with paragraph (e) of this Rule.
[Effective pursuant to SEC Release No. 34-48730;
File No. PCAOB-2003-05; October 31, 2003]
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Auditing Standard No. 1

References in Auditors' Reports to the
Standards of the Public Company
Accounting Oversight Board
[Effective pursuant to SEC Release No. 34-49707; File No. PCAOB-2003-10,
May 14, 2004]
1. The Sarbanes-Oxley Act of 2002 authorized the Public Company Ac
counting Oversight Board (“PCAOB”) to establish auditing and related profes
sional practice standards to be used by registered public accounting firms.
PCAOB Rule 3100, Compliance With Auditing and Related Professional Prac
tice Standards, requires the auditor to comply with all applicable auditing and
related professional practice standards of the PCAOB.

2. The Board has adopted as interim standards, on an initial, transitional
basis, the generally accepted auditing standards, described in the American
Institute of Certified Public Accountants’ (“AICPA”) Auditing Standards
Board’s Statement on Auditing Standards No. 95, Generally Accepted Auditing
Standards, in existence on April 16, 2003.1
3. Accordingly, in connection with any engagement performed in accord
ance with the auditing and related professional practice standards of the
PCAOB, whenever the auditor is required by the interim standards to make
reference in a report to generally accepted auditing standards, U.S. generally
accepted auditing standards, auditing standards generally accepted in the
United States of America, or standards established by the AICPA, the auditor
must instead refer to “the standards of the Public Company Accounting Over
sight Board (United States).” An auditor must also include the city and state
(or city and country, in the case of non-U.S. auditors) from which the auditor’s
report has been issued.

4. This auditing standard is effective for auditors’ reports issued or reis
sued on or after the 10th day following approval of this auditing standard by
the Securities and Exchange Commission.
5. Audit reports issued prior to the effective date of this standard were
required to state that the audits that supported those reports were performed
in accordance with generally accepted auditing standards. The PCAOB
adopted those generally accepted auditing standards, including their respec
tive effective dates, as they existed on April 16, 2003, as interim standards.
Therefore, reference to “the standards of the Public Company Accounting
Oversight Board (United States)” with respect to audits of financial statements
performed prior to the effective date of this standard is equivalent to the
previously-required reference to generally accepted auditing standards. Ac
cordingly, upon adoption of this standard, a reference to generally accepted
auditing standards in auditors’ reports is no longer appropriate or necessary.
Note: The term “auditor” in this standard is intended to include both
registered public accounting firms and associated persons thereof.
1 The Board’s rules on interim standards were adopted by the Board on April 16, 2003, and
approved by the Commission on April 25, 2003. See SEC Rel. No. 33-8222 (April 25, 2003).
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Appendix
Illustrative Reports
1. The following is an illustrative report on an audit of financial statements:

Report of Independent Registered Public Accounting Firm
We have audited the accompanying balance sheets of X Company as of Decem
ber 31, 20X3 and 20X2, and the related statements of operations, stockholders’
equity, and cash flows for each of the three years in the period ended December
31, 20X3. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial
statements based on our audits.
We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards re
quire that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of the Company as of [at] December
31, 20X3 and 20X2, and the results of its operations and its cash flows for each
of the three years in the period ended December 31, 20X3, in conformity with
U.S. generally accepted accounting principles.
[Signature]
[City and State or Country]
[Date]

2. The following is an illustrative report on a review of interim financial
information:

Report of Independent Registered Public Accounting Firm
We have reviewed the accompanying [describe the interim financial informa
tion or statements reviewed] of X Company as of September 30, 20X3 and 20X2,
and for the three-month and nine-month periods then ended. This (these)
interim financial information (statements) is (are) the responsibility of the
Company’s management.
We conducted our review in accordance with the standards of the Public
Company Accounting Oversight Board (United States). A review of interim
financial information consists principally of applying analytical procedures and
making inquiries of persons responsible for financial and accounting matters.
It is substantially less in scope than an audit conducted in accordance with the
standards of the Public Company Accounting Oversight Board, the objective of
which is the expression of an opinion regarding the financial statements taken
as a whole. Accordingly, we do not express such an opinion.
Based on our review, we are not aware of any material modifications that should
be made to the accompanying interim financial (statements) for it (them) to be
in conformity with U.S. generally accepted accounting principles.

[Signature]
[City and State or Country]
[Date]
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Auditing Standard No. 2

An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an
Audit of Financial Statements
[Effective pursuant to SEC Release No. 34-49884; File No. PCAOB-2004-03,
June 17, 2004]

Applicability of Standard
1. This standard establishes requirements and provides directions that
apply when an auditor is engaged to audit both a company’s financial state
ments and management’s assessment of the effectiveness of internal control
over financial reporting.

Note: The term auditor includes both public accounting firms regis
tered with the Public Company Accounting Oversight Board
(“PCAOB” or the “Board”) and associated persons thereof.
2. A company subject to the reporting requirements of the Securities
Exchange Act of 1934 (an “issuer”) is required to include in its annual report a
report of management on the company’s internal control over financial report
ing. Registered investment companies, issuers of asset-backed securities, and
nonpublic companies are not subject to the reporting requirements mandated
by Section 404 of the Sarbanes-Oxley Act of 2002 (the “Act”) (PL 107-204). The
report of management is required to contain management’s assessment of the
effectiveness of the company’s internal control over financial reporting as of the
end of the company’s most recent fiscal year, including a statement as to
whether the company’s internal control over financial reporting is effective.
The auditor that audits the company’s financial statements included in the
annual report is required to attest to and report on management’s assessment.
The company is required to file the auditor’s attestation report as part of the
annual report.

Note: The term issuer means an issuer (as defined in Section 3 of the
Securities Exchange Act of 1934), the securities of which are registered
under Section 12 of that Act, or that is required to file reports under
Section 15(d) of that Act, or that files or has filed a registration
statement with the Securities and Exchange Commission (“SEC” or
“Commission”) that has not yet become effective under the Securities
Act of 1933, and that it has not withdrawn.

Note: Various parts of this standard summarize legal requirements
imposed on issuers by the SEC, as well as legal requirements imposed
on auditors by regulatory authorities other than the PCAOB. These
parts of the standard are intended to provide context and to promote
the auditor’s understanding of the relationship between his or her
obligations under this standard and his or her other legal responsibili
ties. The standard does not incorporate these legal requirements by
reference and is not an interpretation of those other requirements and
should not be so construed. (This Note does not apply to references in
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the standard to the existing professional standards and the Board’s
interim auditing and related professional practice standards.)

3. This standard is the standard on attestation engagements referred to
in Section 404(b) of the Act. This standard is also the standard referred to in
Section 103(a)(2)(A)(iii) of the Act. Throughout this standard, the auditor’s
attestation of management’s assessment of the effectiveness of internal control
over financial reporting required by Section 404(b) of the Act is referred to as
the audit of internal control over financial reporting.

Note: The two terms audit of internal control over financial reporting
and attestation of management’s assessment of the effectiveness of
internal control over financial reporting refer to the same professional
service. The first refers to the process, and the second refers to the
result of that process.

Auditor's Objective in an Audit of Internal Control
Over Financial Reporting
4. The auditor’s objective in an audit of internal control over financial
reporting is to express an opinion on management’s assessment of the effec
tiveness of the company’s internal control over financial reporting. To form a
basis for expressing such an opinion, the auditor must plan and perform the
audit to obtain reasonable assurance about whether the company maintained,
in all material respects, effective internal control over financial reporting as of
the date specified in management’s assessment. The auditor also must audit
the company’s financial statements as of the date specified in management’s
assessment because the information the auditor obtains during a financial
statement audit is relevant to the auditor’s conclusion about the effectiveness
of the company’s internal control over financial reporting. Maintaining effec
tive internal control over financial reporting means that no material weak
nesses exist; therefore, the objective of the audit of internal control over
financial reporting is to obtain reasonable assurance that no material weak
nesses exist as of the date specified in management’s assessment.

5. To obtain reasonable assurance, the auditor evaluates the assessment
performed by management and obtains and evaluates evidence about whether
the internal control over financial reporting was designed and operated effec
tively. The auditor obtains this evidence from a number of sources, including
using the work performed by others and performing auditing procedures
himself or herself.
6. The auditor should be aware that persons who rely on the information
concerning internal control over financial reporting include investors, credi
tors, the board of directors and audit committee, and regulators in specialized
industries, such as banking or insurance. The auditor should be aware that
external users of financial statements are interested in information on internal
control over financial reporting because it enhances the quality of financial
reporting and increases their confidence in financial information, including
financial information issued between annual reports, such as quarterly infor
mation. Information on internal control over financial reporting is also in
tended to provide an early warning to those inside and outside the company
who are in a position to insist on improvements in internal control over
financial reporting, such as the audit committee and regulators in specialized
industries. Additionally, Section 302 of the Act and Securities Exchange Act
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Rule 13a-14(a) or 15d-14(a),1 whichever applies, require management, with
the participation of the principal executive and financial officers, to make
quarterly and annual certifications with respect to the company’s internal
control over financial reporting.

Definitions Related to Internal Control Over
Financial Reporting
7. For purposes of management’s assessment and the audit of internal
control over financial reporting in this standard, internal control over financial
reporting is defined as follows:
A process designed by, or under the supervision of, the company’s principal
executive and principal financial officers, or persons performing similar func
tions, and effected by the company’s board of directors, management, and other
personnel, to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles and includes those
policies and procedures that:
(1)

Pertain to the maintenance of records that, in reasonable detail, accurately
and fairly reflect the transactions and dispositions of the assets of the
company;

(2)

Provide reasonable assurance that transactions are recorded as necessary
to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the
company are being made only in accordance with authorizations of man
agement and directors of the company; and

(3)

Provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use or disposition of the company’s assets that
could have a material effect on the financial statements.

Note: This definition is the same one used by the SEC in its rules
requiring management to report on internal control over financial
reporting, except the word “registrant” has been changed to “company”
to conform to the wording in this standard. (See Securities Exchange
Act Rules 13a-15(f) and 15d-15(f).1
2)

Note: Throughout this standard, internal control over financial report
ing (singular) refers to the process described in this paragraph. Indi
vidual controls or subsets of controls are referred to as controls or
controls over financial reporting.

8. A control deficiency exists when the design or operation of a control
does not allow management or employees, in the normal course of performing
their assigned functions, to prevent or detect misstatements on a timely basis.
•

A deficiency in design exists when (a) a control necessary to meet the
control objective is missing or (b) an existing control is not properly
designed so that, even if the control operates as designed, the control
objective is not always met.

•

A deficiency in operation exists when a properly designed control does
not operate as designed, or when the person performing the control

1 See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.
2 See 17 C.F.R. 240, 13a-15(f) and 15d-15(f).
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does not possess the necessary authority or qualifications to perform
the control effectively.

9. A significant deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects the company’s ability to initiate, authorize,
record, process, or report external financial data reliably in accordance with
generally accepted accounting principles such that there is more than a remote
likelihood that a misstatement of the company’s annual or interim financial
statements that is more than inconsequential will not be prevented or detected.

Note: The term “remote likelihood” as used in the definitions of
significant deficiency and material weakness (paragraph 10) has the
same meaning as the term “remote” as used in Financial Accounting
Standards Board Statement No. 5, Accounting for Contingencies (“FAS
No. 5”). Paragraph 3 of FAS No. 5 states:
When a loss contingency exists, the likelihood that the future event or
events will confirm the loss or impairment of an asset or the incurrence
of a liability can range from probable to remote. This Statement uses the
terms probable, reasonably possible, and remote to identify three areas
within that range, as follows:

a.

Probable. The future event or events are likely to occur.

b.

Reasonably possible. The chance of the future event or events
occurring is more than remote but less than likely.

c.

Remote. The chance of the future events or events occurring is
slight.

Therefore, the likelihood of an event is “more than remote” when it is
either reasonably possible or probable.

Note: A misstatement is inconsequential if a reasonable person would
conclude, after considering the possibility of further undetected mis
statements, that the misstatement, either individually or when aggre
gated with other misstatements, would clearly be immaterial to the
financial statements. If a reasonable person could not reach such a
conclusion regarding a particular misstatement, that misstatement is
more than inconsequential.

10. A material weakness is a significant deficiency, or combination of
significant deficiencies, that results in more than a remote likelihood that a
material misstatement of the annual or interim financial statements will not
be prevented or detected.
Note: In evaluating whether a control deficiency exists and whether
control deficiencies, either individually or in combination with other
control deficiencies, are significant deficiencies or material weak
nesses, the auditor should consider the definitions in paragraphs 8, 9
and 10, and the directions in paragraphs 130 through 137. As ex
plained in paragraph 23, the evaluation of the materiality of the
control deficiency should include both quantitative and qualitative
considerations. Qualitative factors that might be important in this
evaluation include the nature of the financial statement accounts and
assertions involved and the reasonably possible future consequences
of the deficiency. Furthermore, in determining whether a control
deficiency or combination of deficiencies is a significant deficiency or
a material weakness, the auditor should evaluate the effect of compen
sating controls and whether such compensating controls are effective.

11. Controls over financial reporting may bepreventive controls or detec
tive controls.
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•

Preventive controls have the objective of preventing errors or fraud
from occurring in the first place that could result in a misstatement of
the financial statements.

•

Detective controls have the objective of detecting errors or fraud that
have already occurred that could result in a misstatement of the
financial statements.

12. Even well-designed controls that are operating as designed might not
prevent a misstatement from occurring. However, this possibility may be
countered by overlapping preventive controls or partially countered by detec
tive controls. Therefore, effective internal control over financial reporting often
includes a combination of preventive and detective controls to achieve a specific
control objective. The auditor’s procedures as part of either the audit of
internal control over financial reporting or the audit of the financial state
ments are not part of a company’s internal control over financial reporting.

Framework Used by Management to Conduct
Its Assessment
13. Management is required to base its assessment of the effectiveness of
the company’s internal control over financial reporting on a suitable, recog
nized control framework established by a body of experts that followed dueprocess procedures, including the broad distribution of the framework for
public comment. In addition to being available to users of management’s
reports, a framework is suitable only when it:

•

Is free from bias;

•

Permits reasonably consistent qualitative and quantitative measure
ments of a company’s internal control over financial reporting;

•

Is sufficiently complete so that those relevant factors that would alter
a conclusion about the effectiveness of a company’s internal control
over financial reporting are not omitted; and

•

Is relevant to an evaluation of internal control over financial reporting.

Committee of Sponsoring Organizations Framework
14. In the United States, the Committee of Sponsoring Organizations
(“COSO”) of the Treadway Commission has published Internal Control—Inte
grated Framework. Known as the COSO report, it provides a suitable and
available framework for purposes of management’s assessment. For that rea
son, the performance and reporting directions in this standard are based on the
COSO framework. Other suitable frameworks have been published in other
countries and may be developed in the future. Such other suitable frameworks
may be used in an audit of internal control over financial reporting. Although
different frameworks may not contain exactly the same elements as COSO,
they should have elements that encompass, in general, all the themes in
COSO. Therefore, the auditor should be able to apply the concepts and guid
ance in this standard in a reasonable manner.

15. The COSO framework identifies three primary objectives of internal
control: efficiency and effectiveness of operations, financial reporting, and
compliance with laws and regulations. The COSO perspective on internal
control over financial reporting does not ordinarily include the other two
objectives of internal control, which are the effectiveness and efficiency of
operations and compliance with laws and regulations. However, the controls
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that management designs and implements may achieve more than one objec
tive. Also, operations and compliance with laws and regulations directly re
lated to the presentation of and required disclosures in financial statements
are encompassed in internal control over financial reporting. Additionally, not
all controls relevant to financial reporting are accounting controls. Accord
ingly, all controls that could materially affect financial reporting, including
controls that focus primarily on the effectiveness and efficiency of operations
or compliance with laws and regulations and also have a material effect on the
reliability of financial reporting, are a part of internal control over financial
reporting. More information about the COSO framework is included in the
COSO report and in AU sec. 319, Consideration of Internal Control in a
Financial Statement Audit.3 The COSO report also discusses special consid
erations for internal control over financial reporting for small and medium
sized companies.

Inherent Limitations in Internal Control Over
Financial Reporting
16. Internal control over financial reporting cannot provide absolute as
surance of achieving financial reporting objectives because of its inherent
limitations. Internal control over financial reporting is a process that involves
human diligence and compliance and is subject to lapses in judgment and
breakdowns resulting from human failures. Internal control over financial
reporting also can be circumvented by collusion or improper management
override. Because of such limitations, there is a risk that material misstate
ments may not be prevented or detected on a timely basis by internal control
over financial reporting. However, these inherent limitations are known fea
tures of the financial reporting process. Therefore, it is possible to design into
the process safeguards to reduce, though not eliminate, this risk.

The Concept of Reasonable Assurance
17. Management’s assessment of the effectiveness of internal control over
financial reporting is expressed at the level of reasonable assurance. The
concept of reasonable assurance is built into the definition of internal control
over financial reporting and also is integral to the auditor’s opinion.4 Reason
able assurance includes the understanding that there is a remote likelihood
that material misstatements will not be prevented or detected on a timely
basis. Although not absolute assurance, reasonable assurance is, nevertheless,
a high level of assurance.
18. Just as there are inherent limitations on the assurance that effective
internal control over financial reporting can provide, as discussed in paragraph
16, there are limitations on the amount of assurance the auditor can obtain as
a result of performing his or her audit of internal control over financial
3 The Board adopted the generally accepted auditing standards, as described in the AICPA
Auditing Standards Board’s (“ASB”) Statement on Auditing Standards No. 95, Generally Accepted
Auditing Standards, as in existence on April 16, 2003, on an initial, transitional basis. The State
ments on Auditing Standards promulgated by the ASB have been codified into the AICPA Profes
sional Standards, Volume 1, as AU sections 100 through 900. References in this standard to AU
sections refer to those generally accepted auditing standards, as adopted on an interim basis in
PCAOB Rule 3200.

4 See Final Rule: Management’s Reports on Internal Control Over Financial Reporting and
Certification of Disclosure in Exchange Act Periodic Reports, Securities and Exchange Commission
Release No. 33-8238 (June 5, 2003) [68 FR 36636] for further discussion of reasonable assurance.
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reporting. Limitations arise because an audit is conducted on a test basis and
requires the exercise of professional judgment. Nevertheless, the audit of
internal control over financial reporting includes obtaining an understanding
of internal control over financial reporting, testing and evaluating the design
and operating effectiveness of internal control over financial reporting, and
performing such other procedures as the auditor considers necessary to obtain
reasonable assurance about whether internal control over financial reporting
is effective.
19. There is no difference in the level of work performed or assurance
obtained by the auditor when expressing an opinion on management’s assess
ment of effectiveness or when expressing an opinion directly on the effective
ness of internal control over financial reporting. In either case, the auditor
must obtain sufficient evidence to provide a reasonable basis for his or her
opinion and the use and evaluation of management’s assessment is inherent in
expressing either opinion.

Note: The auditor’s report on internal control over financial reporting
does not relieve management of its responsibility for assuring users of
its financial reports about the effectiveness of internal control over
financial reporting.

Managements Responsibilities in an Audit of Internal
Control Over Financial Reporting
20. For the auditor to satisfactorily complete an audit of internal control
over financial reporting, management must do the following:5
a.

Accept responsibility for the effectiveness of the company’s internal
control over financial reporting;

b.

Evaluate the effectiveness of the company’s internal control over
financial reporting using suitable control criteria;

c.

Support its evaluation with sufficient evidence, including documen
tation; and

d.

Present a written assessment of the effectiveness of the company’s
internal control over financial reporting as of the end of the com
pany’s most recent fiscal year.

21. If the auditor concludes that management has not fulfilled the respon
sibilities enumerated in the preceding paragraph, the auditor should commu
nicate, in writing, to management and the audit committee that the audit of
internal control over financial reporting cannot be satisfactorily completed and
that he or she is required to disclaim an opinion. Paragraphs 40 through 46
provide information for the auditor about evaluating management’s process for
assessing internal control over financial reporting.

Materiality Considerations in an Audit of Internal
Control Over Financial Reporting
22. The auditor should apply the concept of materiality in an audit of
internal control over financial reporting at both the financial-statement level
and at the individual account-balance level. The auditor uses materiality at the
5 Management is required to fulfill these responsibilities. See Items 308(a) and (c) of Regulation
S-B and S-K, 17 C.F.R. 228.308 (a) and (c) and 229.308 (a) and (c), respectively.
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financial-statement level in evaluating whether a deficiency, or combination of
deficiencies, in controls is a significant deficiency or a material weakness.
Materiality at both the financial-statement level and the individual accountbalance level is relevant to planning the audit and designing procedures.
Materiality at the account-balance level is necessarily lower than materiality
at the financial-statement level.

23. The same conceptual definition of materiality that applies to financial
reporting applies to information on internal control over financial reporting,
including the relevance of both quantitative and qualitative considerations.6
•

The quantitative considerations are essentially the same as in an audit
of financial statements and relate to whether misstatements that
would not be prevented or detected by internal control over financial
reporting, individually or collectively, have a quantitatively material
effect on the financial statements.

•

The qualitative considerations apply to evaluating materiality with
respect to the financial statements and to additional factors that relate
to the perceived needs of reasonable persons who will rely on the
information. Paragraph 6 describes some qualitative considerations.

Fraud Considerations in an Audit of Internal Control
Over Financial Reporting
24. The auditor should evaluate all controls specifically intended to ad
dress the risks of fraud that have at least a reasonably possible likelihood of
having a material effect on the company’s financial statements. These controls
may be a part of any of the five components of internal control over financial
reporting, as discussed in paragraph 49. Controls related to the prevention and
detection of fraud often have a pervasive effect on the risk of fraud. Such
controls include, but are not limited to, the:

•

Controls restraining misappropriation of company assets that could
result in a material misstatement of the financial statements;

•

Company’s risk assessment processes;

•

Code of ethics/conduct provisions, especially those related to conflicts
of interest, related party transactions, illegal acts, and the monitoring
of the code by management and the audit committee or board;

•

Adequacy of the internal audit activity and whether the internal audit
function reports directly to the audit committee, as well as the extent
of the audit committee’s involvement and interaction with internal
audit; and

•

Adequacy of the company’s procedures for handling complaints and
for accepting confidential submissions of concerns about questionable
accounting or auditing matters.

25. Part of management’s responsibility when designing a company’s
internal control over financial reporting is to design and implement programs
and controls to prevent, deter, and detect fraud. Management, along with those
who have responsibility for oversight of the financial reporting process (such
as the audit committee), should set the proper tone; create and maintain a
6 AU sec. 312, Audit Risk and Materiality in Conducting an Audit, provides additional explana
tion of materiality.
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culture of honesty and high ethical standards; and establish appropriate
controls to prevent, deter, and detect fraud. When management and those
responsible for the oversight of the financial reporting process fulfill those
responsibilities, the opportunities to commit fraud can be reduced signifi
cantly.

26. In an audit of internal control over financial reporting, the auditor’s
evaluation of controls is interrelated with the auditor’s evaluation of controls
in a financial statement audit, as required by AU sec. 316, Consideration of
Fraud in a Financial Statement Audit. Often, controls identified and evaluated
by the auditor during the audit of internal control over financial reporting also
address or mitigate fraud risks, which the auditor is required to consider in a
financial statement audit. If the auditor identifies deficiencies in controls
designed to prevent and detect fraud during the audit of internal control over
financial reporting, the auditor should alter the nature, timing, or extent of
procedures to be performed during the financial statement audit to be respon
sive to such deficiencies, as provided in paragraphs .44 and .45 of AU sec. 316.

Performing an Audit of Internal Control Over
Financial Reporting
27. In an audit of internal control over financial reporting, the auditor
must obtain sufficient competent evidence about the design and operating
effectiveness of controls over all relevant financial statement assertions re
lated to all significant accounts and disclosures in the financial statements.
The auditor must plan and perform the audit to obtain reasonable assurance
that deficiencies that, individually or in the aggregate, would represent mate
rial weaknesses are identified. Thus, the audit is not designed to detect
deficiencies in internal control over financial reporting that, individually or in
the aggregate, are less severe than a material weakness. Because of the
potential significance of the information obtained during the audit of the
financial statements to the auditor’s conclusions about the effectiveness of
internal control over financial reporting, the auditor cannot audit internal
control over financial reporting without also auditing the financial statements.

Note: However, the auditor may audit the financial statements with
out also auditing internal control over financial reporting, for example,
in the case of certain initial public offerings by a company. See the
discussion beginning at paragraph 145 for more information about the
importance of auditing both internal control over financial reporting
as well as the financial statements when the auditor is engaged to
audit internal control over financial reporting.
28. The auditor must adhere to the general standards (See paragraphs 30
through 36) and fieldwork and reporting standards (See paragraph 37) in
performing an audit of a company’s internal control over financial reporting.
This involves the following:
a.

Planning the engagement;

b.

Evaluating management’s assessment process;

c.

Obtaining an understanding of internal control over financial report
ing;

d.

Testing and evaluating design effectiveness of internal control over
financial reporting;

e.

Testing and evaluating operating effectiveness of internal control
over financial reporting; and
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Forming an opinion on the effectiveness of internal control over
financial reporting.
29. Even though some requirements of this standard are set forth in a
manner that suggests a sequential process, auditing internal control over
financial reporting involves a process of gathering, updating, and analyzing
information. Accordingly, the auditor may perform some of the procedures and
evaluations described in this section on “Performing an Audit of Internal
Control Over Financial Reporting” concurrently.

f.

Applying General, Fieldwork, and Reporting Standards
30. The general standards (See AU sec. 150, Generally Accepted Auditing
Standards} are applicable to an audit of internal control over financial report
ing. These standards require technical training and proficiency as an auditor,
independence in fact and appearance, and the exercise of due professional care,
including professional skepticism.
31. Technical Training and Proficiency. To perform an audit of internal
control over financial reporting, the auditor should have competence in the
subject matter of internal control over financial reporting.
32. Independence. The applicable requirements of independence are
largely predicated on four basic principles: (1) an auditor must not act as
management or as an employee of the audit client, (2) an auditor must not
audit his or her own work, (3) an auditor must not serve in a position of being
an advocate for his or her client, and (4) an auditor must not have mutual or
conflicting interests with his or her audit client.7 If the auditor were to design
or implement controls, that situation would place the auditor in a management
role and result in the auditor auditing his or her own work. These require
ments, however, do not preclude the auditor from making substantive recom
mendations as to how management may improve the design or operation of the
company’s internal controls as a by-product of an audit.
33. The auditor must not accept an engagement to provide internal
control-related services to an issuer for which the auditor also audits the
financial statements unless that engagement has been specifically pre-ap
proved by the audit committee. For any internal control services the auditor
provides, management must be actively involved and cannot delegate respon
sibility for these matters to the auditor. Management’s involvement must be
substantive and extensive. Management’s acceptance of responsibility for
documentation and testing performed by the auditor does not by itself satisfy
the independence requirements.
34. Maintaining independence, in fact and appearance, requires careful
attention, as is the case with all independence issues when work concerning
internal control over financial reporting is performed. Unless the auditor and
the audit committee are diligent in evaluating the nature and extent of services
provided, the services might violate basic principles of independence and cause
an impairment of independence in fact or appearance.
35. The independent auditor and the audit committee have significant
and distinct responsibilities for evaluating whether the auditor’s services
impair independence in fact or appearance. The test for independence in fact
is whether the activities would impede the ability of anyone on the engagement
team or in a position to influence the engagement team from exercising
7 See the Preliminary Note of Rule 2-01 of Regulation S-X, 17 C.F.R. 210.2-01.
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objective judgment in the audits of the financial statements or internal control
over financial reporting. The test for independence in appearance is whether a
reasonable investor, knowing all relevant facts and circumstances, would
perceive an auditor as having interests which could jeopardize the exercise of
objective and impartialjudgments on all issues encompassed within the audi
tor’s engagement.
36. Due Professional Care. The auditor must exercise due professional
care in an audit of internal control over financial reporting. One important
tenet of due professional care is exercising professional skepticism. In an audit
of internal control over financial reporting, exercising professional skepticism
involves essentially the same considerations as in an audit of financial state
ments, that is, it includes a critical assessment of the work that management
has performed in evaluating and testing controls.

37. Fieldwork and Reporting Standards. This standard establishes the
fieldwork and reporting standards applicable to an audit of internal control
over financial reporting.
38. The concept of materiality, as discussed in paragraphs 22 and 23,
underlies the application of the general and fieldwork standards.

Planning the Engagement
39. The audit of internal control over financial reporting should be prop
erly planned and assistants, if any, are to be properly supervised. When
planning the audit of internal control over financial reporting, the auditor
should evaluate how the following matters will affect the auditor’s procedures:

•

Knowledge of the company’s internal control over financial reporting
obtained during other engagements.

•

Matters affecting the industry in which the company operates, such
as financial reporting practices, economic conditions, laws and regu
lations, and technological changes.

•

Matters relating to the company’s business, including its organization,
operating characteristics, capital structure, and distribution methods.

•

The extent of recent changes, if any, in the company, its operations, or
its internal control over financial reporting.

•

Management’s process for assessing the effectiveness of the company’s
internal control over financial reporting based upon control criteria.

•

Preliminary judgments about materiality, risk, and other factors
relating to the determination of material weaknesses.

•

Control deficiencies previously communicated to the audit committee
or management.

•

Legal or regulatory matters of which the company is aware.

•

The type and extent of available evidence related to the effectiveness
of the company’s internal control over financial reporting.

•

Preliminary judgments about the effectiveness of internal control over
financial reporting.

•

The number of significant business locations or units, including man
agement’s documentation and monitoring of controls over such loca
tions or business units. (Appendix B, paragraphs B1 through B17,
discusses factors the auditor should evaluate to determine the loca
tions at which to perform auditing procedures.)

44

Rules of the Board—Standards

Evaluating Management's Assessment Process
40. The auditor must obtain an understanding of, and evaluate, manage
ment’s process for assessing the effectiveness of the company’s internal control
over financial reporting. When obtaining the understanding, the auditor
should determine whether management has addressed the following elements:
•

Determining which controls should be tested, including controls over
all relevant assertions related to all significant accounts and disclo
sures in the financial statements. Generally, such controls include:
— Controls over initiating, authorizing, recording, processing, and
reporting significant accounts and disclosures and related asser
tions embodied in the financial statements.
— Controls over the selection and application of accounting policies
that are in conformity with generally accepted accounting princi
ples.
— Antifraud programs and controls.
— Controls, including information technology general controls, on
which other controls are dependent.
— Controls over significant nonroutine and nonsystematic transac
tions, such as accounts involving judgments and estimates.
— Company level controls (as described in paragraph 53), including:
—

The control environment and

—

Controls over the period-end financial reporting process,
including controls over procedures used to enter transac
tion totals into the general ledger; to initiate, authorize,
record, and process journal entries in the general ledger;
and to record recurring and nonrecurring adjustments to
the financial statements (for example, consolidating ad
justments, report combinations, and reclassifications).

Note: References to the period-end financial reporting
process in this standard refer to the preparation of
both annual and quarterly financial statements.

•

Evaluating the likelihood that failure of the control could result in a
misstatement, the magnitude of such a misstatement, and the degree
to which other controls, if effective, achieve the same control objec
tives.

•

Determining the locations or business units to include in the evalu
ation for a company with multiple locations or business units (See
paragraphs B1 through B17).

•

Evaluating the design effectiveness of controls.

•

Evaluating the operating effectiveness of controls based on procedures
sufficient to assess their operating effectiveness. Examples of such
procedures include testing of the controls by internal audit, testing of
controls by others under the direction of management, using a service
organization’s reports (See paragraphs B18 through B29), inspection
of evidence of the application of controls, or testing by means of a
self-assessment process, some of which might occur as part of manage
ment’s ongoing monitoring activities. Inquiry alone is not adequate to
complete this evaluation. To evaluate the effectiveness of the com
pany’s internal control over financial reporting, management must
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have evaluated controls over all relevant assertions related to all
significant accounts and disclosures.

•

Determining the deficiencies in internal control over financial report
ing that are of such a magnitude and likelihood of occurrence that they
constitute significant deficiencies or material weaknesses.

•

Communicating findings to the auditor and to others, if applicable.

•

Evaluating whether findings are reasonable and support manage
ment’s assessment.

41. As part of the understanding and evaluation of management’s proc
ess, the auditor should obtain an understanding of the results of procedures
performed by others. Others include internal audit and third parties working
under the direction of management, including other auditors and accounting
professionals engaged to perform procedures as a basis for management’s
assessment. Inquiry of management and others is the beginning point for
obtaining an understanding of internal control over financial reporting, but
inquiry alone is not adequate for reaching a conclusion on any aspect of
internal control over financial reporting effectiveness.
Note: Management cannot use the auditor’s procedures as part of the
basis for its assessment of the effectiveness of internal control over
financial reporting.

42. Management’s Documentation. When determining whether manage
ment’s documentation provides reasonable support for its assessment, the
auditor should evaluate whether such documentation includes the following:
•

The design of controls over all relevant assertions related to all
significant accounts and disclosures in the financial statements. The
documentation should include the five components of internal control
over financial reporting as discussed in paragraph 49, including the
control environment and company-level controls as described in para
graph 53;

•

Information about how significant transactions are initiated, author
ized, recorded, processed and reported;

•

Sufficient information about the flow of transactions to identify the
points at which material misstatements due to error or fraud could
occur;

•

Controls designed to prevent or detect fraud, including who performs
the controls and the related segregation of duties;

•

Controls over the period-end financial reporting process;

•

Controls over safeguarding of assets (See paragraphs C1 through C6);
and

•

The results of management’s testing and evaluation.

43. Documentation might take many forms, such as paper, electronic
files, or other media, and can include a variety of information, including policy
manuals, process models, flowcharts, job descriptions, documents, and forms.
The form and extent of documentation will vary depending on the size, nature,
and complexity of the company.
44. Documentation of the design of controls over relevant assertions
related to significant accounts and disclosures is evidence that controls related
to management’s assessment of the effectiveness of internal control over
financial reporting, including changes to those controls, have been identified,
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are capable of being communicated to those responsible for their performance,
and are capable of being monitored by the company. Such documentation also
provides the foundation for appropriate communication concerning responsi
bilities for performing controls and for the company’s evaluation of and moni
toring of the effective operation of controls.

45. Inadequate documentation of the design of controls over relevant
assertions related to significant accounts and disclosures is a deficiency in the
company’s internal control over financial reporting. As discussed in paragraph
138, the auditor should evaluate this documentation deficiency. The auditor
might conclude that the deficiency is only a deficiency, or that the deficiency
represents a significant deficiency or a material weakness. In evaluating the
deficiency as to its significance, the auditor should determine whether manage
ment can demonstrate the monitoring component of internal control over
financial reporting.
46. Inadequate documentation also could cause the auditor to conclude
that there is a limitation on the scope of the engagement.

Obtaining an Understanding of Internal Control Over
Financial Reporting
47. The auditor should obtain an understanding of the design of specific
controls by applying procedures that include:
•

Making inquiries of appropriate management, supervisory, and staff
personnel;

•

Inspecting company documents;

•

Observing the application of specific controls; and

•

Tracing transactions through the information system relevant to
financial reporting.

48. The auditor could also apply additional procedures to obtain an
understanding of the design of specific controls.
49. The auditor must obtain an understanding of the design of controls
related to each component of internal control over financial reporting, as
discussed below.
•

Control Environment. Because of the pervasive effect of the control
environment on the reliability of financial reporting, the auditor’s
preliminary judgment about its effectiveness often influences the
nature, timing, and extent of the tests of operating effectiveness
considered necessary. Weaknesses in the control environment should
cause the auditor to alter the nature, timing, or extent of tests of
operating effectiveness that otherwise should have been performed in
the absence of the weaknesses.

•

Risk Assessment. When obtaining an understanding of the company’s
risk assessment process, the auditor should evaluate whether man
agement has identified the risks of material misstatement in the
significant accounts and disclosures and related assertions of the
financial statements and has implemented controls to prevent or
detect errors or fraud that could result in material misstatements. For
example, the risk assessment process should address how manage
ment considers the possibility of unrecorded transactions or identifies
and analyzes significant estimates recorded in the financial state
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ments. Risks relevant to reliable financial reporting also relate to
specific events or transactions.

•

Control Activities. The auditor’s understanding of control activities
relates to the controls that management has implemented to prevent
or detect errors or fraud that could result in material misstatement in
the accounts and disclosures and related assertions of the financial
statements. For the purposes of evaluating the effectiveness of inter
nal control over financial reporting, the auditor’s understanding of
control activities encompasses a broader range of accounts and disclo
sures than what is normally obtained for the financial statement
audit.

•

Information and Communication. The auditor’s understanding of
management’s information and communication involves under
standing the same systems and processes that he or she addresses in
an audit of financial statements. In addition, this understanding
includes a greater emphasis on comprehending the safeguarding con
trols and the processes for authorization of transactions and the
maintenance of records, as well as the period-end financial reporting
process (discussed further beginning at paragraph 76).

•

Monitoring. The auditor’s understanding of management’s monitoring
of controls extends to and includes its monitoring of all controls,
including control activities, which management has identified and
designed to prevent or detect material misstatement in the accounts
and disclosures and related assertions of the financial statements.

50. Some controls (such as company-level controls, described in para
graph 53) might have a pervasive effect on the achievement of many overall
objectives of the control criteria. For example, information technology general
controls over program development, program changes, computer operations,
and access to programs and data help ensure that specific controls over the
processing of transactions are operating effectively. In contrast, other controls
are designed to achieve specific objectives of the control criteria. For example,
management generally establishes specific controls, such as accounting for all
shipping documents, to ensure that all valid sales are recorded.
51. The auditor should focus on combinations of controls, in addition to
specific controls in isolation, in assessing whether the objectives of the control
criteria have been achieved. The absence or inadequacy of a specific control
designed to achieve the objectives of a specific criterion might not be a defi
ciency if other controls specifically address the same criterion. Further, when
one or more controls achieve the objectives of a specific criterion, the auditor
might not need to evaluate other controls designed to achieve those same
objectives.
52. Identifying Company-Level Controls. Controls that exist at the com
pany-level often have a pervasive impact on controls at the process, transac
tion, or application level. For that reason, as a practical consideration, it may
be appropriate for the auditor to test and evaluate the design effectiveness of
company-level controls first, because the results of that work might affect the
way the auditor evaluates the other aspects of internal control over financial
reporting.

53. Company-level controls are controls such as the following:

•

Controls within the control environment, including tone at the top, the
assignment of authority and responsibility, consistent policies and
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procedures, and company-wide programs, such as codes of conduct and
fraud prevention, that apply to all locations and business units (See
paragraphs 113 through 115 for further discussion);

•

Management’s risk assessment process;

•

Centralized processing and controls, including shared service environ
ments;

•

Controls to monitor results of operations;

•

Controls to monitor other controls, including activities of the internal
audit function, the audit committee, and self-assessment programs;

•

The period-end financial reporting process; and

•

Board-approved policies that address significant business control and
risk management practices.

Note: The controls listed above are not intended to be a complete list
of company-level controls nor is a company required to have all the
controls in the list to support its assessment of effective company-level
controls. However, ineffective company-level controls are a deficiency
that will affect the scope of work performed, particularly when a
company has multiple locations or business units, as described in
Appendix B.
54. Testing company-level controls alone is not sufficient for the purpose
of expressing an opinion on the effectiveness of a company’s internal control
over financial reporting.

55. Evaluating the Effectiveness of the Audit Committee’s Oversight of the
Company’s External Financial Reporting and Internal Control Over Financial
Reporting. The company’s audit committee plays an important role within the
control environment and monitoring components of internal control over finan
cial reporting. Within the control environment, the existence of an effective
audit committee helps to set a positive tone at the top. Within the monitoring
component, an effective audit committee challenges the company’s activities in
the financial arena.
Note: Although the audit committee plays an important role within
the control environment and monitoring components of internal con
trol over financial reporting, management is responsible for maintain
ing effective internal control over financial reporting. This standard
does not suggest that this responsibility has been transferred to the
audit committee.

Note: If no such committee exists with respect to the company, all
references to the audit committee in this standard apply to the entire
board of directors of the company.8 The auditor should be aware that
companies whose securities are not listed on a national securities
exchange or an automated inter-dealer quotation system of a national
securities association (such as the New York Stock Exchange, Ameri
can Stock Exchange, or NASDAQ) may not be required to have
independent directors for their audit committees. In this case, the
auditor should not consider the lack of independent directors at these
companies indicative, by itself, of a control deficiency. Likewise, the
8 See 15 U.S.C. 78c(a)58 and 15 U.S.C. 7201(a)(3).
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independence requirements of Securities Exchange Act Rule 10A-39 are
not applicable to the listing of non-equity securities of a consolidated
or at least 50 percent beneficially owned subsidiary of a listed issuer
that is subject to the requirements of Securities Exchange Act Rule
10A-3(c)(2).1011
Therefore, the auditor should interpret references to the
audit committee in this standard, as applied to a subsidiary registrant,
as being consistent with the provisions of Securities Exchange Act Rule
10A-3(c)(2).11 Furthermore, for subsidiary registrants, communica
tions required by this standard to be directed to the audit committee
should be made to the same committee or equivalent body that pre
approves the retention of the auditor by or on behalf of the subsidiary
registrant pursuant to Rule 2-01(c)(7) of Regulation S-X12 (which
might be, for example, the audit committee of the subsidiary regis
trant, the full board of the subsidiary registrant, or the audit commit
tee of the subsidiary registrant’s parent). In all cases, the auditor
should interpret the terms “board of directors” and “audit committee”
in this standard as being consistent with provisions for the use of those
terms as defined in relevant SEC rules.
56. The company’s board of directors is responsible for evaluating the
performance and effectiveness of the audit committee; this standard does not
suggest that the auditor is responsible for performing a separate and distinct
evaluation of the audit committee. However, because of the role of the audit
committee within the control environment and monitoring components of
internal control over financial reporting, the auditor should assess the effec
tiveness of the audit committee as part of understanding and evaluating those
components.
57. The aspects of the audit committee’s effectiveness that are important
may vary considerably with the circumstances. The auditor focuses on factors
related to the effectiveness of the audit committee’s oversight of the company’s
external financial reporting and internal control over financial reporting, such
as the independence of the audit committee members from management and
the clarity with which the audit committee’s responsibilities are articulated
(for example, in the audit committee’s charter) and how well the audit commit
tee and management understand those responsibilities. The auditor might also
consider the audit committee’s involvement and interaction with the inde
pendent auditor and with internal auditors, as well as interaction with key
members of financial management, including the chief financial officer and
chief accounting officer.

58. The auditor might also evaluate whether the right questions are
raised and pursued with management and the auditor, including questions
that indicate an understanding of the critical accounting policies and judg
mental accounting estimates, and the responsiveness to issues raised by the
auditor.
59. Ineffective oversight by the audit committee of the company’s exter
nal financial reporting and internal control over financial reporting should be
regarded as at least a significant deficiency and is a strong indicator that a
material weakness in internal control over financial reporting exists.
9 See 17 C.F.R. 240.10A-3.
10 See 17 C.F.R. 240.10A-3(c)(2).

11 See 17 C.F.R. 240.10A-3(c)(2).
12 See 17 C.F.R. 210.2-01(c)(7).
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60. Identifying Significant Accounts. The auditor should identify signifi
cant accounts and disclosures, first at the financial-statement level and then
at the account or disclosure-component level. Determining specific controls to
test begins by identifying significant accounts and disclosures within the
financial statements. When identifying significant accounts, the auditor
should evaluate both quantitative and qualitative factors.
61. An account is significant if there is more than a remote likelihood that
the account could contain misstatements that individually, or when aggre
gated with others, could have a material effect on the financial statements,
considering the risks of both overstatement and understatement. Other ac
counts may be significant on a qualitative basis based on the expectations of a
reasonable user. For example, investors might be interested in a particular
financial statement account even though it is not quantitatively large because
it represents an important performance measure.

Note: For purposes of determining significant accounts, the assess
ment as to likelihood should be made without giving any consideration
to the effectiveness of internal control over financial reporting.
62. Components of an account balance subject to differing risks (inherent
and control) or different controls should be considered separately as potential
significant accounts. For instance, inventory accounts often consist of raw
materials (purchasing process), work in process (manufacturing process), fin
ished goods (distribution process), and an allowance for obsolescence.
63. In some cases, separate components of an account might be a signifi
cant account because of the company’s organizational structure. For example,
for a company that has a number of separate business units, each with
different management and accounting processes, the accounts at each separate
business unit are considered individually as potential significant accounts.
64. An account also may be considered significant because of the exposure
to unrecognized obligations represented by the account. For example, loss
reserves related to a self-insurance program or unrecorded contractual obliga
tions at a construction contracting subsidiary may have historically been
insignificant in amount, yet might represent a more than remote likelihood of
material misstatement due to the existence of material unrecorded claims.

65. When deciding whether an account is significant, it is important for
the auditor to evaluate both quantitative and qualitative factors, including the:

•

Size and composition of the account;

•

Susceptibility of loss due to errors or fraud;

•

Volume of activity, complexity, and homogeneity of the individual
transactions processed through the account;

•

Nature of the account (for example, suspense accounts generally
warrant greater attention);

•

Accounting and reporting complexities associated with the account;

•

Exposure to losses represented by the account (for example, loss
accruals related to a consolidated construction contracting subsidi
ary);

•

Likelihood (or possibility) of significant contingent liabilities arising
from the activities represented by the account;

•

Existence of related party transactions in the account; and
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Changes from the prior period in account characteristics (for example,
new complexities or subjectivity or new types of transactions).

66. For example, in a financial statement audit, the auditor might not
consider the fixed asset accounts significant when there is a low volume of
transactions and when inherent risk is assessed as low, even though the
balances are material to the financial statements. Accordingly, he or she might
decide to perform only substantive procedures on such balances. In an audit of
internal control over financial reporting, however, such accounts are signifi
cant accounts because of their materiality to the financial statements.
67. As another example, the auditor of the financial statements of a
financial institution might not consider trust accounts significant to the insti
tution’s financial statements because such accounts are not included in the
institution’s balance sheet and the associated fee income generated by trust
activities is not material. However, in determining whether trust accounts are
a significant account for purposes of the audit of internal control over financial
reporting, the auditor should assess whether the activities of the trust depart
ment are significant to the institution’s financial reporting, which also would
include considering the contingent liabilities that could arise if a trust depart
ment failed to fulfill its fiduciary responsibilities (for example, if investments
were made that were not in accordance with stated investment policies). When
assessing the significance of possible contingent liabilities, consideration of the
amount of assets under the trust department’s control may be useful. For this
reason, an auditor who has not considered trust accounts significant accounts
for purposes of the financial statement audit might determine that they are
significant for purposes of the audit of internal control over financial reporting.
68. Identifying Relevant Financial Statement Assertions. For each signifi
cant account, the auditor should determine the relevance of each of these
financial statement assertions:13

•

Existence or occurrence;

•

Completeness;

•

Valuation or allocation;

•

Rights and obligations; and

•

Presentation and disclosure.

69. To identify relevant assertions, the auditor should determine the
source of likely potential misstatements in each significant account. In deter
mining whether a particular assertion is relevant to a significant account
balance or disclosure, the auditor should evaluate:

•

The nature of the assertion;

•

The volume of transactions or data related to the assertion; and

•

The nature and complexity of the systems, including the use of infor
mation technology by which the company processes and controls
information supporting the assertion.

70. Relevant assertions are assertions that have a meaningful bearing on
whether the account is fairly stated. For example, valuation may not be
relevant to the cash account unless currency translation is involved; however,
13 See AU sec. 326, Evidential Matter, which provides additional information on financial state
ment assertions.
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existence and completeness are always relevant. Similarly, valuation may not
be relevant to the gross amount of the accounts receivable balance, but is
relevant to the related allowance accounts. Additionally, the auditor might, in
some circumstances, focus on the presentation and disclosure assertion sepa
rately in connection with the period-end financial reporting process.
71. Identifying Significant Processes and Major Classes of Transactions,
The auditor should identify each significant process over each major class of
transactions affecting significant accounts or groups of accounts. Major classes
of transactions are those classes of transactions that are significant to the
company’s financial statements. For example, at a company whose sales may
be initiated by customers through personal contact in a retail store or electroni
cally through use of the internet, these types of sales would be two major
classes of transactions within the sales process if they were both significant to
the company’s financial statements. As another example, at a company for
which fixed assets is a significant account, recording depreciation expense
would be a major class of transactions.

72. Different types of major classes of transactions have different levels
of inherent risk associated with them and require different levels of manage
ment supervision and involvement. For this reason, the auditor might further
categorize the identified major classes of transactions by transaction type:
routine, nonroutine, and estimation.
•

Routine transactions are recurring financial activities reflected in the
accounting records in the normal course of business (for example,
sales, purchases, cash receipts, cash disbursements, payroll).

•

Nonroutine transactions are activities that occur only periodically (for
example, taking physical inventory, calculating depreciation expense,
adjusting for foreign currencies). A distinguishing feature of non
routine transactions is that data involved are generally not part of the
routine flow of transactions.

•

Estimation transactions are activities that involve management judg
ments or assumptions in formulating account balances in the absence
of a precise means of measurement (for example, determining the
allowance for doubtful accounts, establishing warranty reserves, as
sessing assets for impairment).

73. Most processes involve a series of tasks such as capturing input data,
sorting and merging data, making calculations, updating transactions and
master files, generating transactions, and summarizing and displaying or
reporting data. The processing procedures relevant for the auditor to under
stand the flow of transactions generally are those activities required to initiate,
authorize, record, process and report transactions. Such activities include, for
example, initially recording sales orders, preparing shipping documents and
invoices, and updating the accounts receivable master file. The relevant proc
essing procedures also include procedures for correcting and reprocessing
previously rejected transactions and for correcting erroneous transactions
through adjusting journal entries.
74. For each significant process, the auditor should:

•

Understand the flow of transactions, including how transactions are
initiated, authorized, recorded, processed, and reported.

•

Identify the points within the process at which a misstatement—in
cluding a misstatement due to fraud—related to each relevant finan
cial statement assertion could arise.
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•

Identify the controls that management has implemented to address
these potential misstatements.

•

Identify the controls that management has implemented over the
prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets.

Note: The auditor frequently obtains the understanding and identifies
the controls described above as part of his or her performance of
walkthroughs (as described beginning in paragraph 79).

75. The nature and characteristics of a company’s use of information
technology in its information system affect the company’s internal control over
financial reporting. AU sec. 319, Consideration of Internal Control in a Finan
cial Statement Audit, paragraphs .16 through .20, .30 through .32, and .77
through .79, discuss the effect of information technology on internal control
over financial reporting.

76. Understanding the Period-End Financial Reporting Process. The pe
riod-end financial reporting process includes the following:
•

The procedures used to enter transaction totals into the general ledger;

•

The procedures used to initiate, authorize, record, and process journal
entries in the general ledger;

•

Other procedures used to record recurring and nonrecurring adjust
ments to the annual and quarterly financial statements, such as
consolidating adjustments, report combinations, and classifications;
and

•

Procedures for drafting annual and quarterly financial statements
and related disclosures.

77. As part of understanding and evaluating the period-end financial
reporting process, the auditor should evaluate:

•

The inputs, procedures performed, and outputs of the processes the
company uses to produce its annual and quarterly financial state
ments;

•

The extent of information technology involvement in each period-end
financial reporting process element;

•

Who participates from management;

•

The number of locations involved;

•

Types of adjusting entries (for example, standard, nonstandard, elimi
nating, and consolidating); and

•

The nature and extent of the oversight of the process by appropriate
parties, including management, the board of directors, and the audit
committee.

78. The period-end financial reporting process is always a significant
process because of its importance to financial reporting and to the auditor’s
opinions on internal control over financial reporting and the financial state
ments. The auditor’s understanding of the company’s period-end financial
reporting process and how it interrelates with the company’s other significant
processes assists the auditor in identifying and testing controls that are the
most relevant to financial statement risks.

79. Performing Walkthroughs. The auditor should perform at least one
walkthrough for each major class of transactions (as identified in paragraph
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71). In a walkthrough, the auditor traces a transaction from origination
through the company’s information systems until it is reflected in the com
pany’s financial reports. Walkthroughs provide the auditor with evidence to:
•

Confirm the auditor’s understanding of the process flow of transac
tions;

•

Confirm the auditor’s understanding of the design of controls identi
fied for all five components of internal control over financial reporting,
including those related to the prevention or detection of fraud;

•

Confirm that the auditor’s understanding of the process is complete
by determining whether all points in the process at which misstate
ments related to each relevant financial statement assertion that
could occur have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

Note: The auditor can often gain an understanding of the transaction
flow, identify and understand controls, and conduct the walkthrough
simultaneously.
80. The auditor’s walkthroughs should encompass the entire process of
initiating, authorizing, recording, processing, and reporting individual trans
actions and controls for each of the significant processes identified, including
controls intended to address the risk of fraud. During the walkthrough, at each
point at which important processing procedures or controls occur, the auditor
should question the company’s personnel about their understanding of what is
required by the company’s prescribed procedures and controls and determine
whether the processing procedures are performed as originally understood and
on a timely basis. (Controls might not be performed regularly but still be
timely.) During the walkthrough, the auditor should be alert for exceptions to
the company’s prescribed procedures and controls.
81. While performing a walkthrough, the auditor should evaluate the
quality of the evidence obtained and perform walkthrough procedures that
produce a level of evidence consistent with the objectives listed in paragraph
79. Rather than reviewing copies of documents and making inquiries of a single
person at the company, the auditor should follow the process flow of actual
transactions using the same documents and information technology that com
pany personnel use and make inquiries of relevant personnel involved in
significant aspects of the process or controls. To corroborate information at
various points in the walkthrough, the auditor might ask personnel to describe
their understanding of the previous and succeeding processing or control
activities and to demonstrate what they do. In addition, inquiries should
include follow-up questions that could help identify the abuse of controls or
indicators of fraud. Examples of follow-up inquiries include asking personnel:

•

What they do when they find an error or what they are looking for to
determine if there is an error (rather than simply asking them if they
perform listed procedures and controls); what kind of errors they have
found; what happened as a result of finding the errors, and how the
errors were resolved. If the person being interviewed has never found
an error, the auditor should evaluate whether that situation is due to
good preventive controls or whether the individual performing the
control lacks the necessary skills.
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Whether they have ever been asked to override the process or controls,
and if so, to describe the situation, why it occurred, and what hap
pened.

82. During the period under audit, when there have been significant
changes in the process flow of transactions, including the supporting computer
applications, the auditor should evaluate the nature of the change(s) and the
effect on related accounts to determine whether to walk through transactions
that were processed both before and after the change.

Note: Unless significant changes in the process flow of transactions,
including the supporting computer applications, make it more efficient
for the auditor to prepare new documentation of a walkthrough, the
auditor may carry his or her documentation forward each year, after
updating it for any changes that have taken place.

83. Identifying Controls to Test. The auditor should obtain evidence about
the effectiveness of controls (either by performing tests of controls himself or
herself, or by using the work of others)14 for all relevant assertions related to
all significant accounts and disclosures in the financial statements. After
identifying significant accounts, relevant assertions, and significant processes,
the auditor should evaluate the following to identify the controls to be tested:
•

Points at which errors or fraud could occur;

•

The nature of the controls implemented by management;

•

The significance of each control in achieving the objectives of the
control criteria and whether more than one control achieves a particu
lar objective or whether more than one control is necessary to achieve
a particular objective; and

•

The risk that the controls might not be operating effectively. Factors
that affect whether the control might not be operating effectively
include the following:
— Whether there have been changes in the volume or nature of
transactions that might adversely affect control design or operat
ing effectiveness;
— Whether there have been changes in the design of controls;
— The degree to which the control relies on the effectiveness of other
controls (for example, the control environment or information
technology general controls);
—- Whether there have been changes in key personnel who perform
the control or monitor its performance;
— Whether the control relies on performance by an individual or is
automated; and
— The complexity of the control.

84. The auditor should clearly link individual controls with the signifi
cant accounts and assertions to which they relate.
85. The auditor should evaluate whether to test preventive controls,
detective controls, or a combination of both for individual relevant assertions
related to individual significant accounts. For instance, when performing tests
of preventive and detective controls, the auditor might conclude that a deficient
14 See paragraphs 108 through 126 for additional direction on using the work of others.
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preventive control could be compensated for by an effective detective control
and, therefore, not result in a significant deficiency or material weakness. For
example, a monthly reconciliation control procedure, which is a detective
control, might detect an out-of-balance situation resulting from an unauthor
ized transaction being initiated due to an ineffective authorization procedure,
which is a preventive control. When determining whether the detective control
is effective, the auditor should evaluate whether the detective control is
sufficient to achieve the control objective to which the preventive control
relates.

Note: Because effective internal control over financial reporting often
includes a combination of preventive and detective controls, the audi
tor ordinarily will test a combination of both.
86. The auditor should apply tests of controls to those controls that are
important to achieving each control objective. It is neither necessary to test all
controls nor is it necessary to test redundant controls (that is, controls that
duplicate other controls that achieve the same objective and already have been
tested), unless redundancy is itself a control objective, as in the case of certain
computer controls.

87. Appendix B, paragraphs B1 through B17, provide additional direction
to the auditor in determining which controls to test when a company has
multiple locations or business units. In these circumstances, the auditor should
determine significant accounts and their relevant assertions, significant proc
esses, and major classes of transactions based on those that are relevant and
significant to the consolidated financial statements. Having made those deter
minations in relation to the consolidated financial statements, the auditor
should then apply the directions in Appendix B.

Testing and Evaluating Design Effectiveness
88. Internal control over financial reporting is effectively designed when
the controls complied with would be expected to prevent or detect errors or
fraud that could result in material misstatements in the financial statements.
The auditor should determine whether the company has controls to meet the
objectives of the control criteria by:

•

Identifying the company’s control objectives in each area;

•

Identifying the controls that satisfy each objective; and

•

Determining whether the controls, if operating properly, can effec
tively prevent or detect errors or fraud that could result in material
misstatements in the financial statements.

89. Procedures the auditor performs to test and evaluate design effective
ness include inquiry, observation, walkthroughs, inspection of relevant docu
mentation, and a specific evaluation of whether the controls are likely to
prevent or detect errors or fraud that could result in misstatements if they are
operated as prescribed by appropriately qualified persons.
90. The procedures that the auditor performs in evaluating manage
ment’s assessment process and obtaining an understanding of internal control
over financial reporting also provide the auditor with evidence about the
design effectiveness of internal control over financial reporting.

91. The procedures the auditor performs to test and evaluate design
effectiveness also might provide evidence about operating effectiveness.
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Testing and Evaluating Operating Effectiveness
92. An auditor should evaluate the operating effectiveness of a control by
determining whether the control is operating as designed and whether the
person performing the control possesses the necessary authority and qualifica
tions to perform the control effectively.
93. Nature of Tests of Controls. Tests of controls over operating effective
ness should include a mix of inquiries of appropriate personnel, inspection of
relevant documentation, observation of the company’s operations, and reper
formance of the application of the control. For example, the auditor might
observe the procedures for opening the mail and processing cash receipts to test
the operating effectiveness of controls over cash receipts. Because an observa
tion is pertinent only at the point in time at which it is made, the auditor should
supplement the observation with inquiries of company personnel and inspec
tion of documentation about the operation of such controls at other times.
These inquiries might be made concurrently with performing walkthroughs.

94. Inquiry is a procedure that consists of seeking information, both
financial and nonfinancial, of knowledgeable persons throughout the company.
Inquiry is used extensively throughout the audit and often is complementary
to performing other procedures. Inquiries may range from formal written
inquiries to informal oral inquiries.
95. Evaluating responses to inquiries is an integral part of the inquiry
procedure. Examples of information that inquiries might provide include the
skill and competency of those performing the control, the relative sensitivity of
the control to prevent or detect errors or fraud, and the frequency with which
the control operates to prevent or detect errors or fraud. Responses to inquiries
might provide the auditor with information not previously possessed or with
corroborative evidence. Alternatively, responses might provide information
that differs significantly from other information the auditor obtains (for exam
ple, information regarding the possibility of management override of controls).
In some cases, responses to inquiries provide a basis for the auditor to modify
or perform additional procedures.

96. Because inquiry alone does not provide sufficient evidence to support
the operating effectiveness of a control, the auditor should perform additional
tests of controls. For example, if the company implements a control activity
whereby its sales manager reviews and investigates a report of invoices with
unusually high or low gross margins, inquiry of the sales manager as to
whether he or she investigates discrepancies would be inadequate. To obtain
sufficient evidence about the operating effectiveness of the control, the auditor
should corroborate the sales manager’s responses by performing other proce
dures, such as inspecting reports or other documentation used in or generated
by the performance of the control, and evaluate whether appropriate actions
were taken regarding discrepancies.
97. The nature of the control also influences the nature of the tests of
controls the auditor can perform. For example, the auditor might examine
documents regarding controls for which documentary evidence exists. How
ever, documentary evidence regarding some aspects of the control environ
ment, such as management’s philosophy and operating style, might not exist.
In circumstances in which documentary evidence of controls or the perform
ance of controls does not exist and is not expected to exist, the auditor’s tests
of controls would consist of inquiries of appropriate personnel and observation
of company activities. As another example, a signature on a voucher package
to indicate that the signer approved it does not necessarily mean that the
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person carefully reviewed the package before signing. The package may have
been signed based on only a cursory review (or without any review). As a result,
the quality of the evidence regarding the effective operation of the control
might not be sufficiently persuasive. If that is the case, the auditor should
reperform the control (for example, checking prices, extensions, and additions)
as part of the test of the control. In addition, the auditor might inquire of the
person responsible for approving voucher packages what he or she looks for
when approving packages and how many errors have been found within
voucher packages. The auditor also might inquire of supervisors whether they
have any knowledge of errors that the person responsible for approving the
voucher packages failed to detect.

98. Timing of Tests of Controls. The auditor must perform tests of controls
over a period of time that is adequate to determine whether, as of the date
specified in management’s report, the controls necessary for achieving the
objectives of the control criteria are operating effectively. The period of time
over which the auditor performs tests of controls varies with the nature of the
controls being tested and with the frequency with which specific controls
operate and specific policies are applied. Some controls operate continuously
(for example, controls over sales), while Others operate only at certain times
(for example, controls over the preparation of monthly or quarterly financial
statements and controls over physical inventory counts).
99. The auditor’s testing of the operating effectiveness of such controls
should occur at the time the controls are operating. Controls “as of’ a specific
date encompass controls that are relevant to the company’s internal control
over financial reporting “as of" that specific date, even though such controls
might not operate until after that specific date. For example, some controls
over the period-end financial reporting process normally operate only after the
“as of" date. Therefore, if controls over the December 31, 20X4 period-end
financial reporting process operate in January 20X5, the auditor should test
the control operating in January 20X5 to have sufficient evidence of operating
effectiveness “as of" December 31, 20X4.

100. When the auditor reports on the effectiveness of controls “as of" a
specific date and obtains evidence about the operating effectiveness of controls
at an interim date, he or she should determine what additional evidence to
obtain concerning the operation of the control for the remaining period. In
making that determination, the auditor should evaluate:
•

The specific controls tested prior to the “as of" date and the results of
those tests;

•

The degree to which evidence about the operating effectiveness of
those controls was obtained;

•

The length of the remaining period; and

•

The possibility that there have been any significant changes in inter
nal control over financial reporting subsequent to the interim date.

101. For controls over significant nonroutine transactions, controls over
accounts or processes with a high degree of subjectivity or judgment in meas
urement, or controls over the recording of period-end adjustments, the auditor
should perform tests of controls closer to or at the “as of" date rather than at
an interim date. However, the auditor should balance performing the tests of
controls closer to the “as of" date with the need to obtain sufficient evidence of
operating effectiveness.
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102. Prior to the date specified in management’s report, management
might implement changes to the company’s controls to make them more
effective or efficient or to address control deficiencies. In that case, the auditor
might not need to evaluate controls that have been superseded. For example,
if the auditor determines that the new controls achieve the related objec
tives of the control criteria and have been in effect for a sufficient period to
permit the auditor to assess their design and operating effectiveness by
performing tests of controls,15 he or she will not need to evaluate the design
and operating effectiveness of the superseded controls for purposes of express
ing an opinion on internal control over financial reporting.
103. As discussed in paragraph 207, however, the auditor must commu
nicate all identified significant deficiencies and material weaknesses in con
trols to the audit committee in writing. In addition, the auditor should evaluate
how the design and operating effectiveness of the superseded controls relates
to the auditor’s reliance on controls for financial statement audit purposes.
104. Extent of Tests of Controls. Each year the auditor must obtain
sufficient evidence about whether the company’s internal control over financial
reporting, including the controls for all internal control components, is operat
ing effectively. This means that each year the auditor must obtain evidence
about the effectiveness of controls for all relevant assertions related to all
significant accounts and disclosures in the financial statements. The auditor
also should vary from year to year the nature, timing, and extent of testing of
controls to introduce unpredictability into the testing and respond to changes
in circumstances. For example, each year the auditor might test the controls
at a different interim period; increase or reduce the number and types of tests
performed; or change the combination of procedures used.

105. In determining the extent of procedures to perform, the auditor
should design the procedures to provide a high level of assurance that the
control being tested is operating effectively. In making this determination, the
auditor should assess the following factors:
•

Nature of the control. The auditor should subject manual controls to
more extensive testing than automated controls. In some circum
stances, testing a single operation of an automated control may be
sufficient to obtain a high level of assurance that the control operated
effectively, provided that information technology general controls also
are operating effectively. For manual controls, sufficient evidence
about the operating effectiveness of the controls is obtained by evalu
ating multiple operations of the control and the results of each opera
tion. The auditor also should assess the complexity of the controls, the
significance of the judgments that must be made in connection with
their operation, and the level of competence of the person performing
the controls that is necessary for the control to operate effectively. As
the complexity and level of judgment increase or the level of compe
tence of the person performing the control decreases, the extent of the
auditor’s testing should increase.

•

Frequency of operation. Generally, the more frequently a manual
control operates, the more operations of the control the auditor should
test. For example, for a manual control that operates in connection

15 Paragraph 179 provides reporting directions in these circumstances when the auditor has not
been able to obtain evidence that the new controls were appropriately designed or have been
operating effectively for a sufficient period of time.
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with each transaction, the auditor should test multiple operations of
the control over a sufficient period of time to obtain a high level of
assurance that the control operated effectively. For controls that
operate less frequently, such as monthly account reconciliations and
controls over the period-end financial reporting process, the auditor
may test significantly fewer operations of the control. However, the
auditor’s evaluation of each operation of controls operating less fre
quently is likely to be more extensive. For example, when evaluating
the operation of a monthly exception report, the auditor should evalu
ate whether the judgments made with regard to the disposition of the
exceptions were appropriate and adequately supported.

Note: When sampling is appropriate and the population of con
trols to be tested is large, increasing the population size does not
proportionately increase the required sample size.

•

Importance of the control. Controls that are relatively more important
should be tested more extensively. For example, some controls may
address multiple financial statement assertions, and certain periodend detective controls might be considered more important than
related preventive controls. The auditor should test more operations
of such controls or, if such controls operate infrequently, the auditor
should evaluate each operation of the control more extensively.

106. Use of Professional Skepticism when Evaluating the Results of Test
ing. The auditor must conduct the audit of internal control over financial
reporting and the audit of the financial statements with professional skepti
cism, which is an attitude that includes a questioning mind and a critical
assessment of audit evidence. For example, even though a control is performed
by the same employee whom the auditor believes performed the control effec
tively in prior periods, the control may not be operating effectively during the
current period because the employee could have become complacent, dis
tracted, or otherwise not be effectively carrying out his or her responsibilities.
Also, regardless of any past experience with the entity or the auditor’s beliefs
about management’s honesty and integrity, the auditor should recognize the
possibility that a material misstatement due to fraud could be present. Fur
thermore, professional skepticism requires the auditor to consider whether
evidence obtained suggests that a material misstatement due to fraud has
occurred. In exercising professional skepticism in gathering and evaluating
evidence, the auditor must not be satisfied with less-than-persuasive evidence
because of a belief that management is honest.
107. When the auditor identifies exceptions to the company’s prescribed
control procedures, he or she should determine, using professional skepticism,
the effect of the exception on the nature and extent of additional testing that
may be appropriate or necessary and on the operating effectiveness of the
control being tested. A conclusion that an identified exception does not repre
sent a control deficiency is appropriate only if evidence beyond what the
auditor had initially planned and beyond inquiry supports that conclusion.

Using the Work of Others
108. In all audits of internal control over financial reporting, the auditor
must perform enough of the testing himself or herself so that the auditor’s own
work provides the principal evidence for the auditor’s opinion. The auditor
may, however, use the work of others to alter the nature, timing, or extent of
the work he or she otherwise would have performed. For these purposes, the
work of others includes relevant work performed by internal auditors, com
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pany personnel (in addition to internal auditors), and third parties working
under the direction of management or the audit committee that provides
information about the effectiveness of internal control over financial reporting.

Note: Because the amount of work related to obtaining sufficient
evidence to support an opinion about the effectiveness of controls is
not susceptible to precise measurement, the auditor’s judgment about
whether he or she has obtained the principal evidence for the opinion
will be qualitative as well as quantitative. For example, the auditor
might give more weight to work he or she performed on pervasive
controls and in areas such as the control environment than on other
controls, such as controls over low-risk, routine transactions.

109. The auditor should evaluate whether to use the work performed by
others in the audit of internal control over financial reporting. To determine
the extent to which the auditor may use the work of others to alter the nature,
timing, or extent of the work the auditor would have otherwise performed, in
addition to obtaining the principal evidence for his or her opinion, the auditor
should:
a.

Evaluate the nature of the controls subjected to the work of others
(See paragraphs 112 through 116);

b.

Evaluate the competence and objectivity of the individuals who
performed the work (See paragraphs 117 through 122); and

c.

Test some of the work performed by others to evaluate the quality
and effectiveness of their work (See paragraphs 123 through 125).

Note: AU sec. 322, The Auditor’s Consideration of the Internal Audit
Function in an Audit of Financial Statements, applies to using the
work of internal auditors in an audit of the financial statements. The
auditor may apply the relevant concepts described in that section to
using the work of others in the audit of internal control over financial
reporting.

110. The auditor must obtain sufficient evidence to support his or her
opinion. Judgments about the sufficiency of evidence obtained and other
factors affecting the auditor’s opinion, such as the significance of identified
control deficiencies, should be those of the auditor. Evidence obtained through
the auditor’s direct personal knowledge, observation, reperformance, and in
spection is generally more persuasive than information obtained indirectly
from others, such as from internal auditors, other company personnel, or third
parties working under the direction of management.
111. The requirement that the auditor’s own work must provide the
principal evidence for the auditor’s opinion is one of the boundaries within
which the auditor determines the work he or she must perform himself or
herself in the audit of internal control over financial reporting. Paragraphs 112
through 125 provide more specific and definitive direction on how the auditor
makes this determination, but the directions allow the auditor significant
flexibility to use his or her judgment to determine the work necessary to obtain
the principal evidence and to determine when the auditor can use the work of
others rather than perform the work himself or herself. Regardless of the
auditor’s determination of the work that he or she must perform himself or
herself, the auditor’s responsibility to report on the effectiveness of internal
control over financial reporting rests solely with the auditor; this responsibility
cannot be shared with the other individuals whose work the auditor uses.
Therefore, when the auditor uses the work of others, the auditor is responsible
for the results of their work.
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112. Evaluating the Nature of the Controls Subjected to the Work of
Others. The auditor should evaluate the following factors when evaluating the
nature of the controls subjected to the work of others. As these factors increase
in significance, the need for the auditor to perform his or her own work on those
controls increases. As these factors decrease in significance, the need for the
auditor to perform his or her own work on those controls decreases.

•

The materiality of the accounts and disclosures that the control ad
dresses and the risk of material misstatement.

•

The degree of judgment required to evaluate the operating effective
ness of the control (that is, the degree to which the evaluation of the
effectiveness of the control requires evaluation of subjective factors
rather than objective testing).

•

The pervasiveness of the control.

•

The level of judgment or estimation required in the account or disclo
sure.

•

The potential for management override of the control.

113. Because of the nature of the controls in the control environment, the
auditor should not use the work of others to reduce the amount of work he or
she performs on controls in the control environment. The auditor should, however,
consider the results of work performed in this area by others because it might
indicate the need for the auditor to increase his or her work.
114. The control environment encompasses the following factors:16

•

Integrity and ethical values;

•

Commitment to competence;

•

Board of directors or audit committee participation;

•

Management’s philosophy and operating style;

•

Organizational structure;

•

Assignment of authority and responsibility; and

•

Human resource policies and procedures.

115. Controls that are part of the control environment include, but are not
limited to, controls specifically established to prevent and detect fraud that is
at least reasonably possible to result in material misstatement of the financial
statements.

Note: The term “reasonably possible” has the same meaning as in FAS
No. 5. See the first note to paragraph 9 for further discussion.
116. The auditor should perform the walkthroughs (as discussed begin
ning at paragraph 79) himself or herself because of the degree of judgment
required in performing this work. However, to provide additional evidence, the
auditor may also review the work of others who have performed and docu
mented walkthroughs. In evaluating whether his or her own evidence provides
the principal evidence, the auditor’s work on the control environment and in
performing walkthroughs constitutes an important part of the auditor’s own
work.
16 See the COSO report and paragraph .110 of AU sec. 319, Internal Control in a Financial
Statement Audit, for additional information about the factors included in the control environment.
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117. Evaluating the Competence and Objectivity of Others. The extent to
which the auditor may use the work of others depends on the degree of
competence and objectivity of the individuals performing the work. The higher
the degree of competence and objectivity, the greater use the auditor may make
of the work; conversely, the lower the degree of competence and objectivity, the
less use the auditor may make of the work. Further, the auditor should not use
the work of individuals who have a low degree of objectivity, regardless of their
level of competence. Likewise, the auditor should not use the work of individu
als who have a low level of competence regardless of their degree of objectivity.
118. When evaluating the competence and objectivity of the individuals
performing the tests of controls, the auditor should obtain, or update informa
tion from prior years, about the factors indicated in the following paragraph.
The auditor should determine whether to test the existence and quality of
those factors and, if so, the extent to which to test the existence and quality of
those factors, based on the intended effect of the work of others on the audit of
internal control over financial reporting.

119. Factors concerning the competence of the individuals performing the
tests of controls include:

•

Their educational level and professional experience.

•

Their professional certification and continuing education.

•

Practices regarding the assignment of individuals to work areas.

•

Supervision and review of their activities.

•

Quality of the documentation of their work, including any reports or
recommendations issued.

•

Evaluation of their performance.

120. Factors concerning the objectivity of the individuals performing the
tests of controls include:

•

The organizational status of the individuals responsible for the work
of others (“testing authority”) in testing controls, including—
a. Whether the testing authority reports to an officer of sufficient
status to ensure sufficient testing coverage and adequate consid
eration of, and action on, the findings and recommendations of the
individuals performing the testing.
b. Whether the testing authority has direct access and reports regu
larly to the board of directors or the audit committee.
c. Whether the board of directors or the audit committee oversees
employment decisions related to the testing authority.

•

Policies to maintain the individuals’ objectivity about the areas being
tested, including—
a. Policies prohibiting individuals from testing controls in areas in
which relatives are employed in important or internal control-sen
sitive positions.
b. Policies prohibiting individuals from testing controls in areas to
which they were recently assigned or are scheduled to be assigned
upon completion of their controls testing responsibilities.

121. Internal auditors normally are expected to have greater competence
with regard to internal control over financial reporting and objectivity than
other company personnel. Therefore, the auditor may be able to use their work
to a greater extent than the work of other company personnel. This is particu
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larly true in the case of internal auditors who follow the International Stand
ards for the Professional Practice of Internal Auditing issued by the Institute
of Internal Auditors. If internal auditors have performed an extensive amount
of relevant work and the auditor determines they possess a high degree of
competence and objectivity, the auditor could use their work to the greatest
extent an auditor could use the work of others. On the other hand, if the
internal audit function reports solely to management, which would reduce
internal auditors’ objectivity, or if limited resources allocated to the internal
audit function result in very limited testing procedures on its part or reduced
competency of the internal auditors, the auditor should use their work to a
much lesser extent and perform more of the testing himself or herself.
122. When determining how the work of others will alter the nature,
timing, or extent of the auditor’s work, the auditor should assess the interrela
tionship of the nature of the controls, as discussed in paragraph 112, and the
competence and objectivity of those who performed the work, as discussed in
paragraphs 117 through 121. As the significance of the factors listed in para
graph 112 increases, the ability of the auditor to use the work of others
decreases at the same time that the necessary level of competence and objec
tivity of those who perform the work increases. For example, for some perva
sive controls, the auditor may determine that using the work of internal
auditors to a limited degree would be appropriate and that using the work of
other company personnel would not be appropriate because other company
personnel do not have a high enough degree of objectivity as it relates to the
nature of the controls.
123. Testing the Work of Others. The auditor should test some of the work
of others to evaluate the quality and effectiveness of the work. The auditor’s
tests of the work of others may be accomplished by either (a) testing some of
the controls that others tested or (b) testing similar controls not actually tested
by others.
124. The nature and extent of these tests depend on the effect of the work
of others on the auditor’s procedures but should be sufficient to enable the
auditor to make an evaluation of the overall quality and effectiveness of the
work the auditor is considering. The auditor also should assess whether this
evaluation has an effect on his or her conclusions about the competence and
objectivity of the individuals performing the work.
125. In evaluating the quality and effectiveness of the work of others, the
auditor should evaluate such factors as to whether the:

•

Scope of work is appropriate to meet the objectives.

•

Work programs are adequate.

•

Work performed is adequately documented, including evidence of
supervision and review.

•

Conclusions are appropriate in the circumstances.

•

Reports are consistent with the results of the work performed.

126. The following examples illustrate how to apply the directions dis
cussed in this section:

•

Controls over the period-end financial reporting process. Many of the
controls over the period-end financial reporting process address sig
nificant risks of misstatement of the accounts and disclosures in the
annual and quarterly financial statements, may require significant
judgment to evaluate their operating effectiveness, may have a higher
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potential for management override, and may affect accounts that
require a high level of judgment or estimation. Therefore, the auditor
could determine that, based on the nature of controls over the periodend financial reporting process, he or she would need to perform more
of the tests of those controls himself or herself. Further, because of the
nature of the controls, the auditor should use the work of others only
if the degree of competence and objectivity of the individuals perform
ing the work is high; therefore, the auditor might use the work of
internal auditors to some extent but not the work of others within the
company.
•

Information technology general controls. Information technology gen
eral controls are part of the control activities component of internal
control; therefore, the nature of the controls might permit the auditor
to use the work of others. For example, program change controls over
routine maintenance changes may have a highly pervasive effect, yet
involve a low degree of judgment in evaluating their operating effec
tiveness, can be subjected to objective testing, and have a low potential
for management override. Therefore, the auditor could determine
that, based on the nature of these program change controls, the auditor
could use the work of others to a moderate extent so long as the degree
of competence and objectivity of the individuals performing the test is
at an appropriate level. On the other hand, controls to detect attempts
to override controls that prevent unauthorized journal entries from
being posted may have a highly pervasive effect, may involve a high
degree of judgment in evaluating their operating effectiveness, may
involve a subjective evaluation, and may have a reasonable possibility
for management override. Therefore, the auditor could determine
that, based on the nature of these controls over systems access, he or
she would need to perform more of the tests of those controls himself
or herself. Further, because of the nature of the controls, the auditor
should use the work of others only if the degree of competence and
objectivity of the individuals performing the tests is high.

•

Management self-assessment ofcontrols. As described in paragraph 40,
management may test the operating effectiveness of controls using a
self-assessment process. Because such an assessment is made by the
same personnel who are responsible for performing the control, the
individuals performing the self-assessment do not have sufficient
objectivity as it relates to the subject matter. Therefore, the auditor
should not use their work.

•

Controls over the calculation of depreciation of fixed assets. Controls
over the calculation of depreciation of fixed assets are usually not
pervasive, involve a low degree of judgment in evaluating their oper
ating effectiveness, and can be subjected to objective testing. If these
conditions describe the controls over the calculation of depreciation of

fixed assets and if there is a low potential for management override,
the auditor could determine that, based on the nature of these controls,
the auditor could use the work of others to a large extent (perhaps
entirely) so long as the degree of competence and objectivity of the
individuals performing the test is at an appropriate level.

•

Alternating tests of controls. Many of the controls over accounts pay
able, including controls over cash disbursements, are usually not
pervasive, involve a low degree of judgment in evaluating their oper-
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ating effectiveness, can be subjected to objective testing, and have a
low potential for management override. When these conditions de
scribe the controls over accounts payable, the auditor could determine
that, based on the nature of these controls, he or she could use the
work of others to a large extent (perhaps entirely) so long as the degree
of competence and objectivity of the individuals performing the test is
at an appropriate level. However, if the company recently imple
mented a major information technology change that significantly
affected controls over cash disbursements, the auditor might decide to
use the work of others to a lesser extent in the audit immediately
following the information technology change and then return, in
subsequent years, to using the work of others to a large extent in this
area. As another example, the auditor might use the work of others
for testing controls over the depreciation of fixed assets (as described
in the point above) for several years’ audits but decide one year to
perform some extent of the work himself or herself to gain an under
standing of these controls beyond that provided by performing a
walkthrough.

Forming an Opinion on the Effectiveness of Internal Control
Over Financial Reporting
127. When forming an opinion on internal control over financial report
ing, the auditor should evaluate all evidence obtained from all sources, includ
ing:
•

The adequacy of the assessment performed by management and the
results of the auditor’s evaluation of the design and tests of operating
effectiveness of controls;

•

The negative results of substantive procedures performed during the
financial statement audit (for example, recorded and unrecorded ad
justments identified as a result of the performance of the auditing
procedures); and

•

Any identified control deficiencies.

128. As part of this evaluation, the auditor should review all reports
issued during the year by internal audit (or similar functions, such as loan
review in a financial institution) that address controls related to internal
control over financial reporting and evaluate any control deficiencies identified
in those reports. This review should include reports issued by internal audit as
a result of operational audits or specific reviews of key processes if those
reports address controls related to internal control over financial reporting.
129. Issuing an Unqualified Opinion. The auditor may issue an unquali
fied opinion only when there are no identified material weaknesses and when
there have been no restrictions on the scope of the auditor’s work. The exist
ence of a material weakness requires the auditor to express an adverse opinion
on the effectiveness of internal control over financial reporting (See paragraph
175), while a scope limitation requires the auditor to express a qualified
opinion or a disclaimer of opinion, depending on the significance of the limita
tion in scope (See paragraph 178).

130. Evaluating Deficiencies in Internal Control Over Financial Report
ing. The auditor must evaluate identified control deficiencies and determine
whether the deficiencies, individually or in combination, are significant defi
ciencies or material weaknesses. The evaluation of the significance of a defi
ciency should include both quantitative and qualitative factors.
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131. The auditor should evaluate the significance of a deficiency in inter
nal control over financial reporting initially by determining the following:

•

The likelihood that a deficiency, or a combination of deficiencies, could
result in a misstatement of an account balance or disclosure; and

•

The magnitude of the potential misstatement resulting from the
deficiency or deficiencies.

132. The significance of a deficiency in internal control over financial
reporting depends on the potential for a misstatement, not on whether a
misstatement actually has occurred.
133. Several factors affect the likelihood that a deficiency, or a combina
tion of deficiencies, could result in a misstatement of an account balance or
disclosure. The factors include, but are not limited to, the following:

•

The nature of the financial statement accounts, disclosures, and as
sertions involved; for example, suspense accounts and related party
transactions involve greater risk.

•

The susceptibility of the related assets or liability to loss or fraud; that
is, greater susceptibility increases risk.

•

The subjectivity, complexity, or extent of judgment required to deter
mine the amount involved; that is, greater subjectivity, complexity, or
judgment, like that related to an accounting estimate, increases risk.

•

The cause and frequency of known or detected exceptions for the
operating effectiveness of a control; for example, a control with an
observed non-negligible deviation rate is a deficiency.

•

The interaction or relationship of the control with other controls; that
is, the interdependence or redundancy of the control.

•

The interaction of the deficiencies; for example, when evaluating a
combination of two or more deficiencies, whether the deficiencies could
affect the same financial statement accounts and assertions.

•

The possible future consequences of the deficiency.

134. When evaluating the likelihood that a deficiency or combination of
deficiencies could result in a misstatement, the auditor should evaluate how
the controls interact with other controls. There are controls, such as informa
tion technology general controls, on which other controls depend. Some con
trols function together as a group of controls. Other controls overlap, in the
sense that these other controls achieve the same objective.
135. Several factors affect the magnitude of the misstatement that could
result from a deficiency or deficiencies in controls. The factors include, but are
not limited to, the following:

•

The financial statement amounts or total of transactions exposed to
the deficiency.

•

The volume of activity in the account balance or class of transactions
exposed to the deficiency that has occurred in the current period or
that is expected in future periods.

136. In evaluating the magnitude of the potential misstatement, the
auditor should recognize that the maximum amount that an account balance
or total of transactions can be overstated is generally the recorded amount.
However, the recorded amount is not a limitation on the amount of potential
understatement. The auditor also should recognize that the risk of misstate-
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ment might be different for the maximum possible misstatement than for
lesser possible amounts.

137. When evaluating the significance of a deficiency in internal control
over financial reporting, the auditor also should determine the level of detail
and degree of assurance that would satisfy prudent officials in the conduct of
their own affairs that they have reasonable assurance that transactions are
recorded as necessary to permit the preparation of financial statements in
conformity with generally accepted accounting principles. If the auditor deter
mines that the deficiency would prevent prudent officials in the conduct of
their own affairs from concluding that they have reasonable assurance,17 then
the auditor should deem the deficiency to be at least a significant deficiency.
Having determined in this manner that a deficiency represents a significant
deficiency, the auditor must further evaluate the deficiency to determine
whether individually, or in combination with other deficiencies, the deficiency
is a material weakness.
Note: Paragraphs 9 and 10 provide the definitions of significant deficiency
and material weakness, respectively.

138. Inadequate documentation of the design of controls and the absence
of sufficient documented evidence to support management’s assessment of the
operating effectiveness of internal control over financial reporting are control
deficiencies. As with other control deficiencies, the auditor should evaluate
these deficiencies as to their significance.
139. The interaction of qualitative considerations that affect internal
control over financial reporting with quantitative considerations ordinarily
results in deficiencies in the following areas being at least significant deficien
cies in internal control over financial reporting:

•

Controls over the selection and application of accounting policies that
are in conformity with generally accepted accounting principles;

•

Antifraud programs and controls;

•

Controls over non-routine and non-systematic transactions; and

•

Controls over the period-end financial reporting process, including
controls over procedures used to enter transaction totals into the
general ledger; initiate, authorize, record, and process journal entries
into the general ledger; and record recurring and nonrecurring adjust
ments to the financial statements.

140. Each of the following circumstances should be regarded as at least a
significant deficiency and as a strong indicator that a material weakness in
internal control over financial reporting exists:
•

Restatement of previously issued financial statements to reflect the
correction of a misstatement.

Note: The correction of a misstatement includes misstatements
due to error or fraud; it does not include restatements to reflect a
change in accounting principle to comply with a new accounting
principle or a voluntary change from one generally accepted
accounting principle to another generally accepted accounting
principle.
17 See SEC Staff Accounting Bulletin Topic 1M2, Immaterial Misstatements That Are Intentional,
for further discussion about the level of detail and degree of assurance that would satisfy prudent
officials in the conduct of their own affairs.
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•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by
the company’s internal control over financial reporting. (This is a
strong indicator of a material weakness even if management sub
sequently corrects the misstatement.)

•

Oversight of the company’s external financial reporting and internal
control over financial reporting by the company’s audit committee is
ineffective. (Paragraphs 55 through 59 present factors to evaluate
when determining whether the audit committee is ineffective.)

•

The internal audit function or the risk assessment function is ineffec
tive at a company for which such a function needs to be effective for
the company to have an effective monitoring or risk assessment
component, such as for very large or highly complex companies.
Note: The evaluation of the internal audit or risk assessment
functions is similar to the evaluation of the audit committee, as
described in paragraphs 55 through 59, that is, the evaluation is
made within the context of the monitoring and risk assessment
components. The auditor is not required to make a separate
evaluation of the effectiveness and performance of these func
tions. Instead, the auditor should base his or her evaluation on
evidence obtained as part of evaluating the monitoring and risk
assessment components of internal control over financial report
ing.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. This relates solely to those aspects of
the ineffective regulatory compliance function in which associated
violations of laws and regulations could have a material effect on the
reliability of financial reporting.

•

Identification of fraud of any magnitude on the part of senior manage
ment.

Note: The auditor is required to plan and perform procedures to
obtain reasonable assurance that material misstatement caused
by fraud is detected by the auditor. However, for the purposes of
evaluating and reporting deficiencies in internal control over
financial reporting, the auditor should evaluate fraud of any
magnitude (including fraud resulting in immaterial misstate
ments) on the part of senior management of which he or she is
aware. Furthermore, for the purposes of this circumstance, “sen
ior management” includes the principal executive and financial
officers signing the company’s certifications as required under
Section 302 of the Act as well as any other member of management
who play a significant role in the company’s financial reporting
process.

•

Significant deficiencies that have been communicated to management
and the audit committee remain uncorrected after some reasonable
period of time.

•

An ineffective control environment.

141. Appendix D provides examples of significant deficiencies and mate
rial weaknesses.
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Requirement for Written Representations
142. In an audit of internal control over financial reporting, the auditor
should obtain written representations from management:
a.

Acknowledging management’s responsibility for establishing and
maintaining effective internal control over financial reporting;

b.

Stating that management has performed an assessment of the effec
tiveness of the company’s internal control over financial reporting
and specifying the control criteria;

c.

Stating that management did not use the auditor’s procedures per
formed during the audits of internal control over financial reporting
or the financial statements as part of the basis for management’s
assessment of the effectiveness of internal control over financial
reporting;

d.

Stating management’s conclusion about the effectiveness of the
company’s internal control over financial reporting based on the
control criteria as of a specified date;

e.

Stating that management has disclosed to the auditor all deficiencies
in the design or operation of internal control over financial reporting
identified as part of management’s assessment, including separately
disclosing to the auditor all such deficiencies that it believes to be
significant deficiencies or material weaknesses in internal control
over financial reporting;

f.

Describing any material fraud and any other fraud that, although
not material, involves senior management or management or other
employees who have a significant role in the company’s internal
control over financial reporting;

g.

Stating whether control deficiencies identified and communicated to
the audit committee during previous engagements pursuant to para
graph 207 have been resolved, and specifically identifying any that
have not; and

h.

Stating whether there were, subsequent to the date being reported
on, any changes in internal control over financial reporting or other
factors that might significantly affect internal control over financial
reporting, including any corrective actions taken by management
with regard to significant deficiencies and material weaknesses.

143. The failure to obtain written representations from management,
including management’s refusal to furnish them, constitutes a limitation on
the scope of the audit sufficient to preclude an unqualified opinion. As dis
cussed further in paragraph 178, when management limits the scope of the
audit, the auditor should either withdraw from the engagement or disclaim an
opinion. Further, the auditor should evaluate the effects of management’s
refusal on his or her ability to rely on other representations, including, if
applicable, representations obtained in an audit of the company’s financial
statements.

144. AU sec. 333, Management Representations, explains matters such as
who should sign the letter, the period to be covered by the letter, and when to
obtain an updating letter.
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Relationship of an Audit of Internal Control Over
Financial Reporting to an Audit of Financial Statements
145. The audit of internal control over financial reporting should be
integrated with the audit of the financial statements. The objectives of the
procedures for the audits are not identical, however, and the auditor must plan
and perform the work to achieve the objectives of both audits.
146. The understanding of internal control over financial reporting the
auditor obtains and the procedures the auditor performs for purposes of
expressing an opinion on management’s assessment are interrelated with the
internal control over financial reporting understanding the auditor obtains
and procedures the auditor performs to assess control risk for purposes of
expressing an opinion on the financial statements. As a result, it is efficient for
the auditor to coordinate obtaining the understanding and performing the
procedures.

Tests of Controls in an Audit of Internal Control Over
Financial Reporting
147. The objective of the tests of controls in an audit of internal control
over financial reporting is to obtain evidence about the effectiveness of controls
to support the auditor’s opinion on whether management’s assessment of the
effectiveness of the company’s internal control over financial reporting is fairly
stated. The auditor’s opinion relates to the effectiveness of the company’s
internal control over financial reporting as of a point in time and taken as a
whole.
148. To express an opinion on internal control over financial reporting
effectiveness as of a point in time, the auditor should obtain evidence that
internal control over financial reporting has operated effectively for a sufficient
period of time, which may be less than the entire period (ordinarily one year)
covered by the company’s financial statements. To express an opinion on
internal control over financial reporting effectiveness taken as a whole, the
auditor must obtain evidence about the effectiveness of controls over all
relevant assertions related to all significant accounts and disclosures in the
financial statements. This requires that the auditor test the design and oper
ating effectiveness of controls he or she ordinarily would not test if expressing
an opinion only on the financial statements.
149. When concluding on the effectiveness of internal control over finan
cial reporting for purposes of expressing an opinion on management’s assess
ment, the auditor should incorporate the results of any additional tests of
controls performed to achieve the objective related to expressing an opinion on
the financial statements, as discussed in the following section.

Tests of Controls in an Audit of Financial Statements
150. To express an opinion on the financial statements, the auditor
ordinarily performs tests of controls and substantive procedures. The objective
of the tests of controls the auditor performs for this purpose is to assess control
risk. To assess control risk for specific financial statement assertions at less
than the maximum, the auditor is required to obtain evidence that the relevant
controls operated effectively during the entire period upon which the auditor
plans to place reliance on those controls. However, the auditor is not required
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to assess control risk at less than the maximum for all relevant assertions and,
for a variety of reasons, the auditor may choose not to do so.18

151. When concluding on the effectiveness of controls for the purpose of
assessing control risk, the auditor also should evaluate the results of any
additional tests of controls performed to achieve the objective related to ex
pressing an opinion on management’s assessment, as discussed in paragraphs
147 through 149. Consideration of these results may require the auditor to
alter the nature, timing, and extent of substantive procedures and to plan and
perform further tests of controls, particularly in response to identified control
deficiencies.

Effect of Tests of Controls on Substantive Procedures
152. Regardless of the assessed level of control risk or the assessed risk
of material misstatement in connection with the audit of the financial state
ments, the auditor should perform substantive procedures for all relevant
assertions related to all significant accounts and disclosures. Performing pro
cedures to express an opinion on internal control over financial reporting does
not diminish this requirement.
153. The substantive procedures that the auditor should perform consist
of tests of details of transactions and balances and analytical procedures.
Before using the results obtained from substantive analytical procedures, the
auditor should either test the design and operating effectiveness of controls
over financial information used in the substantive analytical procedures or
perform other procedures to support the completeness and accuracy of the
underlying information. For significant risks of material misstatement, it is
unlikely that audit evidence obtained from substantive analytical procedures
alone will be sufficient.

154. When designing substantive analytical procedures, the auditor also
should evaluate the risk of management override of controls. As part of this
process, the auditor should evaluate whether such an override might have
allowed adjustments outside of the normal period-end financial reporting
process to have been made to the financial statements. Such adjustments
might have resulted in artificial changes to the financial statement relation
ships being analyzed, causing the auditor to draw erroneous conclusions. For
this reason, substantive analytical procedures alone are not well suited to
detecting fraud.
155. The auditor’s substantive procedures must include reconciling the
financial statements to the accounting records. Thie auditor’s substantive
procedures also should include examining material adjustments made during
the course of preparing the financial statements. Also, other auditing stand
ards require auditors to perform specific tests of details in the financial
statement audit. For instance, AU sec. 316, Consideration of Fraud in a
Financial Statement Audit, requires the auditor to perform certain tests of
details to further address the risk of management override, whether or not a
specific risk of fraud has been identified. Paragraph .34 of AU Sec. 330, The
Confirmation Process, states that there is a presumption that the auditor will
request the confirmation of accounts receivable. Similarly, paragraph .01 of AU
Sec. 331, Inventories, states that observation of inventories is a generally
18 See paragraph 160 for additional documentation requirements when the auditor assesses
control risk as other than low.
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accepted auditing procedure and that the auditor who issues an opinion
without this procedure “has the burden of justifying the opinion expressed.”
156. If, during the audit of internal control over financial reporting, the
auditor identifies a control deficiency, he or she should determine the effect on
the nature, timing, and extent of substantive procedures to be performed to
reduce the risk of material misstatement of the financial statements to an
appropriately low level.

Effect of Substantive Procedures on the Auditor's Conclusions
About the Operating Effectiveness of Controls
157. In an audit of internal control over financial reporting, the auditor
should evaluate the effect of the findings of all substantive auditing procedures
performed in the audit of financial statements on the effectiveness of internal
control over financial reporting. This evaluation should include, but not be
limited to:
•

The auditor’s risk evaluations in connection with the selection and
application of substantive procedures, especially those related to fraud
(See paragraph 26);

•

Findings with respect to illegal acts and related party transactions;

•

Indications of management bias in making accounting estimates and
in selecting accounting principles; and

•

Misstatements detected by substantive procedures. The extent of such
misstatements might alter the auditor’s judgment about the effective
ness of controls.

158. However, the absence of misstatements detected by substantive
procedures does not provide evidence that controls related to the assertion
being tested are effective.

Documentation Requirements.
159. In addition to the documentation requirements in AU sec. 339, Audit
Documentation, the auditor should document:
•

The understanding obtained and the evaluation of the design of each
of the five components of the company’s internal control over financial
reporting;

•

The process used to determine significant accounts and disclosures
and major classes of transactions, including the determination of the
locations or business units at which to perform testing;

•

The identification of the points at which misstatements related to
relevant financial statement assertions could occur within significant
accounts and disclosures and major classes of transactions;

•

The extent to which the auditor relied upon work performed by others
as well as the auditor’s assessment of their competence and objectivity;

•

The evaluation of any deficiencies noted as a result of the auditor’s
testing; and

•

Other findings that could result in a modification to the auditor’s
report.

160. For a company that has effective internal control over financial
reporting, the auditor ordinarily will be able to perform sufficient testing of
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controls to be able to assess control risk for all relevant assertions related to
significant accounts and disclosures at a low level. If, however, the auditor
assesses control risk as other than low for certain assertions or significant
accounts, the auditor should document the reasons for that conclusion. Exam
ples of when it is appropriate to assess control risk as other than low include:

•

When a control over a relevant assertion related to a significant
account or disclosure was superseded late in the year and only the new
control was tested for operating effectiveness.

•

When a material weakness existed during the period under audit and
was corrected by the end of the period.

161. The auditor also should document the effect of a conclusion that
control risk is other than low for any relevant assertions related to any
significant accounts in connection with the audit of the financial statements on
his or her opinion on the audit of internal control over financial reporting.

Reporting on Internal Control Over Financial Reporting
Management's Report
162. Management is required to include in its annual report its assess
ment of the effectiveness of the company’s internal control over financial
reporting in addition to its audited financial statements as of the end of the
most recent fiscal year. Management’s report on internal control over financial
reporting is required to include the following:19

•

A statement of management’s responsibility for establishing and
maintaining adequate internal control over financial reporting for the
company;

•

A statement identifying the framework used by management to con
duct the required assessment of the effectiveness of the company’s
internal control over financial reporting;

•

An assessment of the effectiveness of the company’s internal control
over financial reporting as of the end of the company’s most recent
fiscal year, including an explicit statement as to whether that internal
control over financial reporting is effective; and

•

A statement that the registered public accounting firm that audited
the financial statements included in the annual report has issued an
attestation report on management’s assessment of the company’s
internal control over financial reporting.

163. Management should provide, both in its report on internal control
over financial reporting and in its representation letter to the auditor, a
written conclusion about the effectiveness of the company’s internal control
over financial reporting. The conclusion about the effectiveness of a company’s
internal control over financial reporting can take many forms; however, man
agement is required to state a direct conclusion about whether the company’s
internal control over financial reporting is effective. This standard, for exam
ple, includes the phrase “management’s assessment that W Company main
tained effective internal control over financial reporting as of [date]” to
illustrate such a conclusion. Other phrases, such as “management’s assess19 See Item 308(a) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and 17 C.F.R. 229.308(a),
respectively.
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ment that W Company’s internal control over financial reporting as of [date] is
sufficient to meet the stated objectives,” also might be used. However, the
conclusion should not be so subjective (for example, “very effective internal
control”) that people having competence in and using the same or similar
criteria would not ordinarily be able to arrive at similar conclusions.

164. Management is precluded from concluding that the company’s inter
nal control over financial reporting is effective if there are one or more material
weaknesses.20 In addition, management is required to disclose all material
weaknesses that exist as of the end of the most recent fiscal year.
165. Management might be able to accurately represent that internal
control over financial reporting, as of the end of the company’s most recent
fiscal year, is effective even if one or more material weaknesses existed during
the period. To make this representation, management must have changed the
internal control over financial reporting to eliminate the material weaknesses
sufficiently in advance of the “as of5 date and have satisfactorily tested the
effectiveness over a period of time that is adequate for it to determine whether,
as of the end of the fiscal year, the design and operation of internal control over
financial reporting is effective.21

Auditor's Evaluation of Management's Report
166. With respect to management’s report on its assessment, the auditor
should evaluate the following matters:
a.

Whether management has properly stated its responsibility for es
tablishing and maintaining adequate internal control over financial
reporting.

b.

Whether the framework used by management to conduct the evalu
ation is suitable. (As discussed in paragraph 14, the framework
described in COSO constitutes a suitable and available framework.)

c.

Whether management’s assessment of the effectiveness of internal
control over financial reporting, as of the end of the company’s most
recent fiscal year, is free of material misstatement.

d.

Whether management has expressed its assessment in an acceptable
form.
—

Management is required to state whether the company’s inter
nal control over financial reporting is effective.

—

A negative assurance statement indicating that, “Nothing has
come to management’s attention to suggest that the company’s
internal control over financial reporting is not effective,” is not
acceptable.

—

Management is not permitted to conclude that the company’s
internal control over financial reporting is effective if there are

20 See Item 308(a)(3) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and 17 C.F.R. 229.308(a),
respectively.
21 However, when the reason for a change in internal control over financial reporting is the
correction of a material weakness, management and the auditor should evaluate whether the reason
for the change and the circumstances surrounding the change are material information necessary to
make the disclosure about the change not misleading in a fifing subject to certification under
Securities Exchange Act Rule 13a-14(a) or 15d-14(a), 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d14(a). See discussion beginning at paragraph 200 for further direction.
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one or more material weaknesses in the company’s internal
control over financial reporting.

e.

Whether material weaknesses identified in the company’s internal
control over financial reporting, if any, have been properly disclosed,
including material weaknesses corrected during the period.22

Auditor's Report on Management's Assessment of Internal
Control Over Financial Reporting
167. The auditor’s report on management’s assessment of the effective
ness of internal control over financial reporting must include the following
elements:
a.

A title that includes the word independent;

b.

An identification of management’s conclusion about the effectiveness
of the company’s internal control over financial reporting as of a
specified date based on the control criteria [for example, criteria
established in Internal Control—Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Com
mission (COSO)];

c.

An identification of the title of the management report that includes
management’s assessment (the auditor should use the same descrip
tion of the company’s internal control over financial reporting as
management uses in its report);

d.

A statement that the assessment is the responsibility of manage
ment;

e.

A statement that the auditor’s responsibility is to express an opinion
on the assessment and an opinion on the company’s internal control
over financial reporting based on his or her audit;

f.

A definition of internal control over financial reporting as stated in
paragraph 7;

g.

A statement that the audit was conducted in accordance with the
standards of the Public Company Accounting Oversight Board
(United States);

h.

A statement that the standards of the Public Company Accounting
Oversight Board require that the auditor plan and perform the audit
to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material
respects;

i.

A statement that an audit includes obtaining an understanding of

internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effec
tiveness of internal control, and performing such other procedures
as the auditor considered necessary in the circumstances;
j.

A statement that the auditor believes the audit provides a reasonable
basis for his or her opinions;

22 See paragraph 206 for direction when a material weakness was corrected during the fourth
quarter and the auditor believes that modification to the disclosures about changes in internal
control over financial reporting are necessary for the annual certifications to be accurate and to
comply with the requirements of Section 302 of the Act.
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k.

A paragraph stating that, because of inherent limitations, internal
control over financial reporting may not prevent or detect misstate
ments and that projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate;

l.

The auditor’s opinion on whether management’s assessment of the
effectiveness of the company’s internal control over financial report
ing as of the specified date is fairly stated, in all material respects,
based on the control criteria (See discussion beginning at paragraph
162);

m.

The auditor’s opinion on whether the company maintained, in all
material respects, effective internal control over financial reporting
as of the specified date, based on the control criteria;

n.

The manual or printed signature of the auditor’s firm;

o.

The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor’s report has been issued; and

p.

The date of the audit report.

168. Example A-1 in Appendix A is an illustrative auditor’s report for an
unqualified opinion on management’s assessment of the effectiveness of the
company’s internal control over financial reporting and an unqualified opinion
on the effectiveness of the company’s internal control over financial reporting.
169. Separate or Combined Reports. The auditor may choose to issue a
combined report (that is, one report containing both an opinion on the financial
statements and the opinions on internal control over financial reporting) or
separate reports on the company’s financial statements and on internal control
over financial reporting. Example A-7 in Appendix A is an illustrative combined
audit report on internal control over financial reporting. Appendix A also includes
examples of separate reports on internal control over financial reporting.

170. If the auditor chooses to issue a separate report on internal control
over financial reporting, he or she should add the following paragraph to the
auditor’s report on the financial statements:
We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the effectiveness of W Company’s
internal control over financial reporting as of December 31, 20X3, based on
[identify control criteria] and our report dated [date of report, which should be
the same as the date of the report on the financial statements] expressed [include
nature of opinions].

and add the following paragraph to the report on internal control over financial
reporting:
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion],

171. Report Date. As stated previously, the auditor cannot audit internal
control over financial reporting without also auditing the financial statements.
Therefore, the reports should be dated the same.

172. When the auditor elects to issue a combined report on the audit of
the financial statements and the audit of internal control over financial report
ing, the audit opinion will address multiple reporting periods for the financial
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statements presented but only the end of the most recent fiscal year for the
effectiveness of internal control over financial reporting and management’s
assessment of the effectiveness of internal control over financial reporting. See
a combined report in Example A-7 in Appendix A.

173. Report Modifications. The auditor should modify the standard report
if any of the following conditions exist.
a.

Management’s assessment is inadequate or management’s report is
inappropriate. (See paragraph 174.)

b.

There is a material weakness in the company’s internal control over
financial reporting. (See paragraphs 175 through 177.)

c.

There is a restriction on the scope of the engagement. (See para
graphs 178 through 181.)

d.

The auditor decides to refer to the report of other auditors as the
basis, in part, for the auditor’s own report. (See paragraphs 182
through 185.)

e.

A significant subsequent event has occurred since the date being
reported on. (See paragraphs 186 through 189.)

f.

There is other information contained in management’s report on
internal control over financial reporting. (See paragraphs 190
through 192.)

174. Management’s Assessment Inadequate or Report Inappropriate. If
the auditor determines that management’s process for assessing internal
control over financial reporting is inadequate, the auditor should modify his or
her opinion for a scope limitation (discussed further beginning at paragraph
178). If the auditor determines that management’s report is inappropriate, the
auditor should modify his or her report to include, at a minimum, an explana
tory paragraph describing the reasons for this conclusion.

175. Material Weaknesses. Paragraphs 130 through 141 describe signifi
cant deficiencies and material weaknesses. If there are significant deficiencies
that, individually or in combination, result in one or more material weak
nesses, management is precluded from concluding that internal control over
financial reporting is effective. In these circumstances, the auditor must
express an adverse opinion on the company’s internal control over financial
reporting.

176. When expressing an adverse opinion on the effectiveness of internal
control over financial reporting because of a material weakness, the auditor’s
report must include:
•

The definition of a material weakness, as provided in paragraph 10.

•

A statement that a material weakness has been identified and in
cluded in management’s assessment. (If the material weakness has
not been included in management’s assessment, this sentence should
be modified to state that the material weakness has been identified
but not included in management’s assessment. In this case, the auditor
also is required to communicate in writing to the audit committee that
the material weakness was not disclosed or identified as a material
weakness in management’s report.)

•

A description of any material weaknesses identified in a company’s
internal control over financial reporting. This description should pro
vide the users of the audit report with specific information about the
nature of any material weakness, and its actual and potential effect
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on the presentation of the company’s financial statements issued
during the existence of the weakness. This description also should
address requirements described in paragraph 194.
177. Depending on the circumstances, the auditor may express both an
unqualified opinion and an other-than-unqualified opinion within the same
report on internal control over financial reporting. For example, if manage
ment makes an adverse assessment because a material weakness has been
identified and not corrected (“...internal control over financial reporting is not
effective...”), the auditor would express an unqualified opinion on manage
ment’s assessment (“...management’s assessment that internal control over
financial reporting is not effective is fairly stated, in all material respects...”).
At the same time, the auditor would express an adverse opinion about the
effectiveness of internal control over financial reporting (“In our opinion,
because of the effect of the material weakness described..., the company’s
internal control over financial reporting is not effective.”). Example A-2 in
Appendix A illustrates the form of the report that is appropriate in this
situation. Example A-6 in Appendix A illustrates a report that reflects dis
agreement between management and the auditor that a material weakness
exists.
178. Scope Limitations. The auditor can express an unqualified opinion
on management’s assessment of internal control over financial reporting and
an unqualified opinion on the effectiveness of internal control over financial
reporting only if the auditor has been able to apply all the procedures necessary
in the circumstances. If there are restrictions on the scope of the engagement
imposed by the circumstances, the auditor should withdraw from the engage
ment, disclaim an opinion, or express a qualified opinion. The auditor’s deci
sion depends on his or her assessment of the importance of the omitted
procedure(s) to his or her ability to form an opinion on management’s assess
ment of internal control over financial reporting and an opinion on the effec
tiveness of the company’s internal control over financial reporting. However,
when the restrictions are imposed by management, the auditor should with
draw from the engagement or disclaim an opinion on management’s assess
ment of internal control over financial reporting and the effectiveness of
internal control over financial reporting.
179. For example, management might have identified a material weak
ness in its internal control over financial reporting prior to the date specified
in its report and implemented controls to correct it. If management believes
that the new controls have been operating for a sufficient period of time to
determine that they are both effectively designed and operating, management
would be able to include in its assessment its conclusion that internal control
over financial reporting is effective as of the date specified. However, if the
auditor disagrees with the sufficiency of the time period, he or she would be
unable to obtain sufficient evidence that the new controls have been operating
effectively for a sufficient period. In that case, the auditor should modify the
opinion on the effectiveness of internal control over financial reporting and the
opinion on management’s assessment of internal control over financial report
ing because of a scope limitation.

180. When the auditor plans to disclaim an opinion and the limited
procedures performed by the auditor caused the auditor to conclude that a
material weakness exists, the auditor’s report should include:

•

The definition of a material weakness, as provided in paragraph 10.
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•

A description of any material weaknesses identified in the company’s
internal control over financial reporting. This description should pro
vide the users of the audit report with specific information about the
nature of any material weakness, and its actual and potential effect
on the presentation of the company’s financial statements issued
during the existence of the weakness. This description also should
address the requirements in paragraph 194.

181. Example A-3 in Appendix A illustrates the form of report when there
is a limitation on the scope of the audit causing the auditor to issue qualified
opinions. Example A-4 illustrates the form of report when restrictions on the
scope of the audit cause the auditor to disclaim opinions.

182. Opinions Based, in Part, on the Report of Another Auditor. When
another auditor has audited the financial statements and internal control over
financial reporting of one or more subsidiaries, divisions, branches, or compo
nents of the company, the auditor should determine whether he or she may
serve as the principal auditor and use the work and reports of another auditor
as a basis, in part, for his or her opinions. AU sec. 543, Part ofAudit Performed
by Other Independent Auditors, provides direction on the auditor’s decision of
whether to serve as the principal auditor of the financial statements. If the
auditor decides it is appropriate to serve as the principal auditor of the
financial statements, then that auditor also should be the principal auditor of
the company’s internal control over financial reporting. This relationship
results from the requirement that an audit of the financial statements must be
performed to audit internal control over financial reporting; only the principal
auditor of the financial statements can be the principal auditor of internal
control over financial reporting. In this circumstance, the principal auditor of
the financial statements needs to participate sufficiently in the audit of inter
nal control over financial reporting to provide a basis for serving as the
principal auditor of internal control over financial reporting.

183. When serving as the principal auditor of internal control over finan
cial reporting, the auditor should decide whether to make reference in the
report on internal control over financial reporting to the audit of internal
control over financial reporting performed by the other auditor. In these
circumstances, the auditor’s decision is based on factors similar to those of the
independent auditor who uses the work and reports of other independent
auditors when reporting on a company’s financial statements as described in
AU sec. 543.
184. The decision about whether to make reference to another auditor in
the report on the audit of internal control over financial reporting might differ
from the corresponding decision as it relates to the audit of the financial
statements. For example, the audit report on the financial statements may
make reference to the audit of a significant equity investment performed by
another independent auditor, but the report on internal control over financial
reporting might not make a similar reference because management’s evalu
ation of internal control over financial reporting ordinarily would not ex
tend to controls at the equity method investee.23
185. When the auditor decides to make reference to the report of the other
auditor as a basis, in part, for his or her opinions, the auditor should refer to
23 See Appendix B, paragraph B15, for further discussion of the evaluation of the controls over
financial reporting for an equity method investment.
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the report of the other auditor when describing the scope of the audit and when
expressing the opinions.

186. Subsequent Events. Changes in internal control over financial re
porting or other factors that might significantly affect internal control over
financial reporting might occur subsequent to the date as of which internal
control over financial reporting is being audited but before the date of the
auditor’s report. The auditor should inquire of management whether there
were any such changes or factors. As described in paragraph 142, the auditor
should obtain written representations from management relating to such
matters. Additionally, to obtain information about whether changes have
occurred that might affect the effectiveness of the company’s internal control
over financial reporting and, therefore, the auditor’s report, the auditor should
inquire about and examine, for this subsequent period, the following:
•

Relevant internal audit reports (or similar functions, such as loan
review in a financial institution) issued during the subsequent period;

•

Independent auditor reports (if other than the auditor’s) of significant
deficiencies or material weaknesses;

•

Regulatory agency reports on the company’s internal control over
financial reporting; and

•

Information about the effectiveness of the company’s internal control
over financial reporting obtained through other engagements.

187. The auditor could inquire about and examine other documents for
the subsequent period. Paragraphs .01 through .09 of AU sec. 560, Subsequent
Events, provides direction on subsequent events for a financial statement audit
that also may be helpful to the auditor performing an audit of internal control
over financial reporting.
188. If the auditor obtains knowledge about subsequent events that ma
terially and adversely affect the effectiveness of the company’s internal control
over financial reporting as of the date specified in the assessment, the auditor
should issue an adverse opinion on the effectiveness of internal control over
financial reporting (and issue an adverse opinion on management’s assessment
of internal control over financial reporting if management’s report does not
appropriately assess the affect of the subsequent event). If the auditor is
unable to determine the effect of the subsequent event on the effectiveness of
the company’s internal control over financial reporting, the auditor should
disclaim opinions. As described in paragraph 190, the auditor should disclaim
an opinion on management’s disclosures about corrective actions taken by the
company after the date of management’s assessment, if any.

189. The auditor may obtain knowledge about subsequent events with
respect to conditions that did not exist at the date specified in the assessment
but arose subsequent to that date. If a subsequent event of this type has a
material effect on the company, the auditor should include in his or her report
an explanatory paragraph describing the event and its effects or directing the
reader’s attention to the event and its effects as disclosed in management’s
report. Management’s consideration of such events to be disclosed in its report
should be limited to a change that has materially affected, or is reasonably
likely to materially affect, the company’s internal control over financial reporting.
190. Management’s Report Containing Additional Information. Manage
ment’s report on internal control over financial reporting may contain informa
tion in addition to management’s assessment of the effectiveness of its internal
control over financial reporting. Such information might include, for example:
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•

Disclosures about corrective actions taken by the company after the
date of management’s assessment;

•

The company’s plans to implement new controls; and

•

A statement that management believes the cost of correcting a mate
rial weakness would exceed the benefits to be derived from implement
ing new controls.

191. If management’s assessment includes such additional information,
the auditor should disclaim an opinion on the information. For example, the
auditor should use the following language as the last paragraph of the report
to disclaim an opinion on management’s cost-benefit statement:
We do not express an opinion or any other form of assurance on management’s
statement referring to the costs and related benefits ofimplementing new controls.

192. If the auditor believes that management’s additional information
contains a material misstatement of fact, he or she should discuss the matter
with management. If the auditor concludes that there is a valid basis for
concern, he or she should propose that management consult with some other
party whose advice might be useful, such as the company’s legal counsel. If,
after discussing the matter with management and those management has
consulted, the auditor concludes that a material misstatement of fact remains,
the auditor should notify management and the audit committee, in writing, of
the auditor’s views concerning the information. The auditor also should con
sider consulting the auditor’s legal counsel about further actions to be taken,
including the auditor’s responsibility under Section 10A of the Securities
Exchange Act of 1934.24
Note: If management makes the types of disclosures described in
paragraph 190 outside its report on internal control over financial
reporting and includes them elsewhere within its annual report on the
company’s financial statements, the auditor would not need to dis
claim an opinion, as described in paragraph 191. However, in that
situation, the auditor’s responsibilities are the same as those described
in paragraph 192 if the auditor believes that the additional informa
tion contains a material misstatement of fact.
193. Effect of Auditor's Adverse Opinion on Internal Control Over Finan
cial Reporting on the Opinion on Financial Statements. In some cases, the
auditor’s report on internal control over financial reporting might describe a
material weakness that resulted in an adverse opinion on the effectiveness of
internal control over financial reporting while the audit report on the financial
statements remains unqualified. Consequently, during the audit of the finan
cial statements, the auditor did not rely on that control. However, he or she
performed additional substantive procedures to determine whether there was
a material misstatement in the account related to the control. If, as a result of
these procedures, the auditor determines that there was not a material mis
statement in the account, he or she would be able to express an unqualified
opinion on the financial statements.

194. When the auditor’s opinion on the financial statements is unaffected
by the adverse opinion on the effectiveness of internal control over financial
reporting, the report on internal control over financial reporting (or the com24 See Section 10A of the Securities Exchange Act of 1934, 15 U.S.C. 78j-l.
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bined report, if a combined report is issued) should include the following or
similar language in the paragraph that describes the material weakness:
This material weakness was considered in determining the nature, timing, and
extent of audit tests applied in our audit of the 20X3 financial statements, and
this report does not affect our report dated [date of report] on those financial
statements. [Revise this wording appropriately for use in a combined report.]

195. Such disclosure is important to ensure that users of the auditor’s
report on the financial statements understand why the auditor issued an
unqualified opinion on those statements.

196. Disclosure is also important when the auditor’s opinion on the
financial statements is affected by the adverse opinion on the effectiveness of
internal control over financial reporting. In that circumstance, the report on
internal control over financial reporting (or the combined report, if a combined
report is issued) should include the following or similar language in the
paragraph that describes the material weakness:
This material weakness was considered in determining the nature, timing, and
extent of audit tests applied in our audit of the 20X3 financial statements.

197. Subsequent Discovery of Information Existing at the Date of the
Auditor’s Report on Internal Control Over Financial Reporting. After the
issuance of the report on internal control over financial reporting, the auditor
may become aware of conditions that existed at the report date that might have
affected the auditor’s opinions had he or she been aware of them. The auditor’s
evaluation of such subsequent information is similar to the auditor’s evalu
ation of information discovered subsequent to the date of the report on an audit
of financial statements, as described in AU sec. 561, Subsequent Discovery of
Facts Existing at the Date of the Auditor’s Report. That standard requires the
auditor to determine whether the information is reliable and whether the facts
existed at the date of his or her report. If so, the auditor should determine (1)
whether the facts would have changed the report if he or she had been aware
of them and (2) whether there are persons currently relying on or likely to rely
on the auditor’s report. For instance, if previously issued financial statements
and the auditor’s report have been recalled and reissued to reflect the correc
tion of a misstatement, the auditor should presume that his or her report on
the company’s internal control over financial reporting as of same specified
date also should be recalled and reissued to reflect the material weakness that
existed at that date. Based on these considerations, paragraph .06 of AU sec.
561 provides detailed requirements for the auditor.

198. Filings Under Federal Securities Statutes. AU sec. 711, Filings Un
der Federal Securities Statutes, describes the auditor’s responsibilities when
an auditor’s report is included in registration statements, proxy statements, or
periodic reports filed under the federal securities statutes. The auditor should
also apply AU sec. 711 with respect to the auditor’s report on management’s
assessment of the effectiveness of internal control over financial reporting
included in such filings. In addition, the direction in paragraph .10 of AU sec.
711 to inquire of and obtain written representations from officers and other
executives responsible for financial and accounting matters about whether any
events have occurred that have a material effect on the audited financial
statements should be extended to matters that could have a material effect on
management’s assessment of internal control over financial reporting.
199. When the auditor has fulfilled these responsibilities and intends to
consent to the inclusion of his or her report on management’s assessment of the
effectiveness of internal control over financial reporting in the securities filing,
the auditor’s consent should clearly indicate that both the audit report on
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financial statements and the audit report on management’s assessment of the
effectiveness of internal control over financial reporting (or both opinions if a
combined report is issued) are included in his or her consent.

Auditor's Responsibilities for Evaluating Management's
Certification Disclosures About Internal Control Over
Financial Reporting
Required Management Certifications
200. Section 302 of the Act, and Securities Exchange Act Rule 13a-14(a)
or 15d-14(a), whichever applies,25 requires a company’s management, with the
participation of the principal executive and financial officers (the certifying
officers), to make the following quarterly and annual certifications with respect
to the company’s internal control over financial reporting:
•

A statement that the certifying officers are responsible for establishing
and maintaining internal control over financial reporting;

•

A statement that the certifying officers have designed such internal
control over financial reporting, or caused such internal control over
financial reporting to be designed under their supervision, to provide
reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles; and

•

A statement that the report discloses any changes in the company’s
internal control over financial reporting that occurred during the most
recent fiscal quarter (the company’s fourth fiscal quarter in the case
of an annual report) that have materially affected, or are reasonably
likely to materially affect, the company’s internal control over finan
cial reporting.

201. When the reason for a change in internal control over financial
reporting is the correction of a material weakness, management has a respon
sibility to determine and the auditor should evaluate whether the reason for
the change and the circumstances surrounding that change are material informa
tion necessary to make the disclosure about the change not misleading.26

Auditor Evaluation Responsibilities
202. The auditor’s responsibility as it relates to management’s quarterly
certifications on internal control over financial reporting is different from the
auditor’s responsibility as it relates to management’s annual assessment of
internal control over financial reporting. The auditor should perform limited
procedures quarterly to provide a basis for determining whether he or she has
become aware of any material modifications that, in the auditor’s judgment,
should be made to the disclosures about changes in internal control over
financial reporting in order for the certifications to be accurate and to comply
with the requirements of Section 302 of the Act.

203. To fulfill this responsibility, the auditor should perform, on a quar
terly basis, the following procedures:
25 See 17 C.F.R., 240.13a-14a or 15d-14a, whichever applies.
26 See Securities Exchange Act Rule 12b-20,17 C.F.R. 240.12b-20.
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•

Inquire of management about significant changes in the design or
operation of internal control over financial reporting as it relates to
the preparation of annual as well as interim financial information that
could have occurred subsequent to the preceding annual audit or prior
review of interim financial information;

•

Evaluate the implications of misstatements identified by the auditor
as part of the auditor’s required review of interim financial informa
tion (See AU sec. 722, Interim Financial Information) as it relates to
effective internal control over financial reporting; and

•

Determine, through a combination of observation and inquiry,
whether any change in internal control over financial reporting has
materially affected, or is reasonably likely to materially affect, the
company’s internal control over financial reporting.

Note: Foreign private issuers filing Forms 20-F and 40-F are not
subject to quarterly reporting requirements, therefore, the auditor’s
responsibilities would extend only to the certifications in the annual
report of these companies.

204. When matters come to auditor’s attention that lead him or her to
believe that modification to the disclosures about changes in internal control
over financial reporting is necessary for the certifications to be accurate and to
comply with the requirements of Section 302 of the Act and Securities Ex
change Act Rule 13a-14(a) or 15d-14(a), whichever applies,27 the auditor
should communicate the matter(s) to the appropriate level of management as
soon as practicable.

205. If, in the auditor’s judgment, management does not respond appro
priately to the auditor’s communication within a reasonable period of time, the
auditor should inform the audit committee. If, in the auditor’s judgment, the
audit committee does not respond appropriately to the auditor’s communica
tion within a reasonable period of time, the auditor should evaluate whether
to resign from the engagement. The auditor should evaluate whether to consult
with his or her attorney when making these evaluations. In these circum
stances, the auditor also has responsibilities under AU sec. 317, Illegal Acts by
Clients, and Section 10A of the Securities Exchange Act of 1934.28 The audi
tor’s responsibilities for evaluating the disclosures about changes in internal
control over financial reporting do not diminish in any way management’s
responsibility for ensuring that its certifications comply with the requirements
of Section 302 of the Act and Securities Exchange Act Rule 13a-14(a) or
15d-14(a), whichever applies.29
206. If matters come to the auditor’s attention as a result of the audit of
internal control over financial reporting that lead him or her to believe that
modifications to the disclosures about changes in internal control over finan
cial reporting (addressing changes in internal control over financial reporting
occurring during the fourth quarter) are necessary for the annual certifications
to be accurate and to comply with the requirements of Section 302 of the
Act and Securities Exchange Act Rule 13a-14(a) or 15d-14(a), whichever
applies,30 the auditor should follow the same communication responsibilities
27 See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.
28 See 15 U.S.C. 78j-l.
29 See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.

30 See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.
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as described in paragraphs 204 and 205. However, if management and the
audit committee do not respond appropriately, in addition to the responsibili
ties described in the preceding two paragraphs, the auditor should modify his
or her report on the audit of internal control over financial reporting to include
an explanatory paragraph describing the reasons the auditor believes manage
ment’s disclosures should be modified.

Required Communications in An Audit of Internal
Control Over Financial Reporting
207. The auditor must communicate in writing to management and the
audit committee all significant deficiencies and material weaknesses identified
during the audit. The written communication should be made prior to the
issuance of the auditor’s report on internal control over financial reporting. The
auditor’s communication should distinguish clearly between those matters
considered to be significant deficiencies and those considered to be material
weaknesses, as defined in paragraphs 9 and 10, respectively.
208. If a significant deficiency or material weakness exists because the
oversight of the company’s external financial reporting and internal control
over financial reporting by the company’s audit committee is ineffective, the
auditor must communicate that specific significant deficiency or material
weakness in writing to the board of directors.
209. In addition, the auditor should communicate to management, in
writing, all deficiencies in internal control over financial reporting (that is,
those deficiencies in internal control over financial reporting that are of a
lesser magnitude than significant deficiencies) identified during the audit and
inform the audit committee when such a communication has been made. When
making this communication, it is not necessary for the auditor to repeat
information about such deficiencies that have been included in previously
issued written communications, whether those communications were made by
the auditor, internal auditors, or others within the organization. Furthermore,
the auditor is not required to perform procedures sufficient to identify all
control deficiencies; rather, the auditor should communicate deficiencies in
internal control over financial reporting of which he or she is aware.
Note: As part of his or her evaluation of the effectiveness of internal
control over financial reporting, the auditor should determine whether
control deficiencies identified by internal auditors and others within
the company, for example, through ongoing monitoring activities and
the annual assessment of internal control over financial reporting, are
reported to appropriate levels of management in a timely manner. The
lack of an internal process to report deficiencies in internal control to
management on a timely basis represents a control deficiency that the
auditor should evaluate as to severity.

210. These written communications should state that the communication
is intended solely for the information and use of the board of directors, audit
committee, management, and others within the organization. When there are
requirements established by governmental authorities to furnish such reports,
specific reference to such regulatory agencies may be made.
211. These written communications also should include the definitions of
control deficiencies, significant deficiencies, and material weaknesses and
should clearly distinguish to which category the deficiencies being communi
cated relate.
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212. Because of the potential for misinterpretation of the limited degree
of assurance associated with the auditor issuing a written report representing
that no significant deficiencies were noted during an audit of internal control
over financial reporting, the auditor should not issue such representations.

213. When auditing internal control over financial reporting, the auditor
may become aware of fraud or possible illegal acts. If the matter involves fraud,
it must be brought to the attention of the appropriate level of management. If
the fraud involves senior management, the auditor must communicate the
matter directly to the audit committee as described in AU sec. 316, Considera
tion of Fraud in a Financial Statement Audit. If the matter involves possible
illegal acts, the auditor must assure himself or herself that the audit commit
tee is adequately informed, unless the matter is clearly inconsequential, in
accordance with AU sec. 317, Illegal Acts by Clients. The auditor also must
determine his or her responsibilities under Section 10A of the Securities
Exchange Act of 1934.31
214. When timely communication is important, the auditor should com
municate the preceding matters during the course of the audit rather than at
the end of the engagement. The decision about whether to issue an interim
communication should be determined based on the relative significance of the
matters noted and the urgency of corrective follow-up action required.

Effective Date
215. Companies considered accelerated filers under Securities Exchange Act
Rule 12b-232 are required to comply with the internal control reporting and
disclosure requirements of Section 404 of the Act for fiscal years ending on or
after November 15, 2004. (Other companies have until fiscal years ending on or
after July 15, 2005, to comply with these internal control reporting and
disclosure requirements.) Accordingly, independent auditors engaged to audit
the financial statements of accelerated filers for fiscal years ending on or after
November 15, 2004, also are required to audit and report on the company’s
internal control over financial reporting as of the end of such fiscal year. This
standard is required to be complied with for such engagements, except as it
relates to the auditor’s responsibilities for evaluating management’s certifica
tion disclosures about internal control over financial reporting. The auditor’s
responsibilities for evaluating management’s certification disclosures about
internal control over financial reporting described in paragraphs 202 through
206 take effect beginning with the first quarter after the auditor’s first audit
report on the company’s internal control over financial reporting.
216. Early compliance with this standard is permitted.

31 See 15 U.S.C. 78j-l.
32 See 17 C.F.R. 240.12b-2.
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Appendix A
Illustrative Reports on Internal Control Over
Financial Reporting
A1. Paragraphs 167 through 199 of this standard provide direction on the
auditor’s report on management’s assessment of internal control over financial
reporting. The following examples illustrate how to apply that direction in
several different situations.

ILLUSTRATIVE REPORT:
Example A-1—Expressing an Unqualified Opinion on Management’s Assess
ment of the Effectiveness of Internal Control Over Financial Reporting and an
Unqualified Opinion on the Effectiveness of Internal Control Over Financial
Reporting (Separate Report)
Example A-2—Expressing an Unqualified Opinion on Management’s Assess
ment of the Effectiveness of Internal Control Over Financial Reporting and an
Adverse Opinion on the Effectiveness ofInternal Control Over Financial Report
ing Because of the Existence of a Material Weakness
Example A-3—Expressing a Qualified Opinion on Management’s Assessment
of the Effectiveness of Internal Control Over Financial Reporting and a Quali
fied Opinion on the Effectiveness of Internal Control Over Financial Reporting
Because of a Limitation on the Scope of the Audit
Example A-4—Disclaiming an Opinion on Management’s Assessment of the
Effectiveness of Internal Control Over Financial Reporting and Disclaiming an
Opinion on the Effectiveness of Internal Control Over Financial Reporting
Because of a Limitation on the Scope of the Audit
Example A-5—Expressing an Unqualified Opinion on Management’s Assess
ment of the Effectiveness of Internal Control Over Financial Reporting That
Refers to the Report of Other Auditors As a Basis, in Part, for the Auditor’s
Opinion and an Unqualified Opinion on the Effectiveness of Internal Control
Over Financial Reporting
Example A-6—Expressing an Adverse Opinion on Management’s Assessment of
the Effectiveness of Internal Control Over Financial Reporting and an Adverse
Opinion on the Effectiveness of Internal Control Over Financial Reporting
Because of the Existence of a Material Weakness
Example A-7—Expressing an Unqualified Opinion on Financial Statements,
an Unqualified Opinion on Management’s Assessment of the Effectiveness of
Internal Control Over Financial Reporting, and an Unqualified Opinion on the
Effectiveness of Internal Control Over Financial Reporting (Combined Report)
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Example A-1

Illustrative Report Expressing an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting and an Unqualified Opinion
on the Effectiveness of Internal Control Over Financial Reporting
(Separate Report)1
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.

[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for
our opinion.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.
1 If the auditor issues separate reports on the audit of internal control over financial reporting
and the audit of the financial statements, both reports should include a statement that the audit was
conducted in accordance with standards of the Public Company Accounting Oversight Board (United
States).
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[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
[Opinion paragraph]

In our opinion, management’s assessment that W Company maintained effec
tive internal control over financial reporting as of December 31, 20X3, is fairly
stated, in all material respects, based on [Identify control criteria, for example,
“criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission
(COSO).”]. Also in our opinion, W Company maintained, in all material re
spects, effective internal control over financial reporting as of December 31,
20X3, based on [Identify control criteria, for example, “criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsor
ing Organizations of the Treadway Commission (COSO).”].

[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion],
[Signature]

[City and State or Country]

[Date]
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Example A-2

Illustrative Report Expressing an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting and an Adverse Opinion on
the Effectiveness of Internal Control Over Financial Reporting
Because of the Existence of a Material Weakness
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]

We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company did not maintain effective
internal control over financial reporting as of December 31, 20X3, because of
the effect of [material weakness identified in management’s assessment], based
on [Identify criteria, for example, “criteria established in Internal Control—In
tegrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO).”]. W Company’s management is responsi
ble for maintaining effective internal control over financial reporting and for
its assessment of the effectiveness of internal control over financial reporting.
Our responsibility is to express an opinion on management’s assessment and
an opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.
[Scope paragraph]

We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for
our opinion.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.

[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
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become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control deficien
cies, that results in more than a remote likelihood that a material misstatement
of the annual or interim financial statements will not be prevented or detected.
The following material weakness has been identified and included in manage
ment’s assessment. [Include a description of the material weakness and its effect
on the achievement of the objectives of the control criteria.] This material
weakness was considered in determining the nature, timing, and extent of audit
tests applied in our audit of the 20X3 financial statements, and this report does
not affect our report dated [date of report, which should be the same as the date
of this report on internal control] on those financial statements.2

[Opinion paragraph]

In our opinion, management’s assessment that W Company did not maintain
effective internal control over financial reporting as of December 31, 20X3, is
fairly stated, in all material respects, based on [Identify control criteria, for
example, “criteria established in Internal Control—Integrated Framework is
sued by the Committee of Sponsoring Organizations of the Treadway Commis
sion (COSO).”]. Also, in our opinion, because of the effect of the material
weakness described above on the achievement of the objectives of the control
criteria, W Company has not maintained effective internal control over finan
cial reporting as of December 31, 20X3, based on [Identify control criteria, for
example, “criteria established in Internal Control—Integrated Framework is
sued by the Committee of Sponsoring Organizations of the Treadway Commis
sion (COSO).”].

[Signature]

[City and State or Country]
[Date]

2 Modify this sentence when the auditor’s opinion on the financial statements is affected by the
adverse opinion on the effectiveness of internal control over financial reporting, as described in
paragraph 196.
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Example A-3

Illustrative Report Expressing a Qualified Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting and a Qualified Opinion on
the Effectiveness of Internal Control Over Financial Reporting
Because of a Limitation on the Scope of the Audit
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.

[Scope paragraph]
Except as described below, we conducted our audit in accordance the standards
of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was
maintained in all material respects. Our audit included obtaining an under
standing of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of
internal control, and performing such other procedures as we considered
necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinion.
[Explanatory paragraph that describes scope limitation]

A material weakness is a control deficiency, or combination of control deficien
cies, that results in more than a remote likelihood that a material misstatement
of the annual or interim financial statements will not be prevented or detected.
The following material weakness has been identified and included in manage
ment’s assessment.3 Prior to December 20, 20X3, W Company had an inade
quate system for recording cash receipts, which could have prevented the
Company from recording cash receipts on accounts receivable completely and
properly. Therefore, cash received could have been diverted for unauthorized
use, lost, or otherwise not properly recorded to accounts receivable. We believe
this condition was a material weakness in the design or operation of the internal
control of W Company in effect prior to December 20, 20X3. Although the
Company implemented a new cash receipts system on December 20, 20X3, the
system has not been in operation for a sufficient period of time to enable us to
obtain sufficient evidence about its operating effectiveness.
3 If the auditor has identified a material weakness that is not included in management’s
assessment, add the following wording to the report: “In addition, we have identified the following
material weakness that has not been identified as a material weakness in management’s assess
ment.”
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[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.

[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
[Opinion paragraph]

In our opinion, except for the effect of matters we might have discovered had
we been able to examine evidence about the effectiveness of the new cash
receipts system, management’s assessment that W Company maintained effec
tive internal control over financial reporting as of December 31, 20X3, is fairly
stated, in all material respects, based on [Identify control criteria, for example,
“criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission
(COSO).”]. Also, in our opinion, except for the effect of matters we might have
discovered had we been able to examine evidence about the effectiveness of the
new cash receipts system, W Company maintained, in all material respects,
effective internal control over financial reporting as of December 31, 20X3,
based on [Identify control criteria, for example, “criteria established in Internal
Control—Integrated Framework issued by the Committee ofSponsoring Organi
zations of the Treadway Commission (COSO)."].
[Explanatory paragraph]

We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]

[City and State or Country]
[Date]
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Example A-4

Illustrative Report Disclaiming an Opinion on Management's
Assessment of the Effectiveness of Internal Control Over
Financial Reporting and Disclaiming an Opinion on the
Effectiveness of Internal Control Over Financial Reporting
Because of a Limitation on the Scope of the Audit
Report of Independent Registered Public Accounting Firm
[Introductory paragraph}
We were engaged to audit management’s assessment included in the accompa
nying [title of management’s report] that W Company maintained effective
internal control over financial reporting as of December 31, 20X3 based on
[Identify control criteria, for example, “criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO).”]. W Company’s management is responsi
ble for maintaining effective internal control over financial reporting and for
its assessment of the effectiveness of internal control over financial reporting.
[Omit scope paragraph]

[Explanatory paragraph that describes scope limitation]4
[Definition paragraph]

A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

[Opinion paragraph]

Since management [describe scope restrictions] and we were unable to apply
other procedures to satisfy ourselves as to the effectiveness of the company’s
internal control over financial reporting, the scope of our work was not sufficient
to enable us to express, and we do not express, an opinion either on manage4 If, through the limited procedures performed, the auditor concludes that a material weakness
exists, the auditor should add the definition of material weakness (as provided in paragraph 10) to
the explanatory paragraph. In addition, the auditor should include a description of the material
weakness and its effect on the achievement of the objectives of the control criteria.
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ment’s assessment or on the effectiveness of the company’s intemalcontrol over
financial reporting.

[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].

[Signature]
[City and State or Country]

[Date]
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Illustrative Report Expressing an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting That Refers to the Report of
Other Auditors as a Basis, in Part, for the Auditor's Opinion
and an Unqualified Opinion on the Effectiveness of Internal
Control Over Financial Reporting
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit. We did not examine the effectiveness of internal
control over financial reporting of B Company, a wholly owned subsidiary,
whose financial statements reflect total assets and revenues constituting 20
and 30 percent, respectively, of the related consolidated financial statement
amounts as of and for the year ended December 31, 20X3. The effectiveness of
B Company’s internal control over financial reporting was audited by other
auditors whose report has been furnished to us, and our opinion, insofar as it
relates to the effectiveness of B Company’s internal control over financial
reporting, is based solely on the report of the other auditors.

[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit and the report of the other auditors
provide a reasonable basis for our opinion.
[Definition paragraph]

A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
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prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.

[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
[Opinion paragraph]

In our opinion, based on our audit and the report of the other auditors,
management’s assessment that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, is fairly stated, in all
material respects, based on [Identify control criteria, for example, “criteria
established in Internal Control—Integrated Framework issued by the Commit
tee of Sponsoring Organizations of the Treadway Commission (COSO).”]. Also,
in our opinion, based on our audit and the report of the other auditors, W
Company maintained, in all material respects, effective internal control over
financial reporting as of December 31, 20X3, based on [Identify control criteria,
for example, “criteria established in Internal Control—Integrated Framework
issued by the Committee ofSponsoring Organizations of the Treadway Commis
sion (COSO).”].
[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion],

[Signature]
[City and State or Country]

[Date]
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Example A-6

Illustrative Report Expressing an Adverse Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting and an Adverse Opinion on
the Effectiveness of Internal Control Over Financial Reporting
Because of the Existence of a Material Weakness
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for
our opinion.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.
[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
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[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control deficien
cies, that results in more than a remote likelihood that a material misstatement
of the annual or interim financial statements will not be prevented or detected.
We have identified the following material weakness that has not been identified
as a material weakness in management’s assessment [Include a description of
the material weakness and its effect on the achievement of the objectives of the
control criteria.] This material weakness was considered in determining the
nature, timing, and extent of audit tests applied in our audit of the 20X3
financial statements, and this report does not affect our report dated [date of
report, which should be the same as the date of this report on internal control]
on those financial statements.5

[Opinion paragraph]

In our opinion, because of the effect of the material weakness described above
on the achievement of the objectives of the control criteria, management’s
assessment that W Company maintained effective internal control over finan
cial reporting as of December 31, 20X3, is not fairly stated, in all material
respects, based on [Identify control criteria, for example, “criteria established
in Internal Control—Integrated Framework issued by the Committee of Spon
soring Organizations of the Treadway Commission (COSO).”]. Also, in our
opinion, because of the effect of the material weakness described above on the
achievement of the objectives of the control criteria, W Company has not
maintained effective internal control over financial reporting as of December
31, 20X3, based on [Identify control criteria, for example, “criteria established
in Internal Control—Integrated Framework issued by the Committee of Spon
soring Organizations of the Treadway Commission (COSO).”].
[Signature]

[City and State or Country]

[Date]

5 Modify this sentence when the auditor’s opinion on the financial statements is affected by the
adverse opinion on the effectiveness of internal control over financial reporting.
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Example A-7

Illustrative Combined Report Expressing an Unqualified Opinion
on Financial Statements, an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting, and an Unqualified Opinion
on the Effectiveness of Internal Control Over Financial Reporting
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited the accompanying balance sheets of W Company as of
December 31,20X3 and 20X2, and the related statements of income, stockhold
ers’ equity and comprehensive income, and cash flows for each of the years in
the three-year period ended December 31, 20X3. We also have audited man
agement’s assessment, included in the accompanying [title of management’s
report], that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, based on [Identify control criteria, for
example, “criteria established in Internal Control—Integrated Framework is
sued by the Committee of Sponsoring Organizations of the Treadway Commis
sion (COSO).”]. W Company’s management is responsible for these financial
statements, for maintaining effective internal control over financial reporting,
and for its assessment of the effectiveness of internal control over financial
reporting. Our responsibility is to express an opinion on these financial state
ments, an opinion on management’s assessment, and an opinion on the effec
tiveness of the company’s internal control over financial reporting based on our
audits.
[Scope paragraph]
We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards re
quire that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement and
whether effective internal control over financial reporting was maintained in
all material respects. Our audit of financial statements included examining, on
a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates
made by management, and evaluating the overall financial statement presen
tation. Our audit of internal control over financial reporting included obtaining
an understanding of internal control over financial reporting, evaluating man
agement’s assessment, testing and evaluating the design and operating effec
tiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audits provide
a reasonable basis for our opinions.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
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prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

[Opinion paragraph]

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of W Company as of December 31,20X3
and 20X2, and the results of its operations and its cash flows for each of the
years in the three-year period ended December 31, 20X3 in conformity with
accounting principles generally accepted in the United States of America. Also
in our opinion, management’s assessment that W Company maintained effec
tive internal control over financial reporting as of December 31, 20X3, is fairly
stated, in all material respects, based on [Identify control criteria, for example,
“criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission
(COSO).”]. Furthermore, in our opinion, W Company maintained, in all mate
rial respects, effective internal control over financial reporting as of December
31, 20X3, based on [Identify control criteria, for example, “criteria established
in Internal Control—Integrated Framework issued by the Committee of Spon
soring Organizations of the Treadway Commission (COSO).”].

[Signature]
[City and State or Country]

[Date]
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Appendix B
Additional Performance Requirements and Directions;
Extent-of-Testing Examples
Tests to Be Performed When a Company Has Multiple Locations
or Business Units
B1. To determine the locations or business units for performing audit proce
dures, the auditor should evaluate their relative financial significance and the
risk of material misstatement arising from them. In making this evaluation,
the auditor should identify the locations or business units that are individually
important, evaluate their documentation of controls, and test controls over
significant accounts and disclosures. For locations or business units that
contain specific risks that, by themselves, could create a material misstate
ment, the auditor should evaluate their documentation of controls and test
controls over the specific risks.

B2. The auditor should determine the other locations or business units that,
when aggregated, represent a group with a level of financial significance that
could create a material misstatement in the financial statements. For that
group, the auditor should determine whether there are company-level controls
in place. If so, the auditor should evaluate the documentation and test such
company-level controls. If not, the auditor should perform tests of controls at
some of the locations or business units.
B3. No further work is necessary on the remaining locations or businesses,
provided that they are not able to create, either individually or in the aggregate,
a material misstatement in the financial statements.
Locations or Business Units That Are Financially Significant

B4. Because of the importance of financially significant locations or business
units, the auditor should evaluate management’s documentation of and per
form tests of controls over all relevant assertions related to significant accounts
and disclosures at each financially significant location or business unit, as
discussed in paragraphs 83 through 105. Generally, a relatively small number
of locations or business units will encompass a large portion of a company’s
operations and financial position, making them financially significant.
B5. In determining the nature, timing, and extent of testing at the individual
locations or business units, the auditor should evaluate each entity’s involve
ment, if any, with a central processing or shared service environment.
Locations or Business Units That Involve Specific Risks
B6. Although a location or business unit might not be individually financially
significant, it might present specific risks that, by themselves, could create a
material misstatement in the company’s financial statements. The auditor
should test the controls over the specific risks that could create a material
misstatement in the company’s financial statements. The auditor need not test
controls over all relevant assertions related to all significant accounts at these
locations or business units. For example, a business unit responsible for foreign
exchange trading could expose the company to the risk of material misstatement,
even though the relative financial significance of such transactions is low.
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Locations or Business Units That Are Significant Only When
Aggregated With Other Locations and Business Units

B7. In determining the nature, timing, and extent of testing, the auditor
should determine whether management has documented and placed in opera
tion company-level controls (See paragraph 53) over individually unimportant
locations and business units that, when aggregated with other locations or
business units, might have a high level of financial significance. A high level of
financial significance could create a greater than remote risk of material
misstatement of the financial statements.
B8. For the purposes of this evaluation, company-level controls are controls
management has in place to provide assurance that appropriate controls exist
throughout the organization, including at individual locations or business
units.
B9. The auditor should perform tests of company-level controls to determine
whether such controls are operating effectively. The auditor might conclude
that he or she cannot evaluate the operating effectiveness of such controls
without visiting some or all of the locations or business units.

B10. If management does not have company-level controls operating at these
locations and business units, the auditor should determine the nature, timing,
and extent of procedures to be performed at each location, business unit, or
combination of locations and business units. When determining the locations
or business units to visit and the controls to test, the auditor should evaluate
the following factors:
•

The relative financial significance of each location or business unit.

•

The risk of material misstatement arising from each location or
business unit.

•

The similarity of business operations and internal control over finan
cial reporting at the various locations or business units.

•

The degree of centralization of processes and financial reporting
applications.

•

The effectiveness of the control environment, particularly manage
ment’s direct control over the exercise of authority delegated to others
and its ability to effectively supervise activities at the various locations
or business units. An ineffective control environment over the loca
tions or business units might constitute a material weakness.

•

The nature and amount of transactions executed and related assets at
the various locations or business units.

•

The potential for material unrecognized obligations to exist at a
location or business unit and the degree to which the location or
business unit could create an obligation on the part of the company.

•

Management’s risk assessment process and analysis for excluding a
location or business unit from its assessment of internal control over
financial reporting.

B11. Testing company-level controls is not a substitute for the auditor’s
testing of controls over a large portion of the company’s operations or financial
position. If the auditor cannot test a large portion of the company’s operations
and financial position by selecting a relatively small number of locations or
business units, he or she should expand the number of locations or business
units selected to evaluate internal control over financial reporting.
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Note: The evaluation of whether controls over a large portion of the
company’s operations or financial position have been tested should be
made at the overall level, not at the individual significant account
level.
Locations and Business Units That Do Not Require Testing

B12. No testing is required for locations or business units that individually,
and when aggregated with others, could not result in a material misstatement
to the financial statements.
Multi-Location Testing Considerations Flowchart

B13. Illustration B-1 depicts how to apply the directions in this section to a
hypothetical company with 150 locations or business units, along with the
auditor’s testing considerations for those locations or business units.
Illustration B-1

Multi-location Testing Considerations
*
150

Is location or business unit
individually important?

15

Yes

Evaluate documentation and test
controls over relevant assertions
for significant accounts at each
location or business unit

No
Are there specific significant
risks?

5

Yes

Evaluate documentation and
test controls over specific
risks

60

Yes

No further action
required for such units

No
Are there locations or
business units that are not
important even when
aggregated with others?
No

70
Are there documented
company-level
controls over this group?

* Numbers represent number of locations affected.
** See paragraph B7.

Yes
No

Evaluate documentation and test
company-level controls over group
**

Some testing of controls at individual
locations or business units required
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accordance with generally accepted accounting principles, in the company’s
financial statements, of the company’s portion of the investees’ income or loss,
the investment balance, adjustments to the income or loss and investment
balance, and related disclosures. The evaluation ordinarily would not extend
to controls at the equity method investee.

B16. In situations in which the SEC allows management to limit its assess
ment of internal control over financial reporting by excluding certain entities,
the auditor may limit the audit in the same manner and report without
reference to the limitation in scope. However, the auditor should evaluate the
reasonableness of management’s conclusion that the situation meets the crite
ria of the SEC’s allowed exclusion and the appropriateness of any required
disclosure related to such a limitation. If the auditor believes that manage
ment’s disclosure about the limitation requires modification, the auditor should
follow the same communication responsibilities as described in paragraphs 204
and 205. If management and the audit committee do not respond appropriately,
in addition to fulfilling those responsibilities, the auditor should modify his or
her report on the audit of internal control over financial reporting to include
an explanatory paragraph describing the reasons why the auditor believes
management’s disclosure should be modified.
B17. For example, for entities that are consolidated or proportionately consoli
dated, the evaluation of the company’s internal control over financial reporting
should include controls over significant accounts and processes that exist at the
consolidated or proportionately consolidated entity. In some instances, how
ever, such as for some variable interest entities as defined in Financial Account
ing Standards Board Interpretation No. 46, Consolidation of Variable Interest
Entities, management might not be able to obtain the information necessary
to make an assessment because it does not have the ability to control the
entity. If management is allowed to limit its assessment by excluding such
entities,1 the auditor may limit the audit in the same manner and report
without reference to the limitation in scope. In this case, the evaluation of the
company’s internal control over financial reporting should include evaluation
of controls over the reporting in accordance with generally accepted accounting
principles, in the company’s financial statements, of the company’s portion of
the entity’s income or loss, the investment balance, adjustments to the income
or loss and investment balances, and related disclosures. However, the auditor
should evaluate the reasonableness of management’s conclusion that it does
not have the ability to obtain the necessary information as well as the appro
priateness of any required disclosure related to such a limitation.

Use of Service Organizations
B18. AU sec. 324, Service Organizations, applies to the audit of financial
statements of a company that obtains services from another organization that
are part of its information system. The auditor may apply the relevant concepts
1 It is our understanding that the SEC Staff may conclude that management can limit the scope
of its assessment if it does not have the authority to affect, and therefore cannot assess, the controls
in place over certain amounts. This would relate to entities that are consolidated or proportionately
consolidated when the issuer does not have sufficient control over the entity to assess and affect
controls. If management’s report on its assessment of the effectiveness of internal control over
financial reporting is limited in that manner, the SEC staff may permit the company to disclose this
fact as well as information about the magnitude of the amounts included in the financial statements
from entities whose controls cannot be assessed. This disclosure would be required in each filing, but
outside of management’s report on its assessment of the effectiveness of internal control over
financial reporting.
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described in AU sec. 324 to the audit of internal control over financial reporting.
Further, although AU sec. 324 was designed to address auditor-to-auditor
communications as part of the audit of financial statements, it also is appro
priate for management to apply the relevant concepts described in that stand
ard to its assessment of internal control over financial reporting.

B19. Paragraph .03 of AU sec. 324 describes the situation in which a service
organization’s services are part of a company’s information system. If the
service organization’s services are part of a company’s information system, as
described therein, then they are part of the information and communication
component of the company’s internal control over financial reporting. When the
service organization’s services are part of the company’s internal control over
financial reporting, management should consider the activities of the service
organization in making its assessment of internal control over financial report
ing, and the auditor should consider the activities of the service organization
in determining the evidence required to support his or her opinion.
Note: The use of a service organization does not reduce management’s
responsibility to maintain effective internal control over financial
reporting.
B20. Paragraphs .07 through .16 in AU sec. 324 describe the procedures that
management and the auditor should perform with respect to the activities
performed by the service organization. The procedures include:

a.

Obtaining an understanding of the controls at the service organiza
tion that are relevant to the entity’s internal control and the controls
at the user organization over the activities of the service organiza
tion, and

b.

Obtaining evidence that the controls that are relevant to manage
ment’s assessment and the auditor’s opinion are operating effec
tively.

B21. Evidence that the controls that are relevant to management’s assess
ment and the auditor’s opinion are operating effectively may be obtained by
following the procedures described in paragraph .12 of AU sec. 324. These
procedures include:
a.

Performing tests of the user organization’s controls over the activi
ties of the service organization (for example, testing the user organi
zation’s independent reperformance of selected items processed by
the service organization or testing the user organization’s reconcili
ation of output reports with source documents).

b.

Performing tests of controls at the service organization.

c.

Obtaining a service auditor’s report on controls placed in operation
and tests of operating effectiveness, or a report on the application of
agreed-upon procedures that describes relevant tests of controls.

Note: The service auditor’s report referred to above means a report
with the service auditor’s opinion on the service organization’s descrip
tion of the design of its controls, the tests of controls, and results of
those tests performed by the service auditor, and the service auditor’s
opinion on whether the controls tested were operating effectively
during the specified period (in other words, “reports on controls placed
in operation and tests of operating effectiveness” described in para
graph .246 of AU sec. 324). A service auditor’s report that does not
include tests of controls, results of the tests, and the service auditor’s
opinion on operating effectiveness (in other words, “reports on controls
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placed in operation” described in paragraph ,24a of AU sec. 324) does
not provide evidence of operating effectiveness. Furthermore, if the
evidence regarding operating effectiveness of controls comes from an
agreed-upon procedures report rather than a service auditor’s report
issued pursuant to AU sec. 324, management and the auditor should
evaluate whether the agreed-upon procedures report provides suffi
cient evidence in the same manner described in the following para
graph.

B22. If a service auditor’s report on controls placed in operation and tests of
operating effectiveness is available, management and the auditor may evaluate
whether this report provides sufficient evidence to support the assessment and
opinion, respectively. In evaluating whether such a service auditor’s report
provides sufficient evidence, management and the auditor should consider the
following factors:
•

The time period covered by the tests of controls and its relation to the
date of management’s assessment,

•

The scope of the examination and applications covered, the controls
tested, and the way in which tested controls relate to the company’s
controls,

•

The results of those tests of controls and the service auditor’s opinion
on the operating effectiveness of the controls.

Note: These factors are similar to factors the auditor would consider
in determining whether the report provides sufficient evidence to
support the auditor’s assessed level of control risk in an audit of the
financial statements as described in paragraph .16 of AU sec. 324.

B23. If the service auditor’s report on controls placed in operation and tests of
operating effectiveness contains a qualification that the stated control objec
tives might be achieved only if the company applies controls contemplated in
the design of the system by the service organization, the auditor should
evaluate whether the company is applying the necessary procedures. For
example, completeness of processing payroll transactions might depend on the
company’s validation that all payroll records sent to the service organization
were processed by checking a control total.
B24. In determining whether the service auditor’s report provides sufficient
evidence to support management’s assessment and the auditor’s opinion,
management and the auditor should make inquiries concerning the service
auditor’s reputation, competence, and independence. Appropriate sources of
information concerning the professional reputation of the service auditor are
discussed in paragraph .10a of AU sec. 543, Part of Audit Performed by Other
Independent Auditors.
B25. When a significant period of time has elapsed between the time period
covered by the tests of controls in the service auditor’s report and the date of
management’s assessment, additional procedures should be performed. The
auditor should inquire of management to determine whether management has
identified any changes in the service organization’s controls subsequent to the
period covered by the service auditor’s report (such as changes communicated
to management from the service organization, changes in personnel at the
service organization with whom management interacts, changes in reports or
other data received from the service organization, changes in contracts or
service level agreements with the service organization, or errors identified in
the service organization’s processing). If management has identified such
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changes, the auditor should determine whether management has performed
procedures to evaluate the effect of such changes on the effectiveness of the
company’s internal control over financial reporting. The auditor also should
consider whether the results of other procedures he or she performed indicate
that there have been changes in the controls at the service organization that
management has not identified.
B26. The auditor should determine whether to obtain additional evidence
about the operating effectiveness of controls at the service organization based
on the procedures performed by management or the auditor and the results of
those procedures and on an evaluation of the following factors. As these factors
increase in significance, the need for the auditor to obtain additional evidence
increases.

•

The elapsed time between the time period covered by the tests of
controls in the service auditor’s report and the date of management’s
assessment,

•

The significance of the activities of the service organization,

•

Whether there are errors that have been identified in the service
organization’s processing, and

•

The nature and significance of any changes in the service organiza
tion’s controls identified by management or the auditor.

B27. If the auditor concludes that additional evidence about the operating
effectiveness of controls at the service organization is required, the auditor’s
additional procedures may include:

•

Evaluating the procedures performed by management and the results
of those procedures.

•

Contacting the service organization, through the user organization, to
obtain specific information.

•

Requesting that a service auditor be engaged to perform procedures
that will supply the necessary information.

•

Visiting the service organization and performing such procedures.

B28. Based on the evidence obtained, management and the auditor should
determine whether they have obtained sufficient evidence to obtain the reason
able assurance necessary for their assessment and opinion, respectively.
B29. The auditor should not refer to the service auditor’s report when express
ing an opinion on internal control over financial reporting.

Examples of Extent-of-Testing Decisions
B30. As discussed throughout this standard, determining the effectiveness of
a company’s internal control over financial reporting includes evaluating the
design and operating effectiveness of controls over all relevant assertions
related to all significant accounts and disclosures in the financial statements.
Paragraphs 88 through 107 provide the auditor with directions about the
nature, timing, and extent of testing of the design and operating effectiveness
of internal control over financial reporting.
B31. Examples B-1 through B-4 illustrate how to apply this information in
various situations. These examples are for illustrative purposes only.
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Example B-1

Daily Programmed Application Control and Daily Information
Tecnnology-Dependent Manual Control
The auditor has determined that cash and accounts receivable are signifi
cant accounts to the audit of XYZ Company’s internal control over financial
reporting. Based on discussions with company personnel and review of
company documentation, the auditor learned that the company had the
following procedures in place to account for cash received in the lockbox:

a.

The company receives a download of cash receipts from the
banks.

b.

The information technology system applies cash received in the
lockbox to individual customer accounts.

c.

Any cash received in the lockbox and not applied to a customer’s
account is listed on an exception report (Unapplied Cash Excep
tion Report).

•

Therefore, the application of cash to a customer’s account is
a programmed application control, while the review and
follow-up of unapplied cash from the exception report is a
manual control.

To determine whether misstatements in cash (existence assertion) and
accounts receivable (existence, valuation, and completeness) would be
prevented or detected on a timely basis, the auditor decided to test the
controls provided by the system in the daily reconciliation of lock box
receipts to customer accounts, as well as the control over reviewing and
resolving unapplied cash in the Unapplied Cash Exception Report.
Nature, Timing, and Extent of Procedures. To test the programmed appli
cation control, the auditor:

•

Identified, through discussion with company personnel, the
software used to receive the download from the banks and
to process the transactions and determined that the banks
supply the download software.
—

The company uses accounting software acquired from
a third-party supplier. The software consists of a
number of modules. The client modifies the software
only for upgrades supplied by the supplier.

•

Determined, through further discussion with company per
sonnel, that the cash module operates the lockbox function
ality and the posting of cash to the general ledger. The
accounts receivable module posts the cash to individual
customer accounts and produces the Unapplied Cash Excep
tion Report, a standard report supplied with the package.
The auditor agreed this information to the supplier’s docu
mentation.

•

Identified, through discussions with company personnel
and review of the supplier’s documentation, the names, file
sizes (in bytes), and locations of the executable files (programs)
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that operate the functionality under review. The auditor then
identified the compilation dates of these programs and
agreed them to the original installation date of the applica
tion.
•

Identified the objectives of the programs to be tested. The
auditor wanted to determine whether only appropriate cash
items are posted to customers’ accounts and matched to
customer number, invoice number, amount, etc., and that
there is a listing of inappropriate cash items (that is, any of
the above items not matching) on the exception report.

In addition, the auditor had evaluated and tested general computer con
trols, including program changes (for example, confirmation that no un
authorized changes are undertaken) and logical access (for example, data
file access to the file downloaded from the banks and user access to the
cash and accounts receivable modules) and concluded that they were
operating effectively.
To determine whether such programmed controls were operating effec
tively, the auditor performed a walkthrough in the month of July. The
computer controls operate in a systematic manner, therefore, the auditor
concluded that it was sufficient to perform a walkthrough for only the one
item. During the walkthrough, the auditor performed and documented the
following items:

a.

Selected one customer and agreed the amount billed to the
customer to the cash received in the lockbox.

b.

Agreed the total of the lockbox report to the posting of cash
receipts in the general ledger.

c.

Agreed the total of the cash receipt download from the bank to
the lockbox report and supporting documentation.

d.

Selected one customer’s remittance and agreed amount posted
to the customer’s account in the accounts receivable subsidiary
ledger.

To test the detective control of review and follow up on the Daily Unapplied
Cash Exception Report, the auditor:
a.

Made inquiries of company personnel. To understand the proce
dures in place to ensure that all unapplied items are resolved,
the time frame in which such resolution takes place, and
whether unapplied items are handled properly within the sys
tem, the auditor discussed these matters with the employee
responsible for reviewing and resolving the Daily Unapplied
Cash Exception Reports. The auditor learned that, when items
appear on the Daily-Unapplied Cash Exception Report, the
employee must manually enter the correction into the system.
The employee typically performs the resolution procedures the
next business day. Items that typically appear on the Daily
Unapplied Cash Exception Report relate to payments made by
a customer without reference to an invoice number/purchase
order number or to underpayments of an invoice due to quantity
or pricing discrepancies.

b.

Observed personnel performing the control. The auditor then
observed the employee reviewing and resolving a Daily Unap
plied Cash Exception Report. The day selected contained four
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exceptions—three related to payments made by a customer
without an invoice number, and one related to an underpayment
due to a pricing discrepancy.

•

c.

For the pricing discrepancy, the employee determined,
through discussions with a sales person, that the customer
had been billed an incorrect price; a price break that the
sales person had granted to the customer was not reflected
on the customer’s invoice. The employee resolved the pricing
discrepancy, determined which invoices were being paid,
and entered a correction into the system to properly apply
cash to the customer’s account and reduce accounts receiv
able and sales accounts for the amount of the price break.

Reperformed the control. Finally, the auditor selected 25 Daily
Unapplied Cash Exception Reports from the period January to
September. For the reports selected, the auditor reperformed the
follow-up procedures that the employee performed. For instance,
the auditor inspected the documents and sources of information
used in the follow-up and determined that the transaction was
properly corrected in the system. The auditor also scanned other
Daily Unapplied Cash Exception Reports to determine that the
control was performed throughout the period of intended reliance.

Because the tests of controls were performed at an interim date, the auditor
had to determine whether there were any significant changes in the
controls from interim to year-end. Therefore, the auditor asked company
personnel about the procedures in place at year-end. Such procedures had
not changed from the interim period, therefore, the auditor observed that
the controls were still in place by scanning Daily Unapplied Cash Excep
tion Reports to determine the control was performed on a timely basis
during the period from September to year-end.

Based on the auditor’s procedures, the auditor concluded that the employee
was clearing exceptions in a timely manner and that the control was
operating effectively as of year-end.

Audit of Internal Control Over Financial Reporting

113

Example B-2

Monthly Manual Reconciliation
The auditor determined that accounts receivable is a significant account
to the audit of XYZ Company’s internal control over financial reporting.
Through discussions with company personnel and review of company
documentation, the auditor learned that company personnel reconcile the
accounts receivable subsidiary ledger to the general ledger on a monthly
basis. To determine whether misstatements in accounts receivable (exist
ence, valuation, and completeness) would be detected on a timely basis, the
auditor decided to test the control provided by the monthly reconciliation
process.
Nature, Timing, and Extent of Procedures. The auditor tested the com
pany’s reconciliation control by selecting a sample of reconciliations based
upon the number of accounts, the dollar value of the accounts, and the
volume of transactions affecting the account. Because the auditor consid
ered all other receivable accounts immaterial, and because such accounts
had only minimal transactions flowing through them, the auditor decided
to test only the reconciliation for the trade accounts receivable account.
The auditor elected to perform the tests of controls over the reconciliation
process in conjunction with the auditor’s substantive procedures over the
accounts receivable confirmation procedures, which were performed in
July.

To test the reconciliation process, the auditor:

a.

b.

Made inquiries of personnel performing the control. The auditor
asked the employee performing the reconciliation a number of
questions, including the following:

•

What documentation describes the account reconciliation
process?

•

How long have you been performing the reconciliation work?

•

What is the reconciliation process for resolving reconciling
items?

•

How often are the reconciliations formally reviewed and
signed off?

•

If significant issues or reconciliation problems are noticed,
to whose attention do you bring them?

•

On average, how many reconciling items are there?

•

How are old reconciling items treated?

•

If need be, how is the system corrected for reconciling items?

•

What is the general nature of these reconciling items?

Observed the employee performing the control. The auditor
observed the employee performing the reconciliation proce
dures. For nonrecurring reconciling items, the auditor observed
whether each item included a clear explanation as to its nature,
the action that had been taken to resolve it, and whether it had
been resolved on a timely basis.
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c.

Reperformed the control. Finally, the auditor inspected the
reconciliations and reperformed the reconciliation procedures.
For the May and July reconciliations, the auditor traced the
reconciling amounts to the source documents on a test basis. The
only reconciling item that appeared on these reconciliations was
cash received in the lockbox the previous day that had not been
applied yet to the customer’s account. The auditor pursued the
items in each month’s reconciliation to determine that the rec
onciling item cleared the following business day. The auditor
also scanned through the file of all reconciliations prepared
during the year and noted that they had been performed on a
timely basis. To determine that the company had not made
significant changes in its reconciliation control procedures from
interim to year-end, the auditor made inquiries of company
personnel and determined that such procedures had not changed
from interim to year-end. Therefore, the auditor verified that
controls were still in place by scanning the monthly account
reconciliations to determine that the control was performed on
a timely basis during the interim to year-end period.

Based on the auditor’s procedures, the auditor concluded that the recon
ciliation control was operating effectively as of year-end.
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Example B-3

Daily Manual Preventive Control
The auditor determined that cash and accounts payable were significant
accounts to the audit of the company’s internal control over financial
reporting. Through discussions with company personnel, the auditor
learned that company personnel make a cash disbursement only after they
have matched the vendor invoice to the receiver and purchase order. To
determine whether misstatements in cash (existence) and accounts pay
able (existence, valuation, and completeness) would be prevented on a
timely basis, the auditor tested the control over making a cash disburse
ment only after matching the invoice with the receiver and purchase.
Nature, Timing, and Extent of Procedures. On a haphazard basis, the
auditor selected 25 disbursements from the cash disbursement registers
from January through September. In this example, the auditor deemed a
test of 25 cash disbursement transactions an appropriate sample size
because the auditor was testing a manual control performed as part of the
routine processing of cash disbursement transactions through the system.
Furthermore, the auditor expected no errors based on the results of
company-level tests performed earlier. [If, however, the auditor had en
countered a control exception, the auditor would have attempted to identify
the root cause of the exception and tested an additional number of items.
If another control exception had been noted, the auditor would have
decided that this control was not effective. As a result, the auditor would
have decided to increase the extent of substantive procedures to be per
formed in connection with the financial statement audit of the cash and
accounts payable accounts.]

a.

After obtaining the related voucher package, the auditor exam
ined the invoice to see if it included the signature or initials of
the accounts payable clerk, evidencing the clerk’s performance
of the matching control. However, signature on a voucher pack
age to indicate signor approval does not necessarily mean that
the person carefully reviewed it before signing. The voucher
package may have been signed based on only a cursory review,
or without any review.

b.

The auditor decided that the quality of the evidence regarding
the effective operation of the control evidenced by a signature or
initials was not sufficiently persuasive to ensure that the control
operated effectively during the test period. In order to obtain
additional evidence, the auditor reperformed the matching con
trol corresponding to the signature, which included examining
the invoice determine that (a) its items matched to the receiver
and purchase order and (b) was mathematically accurate.

Because the auditor performed the tests of controls at an interim date, the
auditor updated the testing through the end of the year (initial tests are
through September to December) by asking the accounts payable clerk
whether the control was still in place and operating effectively. The auditor
confirmed that understanding by performing walkthrough of one transac
tion in December.
Based on the auditor’s procedures, the auditor concluded that the control
over making cash disbursement only after matching the invoice with the
receiver and purchase was operating effectively as of year-end.
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Example B-4

Programmed Prevent Control and Weekly Information
Technology-Dependent Manual Detective Control
The auditor determined that cash, accounts payable, and inventory were
significant accounts to the audit of the company’s internal control over
financial reporting. Through discussions with company personnel, the
auditor learned that the company’s computer system performs a three-way
match of the receiver, purchase order, and invoice. If there are any
exceptions, the system produces a list of unmatched items that employees
review and follow up on weekly.

In this case, the computer match is a programmed application control, and
the review and follow-up of the unmatched items report is a detective
control. To determine whether misstatements in cash (existence) and
accounts payable/inventory (existence, valuation, and completeness)
would be prevented or detected on a timely basis, the auditor decided to
test the programmed application control of matching the receiver, pur
chase order, and invoice as well as the review and follow-up control over
unmatched items.
Nature, Timing, and Extent of Procedures. To test the programmed appli
cation control, the auditor:

a.

Identified, through discussion with company personnel, the soft
ware used to process receipts and purchase invoices. The soft
ware used was a third-party package consisting of a number of
modules.

b.

Determined, through further discussion with company person
nel, that they do not modify the core functionality of the soft
ware, but sometimes make personalized changes to reports to
meet the changing needs of the business. From previous experi
ence with the company’s information technology environment,
the auditor believes that such changes are infrequent and that
information technology process controls are well established.

c.

Established, through further discussion, that the inventory
module operated the receiving functionality, including the
matching of receipts to open purchase orders. Purchase invoices
were processed in the accounts payable module, which matched
them to an approved purchase order against which a valid
receipt has been made. That module also produced the Un
matched Items Report, a standard report supplied with the
package to which the company has not made any modifications.
That information was agreed to the supplier’s documentation
and to documentation within the information technology depart
ment.

d.

Identified, through discussions with the client and review of the
supplier’s documentation, the names, file sizes (in bytes), and
locations of the executable files (programs) that operate the
functionality under review. The auditor then identified the com
pilation dates of the programs and agreed them to the original
installation date of the application. The compilation date of the
report code was agreed to documentation held within the infor
mation technology department relating to the last change made
to that report (a change in formatting).
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Identified the objectives of the programs to be tested. The audi
tor wanted to determine whether appropriate items are received
(for example, match a valid purchase order), appropriate pur
chase invoices are posted (for example, match a valid receipt and
purchase order, non-duplicate reference numbers) and un
matched items (for example, receipts, orders or invoices) are
listed on the exception report. The auditor then reperformed all
those variations in the packages on a test-of-one basis to deter
mine that the programs operated as described.

In addition, the auditor had evaluated and tested general computer con
trols, including program changes (for example, confirmation that no un
authorized changes are undertaken to the functionality and that changes
to reports are appropriately authorized, tested, and approved before being
applied) and logical access (for example, user access to the inventory and
accounts payable modules and access to the area on the system where
report code is maintained), and concluded that they were operating effec
tively. (Since the computer is deemed to operate in a systematic manner,
the auditor concluded that it was sufficient to perform a walkthrough for
only the one item.)
To determine whether the programmed control was operating effectively,
the auditor performed a walkthrough in the month of July. As a result of
the walkthrough, the auditor performed and documented the following
items:
a.

Receiving cannot record the receipt of goods without matching
the receipt to a purchase order on the system. The auditor tested
that control by attempting to record the receipt of goods into the
system without a purchase order. However, the system did not
allow the auditor to do that. Rather, the system produced an
error message stating that the goods could not be recorded as
received without an active purchase order.

b.

An invoice will not be paid unless the system can match the
receipt and vendor invoice to an approved purchase order. The
auditor tested that control by attempting to approve an invoice
for payment in the system. The system did not allow the auditor
to do that. Rather, it produced an error message indicating that
invoices could not be paid without an active purchase order and
receiver.

c.

The system disallows the processing of invoices with identical
vendor and identical invoice numbers. In addition, the system
will not allow two invoices to be processed against the same
purchase order unless the sum of the invoices is less than the
amount approved on the purchase order. The auditor tested that
control by attempting to process duplicate invoices. However,
the system produced an error message indicating that the in
voice had already been processed.

d.

The system compares the invoice amounts to the purchase order.
If there are differences in quantity/extended price, and such
differences fall outside a preapproved tolerance, the system does
not allow the invoice to be processed. The auditor tested that
control by attempting to process an invoice that had quantity/price differences outside the tolerance level of 10 pieces, or
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$1,000. The system produced an error message indicating that
the invoice could not be processed because of such differences.
e.

The system processes payments only for vendors established in
the vendor master file. The auditor tested that control by at
tempting to process an invoice for a vendor that was not estab
lished in the vendor master file. However, the system did not
allow the payment to be processed.

f.

The auditor tested user access to the vendor file and whether
such users can make modifications to such file by attempting to
access and make changes to the vendor tables. However, the
system did not allow the auditor to perform that function and
produced an error message stating that the user was not author
ized to perform that function.

g.

The auditor verified the completeness and accuracy of the Un
matched Items Report by verifying that one unmatched item was
on the report and one matched item was not on the report.

Note: It is inadvisable for the auditor to have uncontrolled
access to the company’s systems in his or her attempts
described above to record the receipt of goods without a
purchase order, approve an invoice for payment, process
duplicate invoices, etc. These procedures ordinarily are per
formed in the presence of appropriate company personnel
so that they can be notified immediately of any breach to
their systems.

To test the detect control of review and follow up on the Unmatched Items
Report, the auditor performed the following procedures in the month of
July for the period January to July:
a.

b.

Made inquiries of company personnel. To gain an understanding
of the procedures in place to ensure that all unmatched items
are followed-up properly and that corrections are made on a
timely basis, the auditor made inquiries of the employee who
follows up on the weekly-unmatched items reports. On a weekly
basis, the control required the employee to review the Un
matched Items Report to determine why items appear on it. The
employee’s review includes proper follow-up on items, including
determining whether:

•

All open purchase orders are either closed or voided within
an acceptable amount of time.

•

The requesting party is notified periodically of the status of
the purchase order and the reason for its current status.

•

The reason the purchase order remains open is due to
incomplete shipment of goods and, if so, whether the vendor
has been notified.

•

There are quantity problems that should be discussed with
purchasing.

Observed the performance of the control. The auditor observed
the employee performing the control for the Unmatched Items
Reports generated during the first week in July.
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Reperformed the control. The auditor selected five weekly Un
matched Items Reports, selected several items from each, and
reperformed the procedures that the employee performed. The
auditor also scanned other Unmatched Items Reports to deter
mine that the control was performed throughout the period of
intended reliance.

To determine that the company had not made significant changes in their
controls from interim to year-end, the auditor discussed with company
personnel the procedures in place for making such changes. Since the
procedures had not changed from interim to year-end, the auditor observed
that the controls were still in place by scanning the weekly Unmatched
Items Reports to determine that the control was performed on a timely
basis during the interim to year-end period.
Based on the auditor’s procedures, the auditor concluded that the employee
was clearing exceptions in a timely manner and that the control was
operating effectively as of year-end.
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Appendix C
Safeguarding of Assets
Cl. Safeguarding of assets is defined in paragraph 7 as those policies and
procedures that “provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the company’s assets
that could have a material effect on the financial statements.” This definition
is consistent with the definition provided in the Committee of Sponsoring
Organizations (COSO) of the Treadway Commission’s Addendum, Reporting to
External Parties, which provides the following definition of internal control over
safeguarding of assets:
Internal control over safeguarding of assets against unauthorized acquisition,
use or disposition is a process, effected by an entity’s board of directors,
management and other personnel, designed to provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the entity’s assets that could have a material effect on the
financial statements. Such internal control can be judged effective if the board
of directors and management have reasonable assurance that unauthorized
acquisition, use or disposition of the entity’s assets that could have a material
effect on the financial statements is being prevented or detected on a timely
basis.

C2. For example, a company has safeguarding controls over inventory tags
(preventive controls) and also performs periodic physical inventory counts
(detective control) timely in relation to its quarterly and annual financial
reporting dates. Although the physical inventory count does not safeguard the
inventory from theft or loss, it prevents a material misstatement to the
financial statements if performed effectively and timely.

C3. Therefore, given that the definitions of material weakness and significant
deficiency relate to the likelihood of misstatement of the financial statements,
the failure of a preventive control such as inventory tags will not result in a
significant deficiency or material weakness if the detective control (physical
inventory) prevents a misstatement of the financial statements. The COSO
Addendum also indicates that to the extent that such losses might occur,
controls over financial reporting are effective if they provide reasonable assur
ance that those losses are properly reflected in the financial statements,
thereby alerting financial statement users to consider the need for action.

Note: Properly reflected in the financial statements includes both
correctly recording the loss and adequately disclosing the loss.
C4. Material weaknesses relating to controls over the safeguarding of assets
would only exist when the company does not have effective controls (considering
both safeguarding and other controls) to prevent or detect a material misstate
ment of the financial statements.

C5. Furthermore, management’s plans that could potentially affect financial
reporting in future periods are not controls. For example, a company’s business
continuity or contingency planning has no effect on the company’s current
abilities to initiate, authorize, record, process, or report financial data. There
fore, a company’s business continuity or contingency planning is not part of
internal control over financial reporting.
C6. The COSO Addendum provides further information about safeguarding
of assets as it relates to internal control over financial reporting.
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Appendix D
Examples of Significant Defici
encies and
Material Weakness
D1. Paragraph 8 of this standard defines a control deficiency. Paragraphs 9 and
10 go on to define a significant deficiency and a material weakness, respectively.

D2. Paragraphs 22 through 23 of this standard discuss materiality in an audit
of internal control over financial reporting, and paragraphs 130 through 140
provide additional direction on evaluating deficiencies in internal control over
financial reporting.
D3. The following examples illustrate how to evaluate the significance of
internal control deficiencies in various situations. These examples are for
illustrative purposes only.
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Example D-1

Reconciliations of Intercompany Accounts Are Not Performed
on a Timely Basis
Scenario A—Significant Deficiency. The company processes a signifi
cant number of routine intercompany transactions on a monthly basis.
Individual intercompany transactions are not material and primarily
relate to balance sheet activity, for example, cash transfers between
business units to finance normal operations.

A formal management policy requires monthly reconciliation of intercom
pany accounts and confirmation of balances between business units. How
ever, there is not a process in place to ensure performance of these
procedures. As a result, detailed reconciliations of intercompany accounts
are not performed on a timely basis. Management does perform monthly
procedures to investigate selected large-dollar intercompany account dif
ferences. In addition, management prepares a detailed monthly variance
analysis of operating expenses to assess their reasonableness.

Based only on these facts, the auditor should determine that this deficiency
represents a significant deficiency for the following reasons: The magni
tude of a financial statement misstatement resulting from this deficiency
would reasonably be expected to be more than inconsequential, but less
than material, because individual intercompany transactions are not ma
terial, and the compensating controls operating monthly should detect a
material misstatement. Furthermore, the transactions are primarily re
stricted to balance sheet accounts. However, the compensating detective
controls are designed only to detect material misstatements. The controls
do not address the detection of misstatements that are more than inconse
quential but less than material. Therefore, the likelihood that a misstate
ment that was more than inconsequential, but less than material, could
occur is more than remote.
Scenario B—Material Weakness. The company processes a significant
number of intercompany transactions on a monthly basis. Intercompany
transactions relate to a wide range of activities, including transfers of
inventory with intercompany profit between business units, allocation of
research and development costs to business units and corporate charges.
Individual intercompany transactions are frequently material.
A formal management policy requires monthly reconciliation of intercom
pany accounts and confirmation of balances between business units. How
ever, there is not a process in place to ensure that these procedures are
performed on a consistent basis. As a result, reconciliations of intercom
pany accounts are not performed on a timely basis, and differences in
intercompany accounts are frequent and significant. Management does not
perform any alternative controls to investigate significant intercompany
account differences.

Based only on these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude
of a financial statement misstatement resulting from this deficiency would
reasonably be expected to be material, because individual intercompany
transactions are frequently material and relate to a wide range of activi
ties. Additionally, actual unreconciled differences in intercompany ac
counts have been, and are, material. The likelihood of such a misstatement
is more than remote because such misstatements have frequently occurred
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and compensating controls are not effective, either because they are not
properly designed or not operating effectively. Taken together, the magni
tude and likelihood of misstatement of the financial statements resulting
from this internal control deficiency meet the definition of a material
weakness.
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Example D-2

Modifications to Standard Sales Contract Terms Not Reviewed
To Evaluate Impact on Timing and Amount of Revenue Recognition
Scenario A—Significant Deficiency. The company uses a standard
sales contract for most transactions. Individual sales transactions are not
material to the entity. Sales personnel are allowed to modify sales contract
terms. The company’s accounting function reviews significant or unusual
modifications to the sales contract terms, but does not review changes in
the standard shipping terms. The changes in the standard shipping terms
could require a delay in the timing of revenue recognition. Management
reviews gross margins on a monthly basis and investigates any significant
or unusual relationships. In addition, management reviews the reason
ableness of inventory levels at the end of each accounting period. The entity
has experienced limited situations in which revenue has been inappropri
ately recorded in advance of shipment, but amounts have not been material.

Based only on these facts, the auditor should determine that this deficiency
represents a significant deficiency for the following reasons: The magni
tude of a financial statement misstatement resulting from this deficiency
would reasonably be expected to be more than inconsequential, but less
than material, because individual sales transactions are not material and
the compensating detective controls operating monthly and at the end of
each financial reporting period should reduce the likelihood of a material
misstatement going undetected. Furthermore, the risk of material mis
statement is limited to revenue recognition errors related to shipping
terms as opposed to broader sources of error in revenue recognition.
However, the compensating detective controls are only designed to detect
material misstatements. The controls do not effectively address the detec
tion of misstatements that are more than inconsequential but less than
material, as evidenced by situations in which transactions that were not
material were improperly recorded. Therefore, there is a more than remote
likelihood that a misstatement that is more than inconsequential but less
than material could occur.
Scenario B—Material Weakness. The company has a standard sales
contract, but sales personnel frequently modify the terms of the contract.
The nature of the modifications can affect the timing and amount of revenue
recognized. Individual sales transactions are frequently material to the
entity, and the gross margin can vary significantly for each transaction.

The company does not have procedures in place for the accounting function
to regularly review modifications to sales contract terms. Although man

agement reviews gross margins on a monthly basis, the significant differ
ences in gross margins on individual transactions make it difficult for
management to identify potential misstatements. Improper revenue rec
ognition has occurred, and the amounts have been material.
Based only on these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude
of a financial statement misstatement resulting from this deficiency would
reasonably be expected to be material, because individual sales transac
tions are frequently material, and gross margin can vary significantly with
each transaction (which would make compensating detective controls
based on a reasonableness review ineffective). Additionally, improper revenue
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recognition has occurred, and the amounts have been material. Therefore,
the likelihood of material misstatements occurring is more than remote.
Taken together, the magnitude and likelihood of misstatement of the
financial statements resulting from this internal control deficiency meet
the definition of a material weakness.
Scenario C—Material Weakness. The company has a standard sales
contract, but sales personnel frequently modify the terms of the contract.
Sales personnel frequently grant unauthorized and unrecorded sales dis
counts to customers without the knowledge of the accounting department.
These amounts are deducted by customers in paying their invoices and are
recorded as outstanding balances on the accounts receivable aging. Al
though these amounts are individually insignificant, they are material in
the aggregate and have occurred consistently over the past few years.
Based on only these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude
of a financial statement misstatement resulting from this deficiency would
reasonably be expected to be material, because the frequency of occurrence
allows insignificant amounts to become material in the aggregate. The
likelihood of material misstatement of the financial statements resulting
from this internal control deficiency is more than remote (even assuming
that the amounts were fully reserved for in the company’s allowance for
uncollectible accounts) due to the likelihood of material misstatement of
the gross accounts receivable balance. Therefore, this internal control
deficiency meets the definition of a material weakness.
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Example D-3

Identification of Several Deficiencies
Scenario A—Material Weakness. During its assessment of internal
control over financial reporting, management identified the following
deficiencies. Based on the context in which the deficiencies occur, manage
ment and the auditor agree that these deficiencies individually represent
significant deficiencies:

•

Inadequate segregation of duties over certain information sys
tem access controls.

•

Several instances of transactions that were not properly re
corded in subsidiary ledgers; transactions were not material,
either individually or in the aggregate.

•

A lack of timely reconciliations of the account balances affected
by the improperly recorded transactions.

Based only on these facts, the auditor should determine that the combina
tion of these significant deficiencies represents a material weakness for
the following reasons: Individually, these deficiencies were evaluated as
representing a more than remote likelihood that a misstatement that is
more than inconsequential, but less than material, could occur. However,
each of these significant deficiencies affects the same set of accounts. Taken
together, these significant deficiencies represent a more than remote
likelihood that a material misstatement could occur and not be prevented
or detected. Therefore, in combination, these significant deficiencies rep
resent a material weakness.

Scenario B—Material Weakness. During its assessment of internal
control over financial reporting, management of a financial institution
identifies deficiencies in: the design of controls over the estimation of credit
losses (a critical accounting estimate); the operating effectiveness of con
trols for initiating, processing, and reviewing adjustments to the allowance
for credit losses; and the operating effectiveness of controls designed to
prevent and detect the improper recognition of interest income. Manage
ment and the auditor agree that, in their overall context, each of these
deficiencies individually represent a significant deficiency.

In addition, during the past year, the company experienced a significant
level of growth in the loan balances that were subjected to the controls
governing credit loss estimation and revenue recognition, and further
growth is expected in the upcoming year.
Based only on these facts, the auditor should determine that the combina
tion of these significant deficiencies represents a material weakness for
the following reasons:
•

The balances of the loan accounts affected by these significant
deficiencies have increased over the past year and are expected
to increase in the future.

•

This growth in loan balances, coupled with the combined effect
of the significant deficiencies described, results in a more than
remote likelihood that a material misstatement of the allowance
for credit losses or interest income could occur.

Therefore, in combination, these deficiencies meet the definition of a
material weakness.
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Appendix E

Background and Basis for Conclusions
Introduction
E1. This appendix summarizes factors that the Public Company Accounting
Oversight Board (the “Board”) deemed significant in reaching the conclusions
in the standard. This appendix includes reasons for accepting certain views and
rejecting others.

Background
E2. Section 404(a) of the Sarbanes-Oxley Act of 2002 (the “Act”), and the
Securities and Exchange Commission’s (SEC) related implementing rules,
require the management of a public company to assess the effectiveness of the
company’s internal control over financial reporting, as of the end of the com
pany’s most recent fiscal year. Section 404(a) of the Act also requires manage
ment to include in the company’s annual report to shareholders management’s
conclusion as a result of that assessment of whether the company’s internal
control over financial reporting is effective.

E3. Sections 103(a)(2)(A) and 404(b) of the Act direct the Board to establish
professional standards governing the independent auditor’s attestation and
reporting on management’s assessment of the effectiveness of internal control
over financial reporting.
E4. The backdrop for the development of the Board’s first major auditing
standard was, of course, the spectacular audit failures and corporate malfea
sance that led to the passage of the Act. Although all of the various components
of the Act work together to help restore investor confidence and help prevent
the types of financial reporting breakdowns that lead to the loss of investor
confidence, Section 404 of the Act is certainly one of the most visible and
tangible changes required by the Act.
E5. The Board believes that effective controls provide the foundation for
reliable financial reporting. Congress believed this too, which is why the new
reporting by management and the auditor on the effectiveness of internal
control over financial reporting received such prominent attention in the Act.
Internal control over financial reporting enhances a company’s ability to
produce fair and complete financial reports. Without reliable financial reports,
making good judgments and decisions about a company becomes very difficult
for anyone, including the board of directors, management, employees, inves
tors, lenders, customers, and regulators. The auditor’s reporting on manage
ment’s assessment of the effectiveness of internal control over financial
reporting provides users of that report with important assurance about the
reliability of the company’s financial reporting.
E6. The Board’s efforts to develop this standard were an outward expression
of the Board’s mission, “to protect the interests of investors and further the
public interest in the preparation of informative, fair, and independent audit
reports.” As part of fulfilling that mission as it relates to this standard, the
Board considered the advice that respected groups had offered to other auditing
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standards setters in the past. For example, the Public Oversight Board’s Panel
on Audit Effectiveness recommended that “auditing standards need to provide
clear, concise and definitive imperatives for auditors to follow.”1 As another
example, the International Organization of Securities Commissioners advised
the International Auditing and Assurance Standards Board “that the IAASB
must take care to avoid language that could inadvertently encourage inappro
priate shortcuts in audits, at a time when rigorous audits are needed more than
ever to restore investor confidence.”1
2

E7. The Board understood that, to effectively fulfill its mission and for this
standard to achieve its ultimate goal of restoring investor confidence by
increasing the reliability of public company financial reporting, the Board’s
standard must contain clear directions to the auditor consistent with investor’s
expectations that the reliability of financial reporting be significantly im
proved. Just as important, the Board recognized that this standard must
appropriately balance the costs to implement the standard’s directions with the
benefits of achieving these important goals. As a result, all of the Board’s
decisions about this standard were guided by the additional objective of creat
ing a rational relationship between costs and benefits.
E8. When the Board adopted its interim attestation standards in Rule 3300T
on an initial, transitional basis, the Board adopted a pre-existing standard
governing an auditor’s attestation on internal control over financial reporting.3
As part of the Board’s process of evaluating that pre-existing standard, the
Board convened a public roundtable discussion on July 29, 2003 to discuss
issues and hear views related to reporting on internal control over financial
reporting. The participants at the roundtable included representatives from
public companies, accounting firms, investor groups, and regulatory organiza
tions. Based on comments made at the roundtable, advice from the Board’s
staff, and other input the Board received, the Board determined that the
preexisting standard governing an auditor’s attestation on internal control over
financial reporting was insufficient for effectively implementing the require
ments of Section 404 of the Act and for the Board to appropriately discharge
its standard-setting obligations under Section 103(a) of the Act. In response,
the Board developed and issued, on October 7, 2003, a proposed auditing
standard titled, An Audit of Internal Control Over Financial Reporting Per
formed in Conjunction with An Audit of Financial Statements.
E9. The Board received 189 comment letters on a broad array of topics from a
variety of commenters, including auditors, investors, internal auditors, issuers,
regulators, and others. Those comments led to changes in the standard, in
tended to make the requirements of the standard clearer and more operational.
This appendix summarizes significant views expressed in those comment
letters and the Board’s responses.
1 Panel on Audit Effectiveness, Report and Recommendations, sec. 2.228 (August 31, 2000).

2 April 8, 2003 comment letter from the International Organization of Securities Commissions to
the International Auditing and Assurance Standards Board regarding the proposed international
standards on audit risk (Amendment to ISA 200, “Objective and Principles Governing an Audit of
Financial Statements;” proposed ISAs, “Understanding the Entity and Its Environment and Assess
ing the Risks of Material Misstatement;” “Auditor’s Procedures in Response to Assessed Risks;” and
“Audit Evidence”).

3 The pre-existing standard is Chapter 5, “Reporting on an Entity’s Internal Control Over
Financial Reporting” of Statement on Standards for Attestation Engagements (SSAE) No. 10, At
testation Standards: Revision and Recodification (AICPA, Professional Standards, Vol. 1, AT sec.
501). SSAE No. 10 has been codified into AICPA Professional Standards, Volume 1, as AT sections 101
through 701.
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Fundamental Scope of the Auditor's Work in an Audit of
Internal Control Over Financial Reporting
E10. The proposed standard stated that the auditor’s objective in an audit of
internal control over financial reporting was to express an opinion on manage
ment’s assessment of the effectiveness of the company’s internal control over
financial reporting. To render such an opinion, the proposed standard required
the auditor to obtain reasonable assurance about whether the company main
tained, in all material respects, effective internal control over financial report
ing as of the date specified in management’s report. To obtain reasonable
assurance, the auditor was required to evaluate both management’s process for
making its assessment and the effectiveness of internal control over financial
reporting.
E11. Virtually all investors and auditors who submitted comment letters
expressed support for this approach. Other commenters, primarily issuers,
expressed concerns that this approach was contrary to the intent of Congress
and, therefore, beyond what was specifically required by Section 404 of the Act.
Further, issuers stated their views that this approach would lead to unneces
sary and excessive costs. Some commenters in this group suggested the audi
tor’s work should be limited to evaluating management’s assessment process
and the testing performed by management and internal audit. Others acknow
ledged that the auditor would need to test at least some controls directly in
addition to evaluating and testing management’s assessment process. How
ever, these commenters described various ways in which the auditor’s own
testing could be significantly reduced from the scope expressed in the proposed
standard. For instance, they proposed that the auditor could be permitted to
use the work of management and others to a much greater degree; that the
auditor could use a “risk analysis” to identify only a few controls to be tested;
and a variety of other methods to curtail the extent of the auditor’s work. Of
those opposed to the scope, most cited their belief that the scope of work
embodied in the standard would lead to a duplication of effort between man
agement and the auditor which would needlessly increase costs without adding
significant value.

E12. After considering the comments, the Board retained the approach de
scribed in the proposed standard. The Board concluded that the approach taken
in the standard is consistent with the intent of Congress. Also, to provide the
type of report, at the level of assurance called for in Sections 103 and 404, the
Board concluded that the auditor must evaluate both management’s assess
ment process and the effectiveness of internal control over financial reporting.
Finally, the Board noted the majority of the cost to be borne by companies (and
ultimately investors) results directly from the work the company will have to
perform to maintain effective internal control over financial reporting and to
comply with Section 404(a) of the Act. The cost of the auditor’s work as described
in this standard ultimately will represent a smaller portion of the total cost to
companies of implementing Section 404.
E13. The Board noted that large, federally insured financial institutions have
had a similar internal control reporting requirement for over ten years. The
Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) has
required, since 1993, managements of large financial institutions to make an
assessment of internal control over financial reporting effectiveness and the
institution’s independent auditor to issue an attestation report on manage
ment’s assessment.
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E14. The attestation standards under which FDICIA engagements are cur
rently performed are clear that, when performing an examination of manage
ment’s assertion on the effectiveness of internal control over financial reporting
(management’s report on the assessment required by Section 404(a) of the Act
must include a statement as to whether the company’s internal control over
financial reporting is effective), the auditor may express an opinion either on
management’s assertion (that is, whether management’s assessment about the
effectiveness of the internal control over financial reporting is fairly stated) or
directly on the subject matter (that is, whether the internal control over
financial reporting is effective) because the level of work that must be per
formed is the same in either case.
E15. The Board observed that Congress indicated an intent to require an
examination level of work in Section 103(a) of the Act, which states, in part,
that each registered public accounting firm shall:
describe in each audit report the scope of the auditor’s testing of the
internal control structure and procedures of the issuer, required by Section
404(b), and present (in such report or in a separate report)—

(I)

the findings of the auditor from such testing;

(II)

an evaluation of whether such internal control structure
and procedures—

(aa)

include maintenance of records that in reasonable
detail accurately reflect the transactions and dispo
sitions of the assets of the issuer;

(bb)

provide reasonable assurance that transactions are
recorded as necessary to permit preparation of fi
nancial statements in accordance with generally
accepted accounting principles, and that receipts
and expenditures of the issuer are being made only
in accordance with authorizations of management
and directors of the issuer; and

(III) a description, at a minimum, of material weaknesses in such
internal controls, and of any material noncompliance found on the
basis of such testing, [emphasis added].

E16. The Board concluded that the auditor must test internal control over
financial reporting directly, in the manner and extent described in the stand
ard, to make the evaluation described in Section 103. The Board also inter
preted Section 103 to provide further support that the intent of Congress was
to require an opinion on the effectiveness of internal control over financial
reporting.
E17. The Board concluded that the auditor must obtain a high level of
assurance that the conclusion expressed in management’s assessment is correct
to provide an opinion on management’s assessment. An auditing process
restricted to evaluating what management has done would not provide the
auditor with a sufficiently high level of assurance that management’s conclu
sion is correct. Instead, it is necessary for the auditor to evaluate management’s
assessment process to be satisfied that management has an appropriate basis
for its statement, or assertion, about the effectiveness of the company’s internal
control over financial reporting. It also is necessary for the auditor to directly
test the effectiveness of internal control over financial reporting to be satisfied
that management’s conclusion is correct, and that management’s assertion is
fairly stated.
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E18. This testing takes on added importance with the public nature of the
internal control reporting. Because of the auditor’s association with a state
ment by management that internal control over financial reporting is effective,
it is reasonable for a user of the auditor’s report to expect that the auditor tested
the effectiveness of internal control over financial reporting. For the auditor to
do otherwise would create an expectation gap, in which the assurance that the
auditor obtained is less than what users reasonably expect.
E19. Auditors, investors, and the Federal bank regulators reaffirmed in their
comment letters on the proposed auditing standard that the fundamental
approach taken by the Board was appropriate and necessary. Investors were
explicit in their expectation that the auditor must test the effectiveness of
controls directly in addition to evaluating management’s assessment process.
Investors further recognized that this kind of assurance would come at a price
and expressed their belief that the cost of the anticipated benefits was reason
able. The federal banking regulators, based on their experience examining
financial institutions’ internal control assessments and independent auditors’
attestation reports under FDICIA, commented that the proposed auditing
standard was a significant improvement over the existing attestation standard.

Reference to Audit vs. Attestation
E20. The proposed standard referred to the attestation required by Section
404(b) of the Act as the audit of internal control over financial reporting instead
of an attestation of management’s assessment. The proposed standard took that
approach both because the auditor’s objective is to express an opinion on manage
ment’s assessment of the effectiveness of internal control over financial report
ing, just as the auditor’s objective in an audit of the financial statements is to
express an opinion on the fair presentation of the financial statements, and because
the level of assurance obtained by the auditor is the same in both cases. Further
more, the proposed standard described an integrated audit of the financial
statements and internal control over financial reporting and allowed the auditor
to express his or her opinions on the financial statements and on the effective
ness of internal control in separate reports or in a single, combined report.
E21. Commenters’ views on this matter frequently were related to their views
on whether the proposed scope of the audit was appropriate. Those who agreed
that the scope in the proposed standard was appropriate generally agreed that
referring to the engagement as an audit was appropriate. On the other hand,
commenters who objected to the scope of work described in the proposed
standard often drew an important distinction between an audit and an attesta
tion. Because Section 404 calls for an attestation, they believed it was inappro
priate to call the engagement anything else (or to mandate a scope that called
for a more extensive level of work).

E22. Based, in part, on the Board’s decisions about the scope of the audit of
internal control over financial reporting, the Board concluded that the engage
ment should continue to be referred to as an “audit.” This term emphasizes the

nature of the auditor’s objective and communicates that objective most clearly
to report users. Use of this term also is consistent with the integrated approach
described in the standard and the requirement in Section 404 of the Act that
this reporting not be subject to a separate engagement.

E23. Because the Board’s standard on internal control is an auditing standard,
it is preferable to use the term audit to describe the engagement rather than
the term examination, which is used in the attestation standards to describe
an engagement designed to provide a high level of assurance.
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E24. Finally, the Board believes that using the term audit helps dispel the
misconception that an audit of internal control over financial reporting is a
different level of service than an attestation of management’s assessment of
internal control over financial reporting.

Form of the Auditor's Opinion
E25. The proposed auditing standard required that the auditor’s opinion in
his or her report state whether management’s assessment of the effectiveness
of the company’s internal control over financial reporting as of the specified
date is fairly stated, in all material respects, based on the control criteria.
However, the proposed standard also stated that nothing precluded the auditor
from auditing management’s assessment and opining directly on the effective
ness of internal control over financial reporting. This is because the scope of
the work, as defined by the proposed standard, was the same, regardless of
whether the auditor reports on management’s assessment or directly on the
effectiveness of internal control over financial reporting. The form of the
opinion was essentially interchangeable between the two.
E26. However, if the auditor planned to issue other than an unqualified
opinion, the proposed standard required the auditor to report directly on the
effectiveness of the company’s internal control over financial reporting rather
than on management’s assessment. The Board initially concluded that express
ing an opinion on management’s assessment, in these circumstances, did not
most effectively communicate the auditor’s conclusion that internal control was
not effective. For example, if management expresses an adverse assessment
because a material weakness exists at the date of management’s assessment
(“.. .internal control over financial reporting is not effective...”) and the auditor
expresses his or her opinion on management’s assessment (“...management’s
assessment that internal control over financial reporting is not effective is fairly
stated, in all material respects...”), a reader might not be clear about the results
of the auditor’s testing and about the auditor’s conclusions. The Board initially
decided that reporting directly on the effectiveness of the company’s internal
control over financial reporting better communicates to report users the effect
of such conditions, because direct reporting more clearly states the auditor’s
conclusions about the effectiveness of internal control over financial reporting
(“In our opinion, because of the effect of the material weakness described..., the
Company’s internal control over financial reporting is not effective.”).

E27. A number of commenters were supportive of the model described in the
previous paragraph, as they agreed with the Board’s reasoning. However, several
commenters believed that report users would be confused as to why the form of the
auditor’s opinion would be different in various circumstances. These commenters
thought that the auditor’s opinion should be consistently expressed in all reports.
Several auditors recommended that auditors always report directly on the effec
tiveness of the company’s internal control over financial reporting. They reasoned
that the scope of the audit—which always would require the auditor to obtain
reasonable assurance about whether the internal control over financial reporting
was effective—would be more clearly communicated, in all cases, by the auditor
reporting directly on the effectiveness of internal control over financial reporting.
Other commenters suggested that the auditor always should express two opinions:
one on management’s assessment and one directly on the effectiveness of internal
control over financial reporting. They believed the Act called for two opinions:
Section 404 calls for an opinion on management’s assessment, while Section 103
calls for an opinion directly on the effectiveness of internal control over financial
reporting.
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E28. The Board believes that the reporting model in the proposed standard is
appropriate. However, the Board concluded that the expression of two opin
ions—one on management’s assessment and one on the effectiveness of internal
control over financial reporting—in all reports is a superior approach that
balances the concerns of many different interested parties. This approach is
consistent with the scope of the audit, results in more consistent reporting in
differing circumstances, and makes the reports more easily understood by
report users. Therefore, the standard requires that the auditor express two
opinions in all reports on internal control over financial reporting.

Use of the Work of Others
E29. After giving serious consideration to a rational relationship between
costs and benefits, the Board decided to change the provisions in the proposed
standard regarding using the work of others. The proposed standard required
the auditor to evaluate whether to use the work of others, such as internal
auditors and others working under the direction of management, and described
an evaluation process focused on the competence and objectivity of the persons
who performed the work that the auditor was required to use when determining
the extent to which he or she could use the work of others.

E30. The proposed standard also described two principles that limited the
auditor’s ability to use of the work of others. First, the proposed standard
defined three categories of controls and the extent to which the auditor could
use the work of others in each of those categories:

•

Controls for which the auditor should not rely on the work of others,
such as controls in the control environment and controls specifically
intended to prevent or detect fraud that is reasonably likely to have a
material effect on the company’s financial statements,

•

Controls for which the auditor may rely on the work of others, but his
or her reliance on the work of others should be limited, such as controls
over nonroutine transactions that are considered high risk because
they involve judgments and estimates, and

•

Controls for which the auditor’s reliance on the work of others is not
specifically limited, such as controls over routine processing of signifi
cant accounts.

E31. Second, the proposed standard required that, on an overall basis, the
auditor’s own work must provide the principal evidence for the audit opinion
(this is referred to as the principal evidence provision).
E32. In the proposed standard, these two principles provided the auditor with
flexibility in using the work of others while preventing him or her from placing
inappropriate over-reliance on the work of others. Although the proposed
standard required the auditor to reperform some of the tests performed by
others to use their work, it did not establish specific requirements for the extent
of the reperformance. Rather, it allowed the auditor to use his or her judgment
and the directions provided by the two principles discussed in the previous two
paragraphs to determine the appropriate extent of reperformance.
E33. The Board received a number of comments that agreed with the proposed
three categories of controls and the principal evidence provision. However, most
commenters expressed some level of concern with the categories, the principal
evidence provision, or both.

E34. Comments opposing or criticizing the categories of controls varied from
general to very specific. In general terms, many commenters (particularly
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issuers) expressed concern that the categories described in the proposed stand
ard were too restrictive. They believed the auditor should be able to use his or
her judgment to determine in which areas and to what extent to rely on the
work of others. Other commenters indicated that the proposed standard did not
place enough emphasis on the work of internal auditors whose competence and
objectivity, as well as adherence to professional standards of internal auditing,
should clearly set their work apart from the work performed by others in the
organization (such as management or third parties working under manage
ment’s direction). Further, these commenters believed that the standard should
clarify that the auditor should be able to use work performed by internal
auditors extensively. In that case, their concerns about excessive cost also
would be partially alleviated.

E35. Other commenters expressed their belief that the proposed standard
repudiated the approach established in AU sec. 322, The Auditor’s Considera
tion of the Internal Audit Function in an Audit of Financial Statements, for the
auditor’s use of the work of internal auditors in a financial statement audit.
Commenters also expressed very specific and pointed views on the three
categories of controls. As defined in the proposed standard, the first category
(in which the auditor should not use the work of others at all) included:

•

Controls that are part of the control environment, including controls
specifically established to prevent and detect fraud that is reasonably
likely to result in material misstatement of the financial statements.

•

Controls over the period-end financial reporting process, including
controls over procedures used to enter transaction totals into the
general ledger; to initiate, record, and process journal entries in the
general ledger; and to record recurring and nonrecurring adjustments
to the financial statements (for example, consolidating adjustments,
report combinations, and reclassifications).

•

Controls that have a pervasive effect on the financial statements, such
as certain information technology general controls on which the oper
ating effectiveness of other controls depend.

•

Walkthroughs.

E36. Commenters expressed concern that the prohibition on using the work
of others in these areas would (a) drive unnecessary and excessive costs, (b) not
give appropriate recognition to those instances in which the auditor evaluated
internal audit as having a high degree of competence and objectivity, and (c)
be impractical due to resource constraints at audit firms. Although each
individual area was mentioned, the strongest and most frequent objections
were to the restrictions imposed over the inclusion in the first category of
walkthroughs, controls over the period-end financial reporting process, and
information technology general controls. Some commenters suggested the
Board should consider moving these areas from the first category to the second
category (in which using the work of others would be limited, rather than
prohibited); others suggested removing any limitation on using the work of
others in these areas altogether.
E37. Commenters also expressed other concerns with respect to the three
control categories. Several commenters asked for clarification on what consti
tuted limited use of the work of others for areas included in the second category.
Some commenters asked for clarification about the extent of reperformance
necessary for the auditor to use the work of others. Other commenters ques
tioned the meaning of the term without specific limitation in the third category
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by asking, did this mean that the auditor could use the work of others in these
areas without performing or reperforming any work in those areas?
E38. Although most commenters suggested that the principal evidence
threshold for the auditor’s own work be retained, some commenters objected to
the principal evidence provision. Although many commenters identified the
broad array of areas identified in the first category (in which the auditor should
not use the work of others at all) as the key driver of excessive costs, others
identified the principal evidence provision as the real source of their excessive
cost concerns. Even if the categories were redefined in such a way as to permit
the auditor to use the work of others in more areas, any associated decrease in
audit cost would be limited by the principal evidence provision which, if
retained, would still require significant original work on the part of the auditor.
On the other hand, both investors and auditors generally supported retaining
the principal evidence provision as playing an important role in ensuring the
independence of the auditor’s opinion and preventing inappropriate overreli
ance on the work of internal auditors and others.

E39. Commenters who both supported and opposed the principal evidence
provision indicated that implementing it would be problematic because the
nature of the work in an audit of internal control over financial reporting does
not lend itself to a purely quantitative measurement. Thus, auditors would be
forced to use judgment when determining whether the principal evidence
provision has been satisfied.
E40. In response to the comments, the Board decided that some changes to
the guidance on using the work of others were necessary. The Board did not
intend to reject the concepts in AU sec. 322 and replace them with a different
model. Although AU sec. 322 is designed to apply to an audit of financial
statements, the Board concluded that the concepts contained in AU sec. 322
are sound and should be used in an audit of internal control over financial
reporting, with appropriate modification to take into account the differences in
the nature of the evidence necessary to support an opinion on financial state
ments and the evidence necessary to support an opinion on internal control
effectiveness. The Board also wanted to make clear that the concepts in AU sec.
322 also may be applied, with appropriate auditor judgment, to the relevant
work of others.
E41. The Board remained concerned, however, with the possibility that audi
tors might overrely on the work of internal auditors and others. Inappropriate
overreliance can occur in a variety of ways. For example, an auditor might rely
on the work of a highly competent and objective internal audit function for
proportionately too much of the evidence that provided the basis for the
auditor’s opinion. Inappropriate overreliance also occurs when the auditor
incorrectly concludes that internal auditors have a high degree of competence
and objectivity when they do not, perhaps because the auditor did not exercise
professional skepticism or due professional care when making his or her
evaluation. In either case, the result is the same: unacceptable risk that the
auditor’s conclusion that internal control over financial reporting is effective is
incorrect. For example, federal bank regulators commented that, in their
experience with FDICIA, auditors have a tendency to rely too heavily on the
work of management and others, further noting that this situation diminishes
the independence of the auditor’s opinion on control effectiveness.

E42. The Board decided to revise the categories of controls by focusing on the
nature of the controls being tested, evaluating the competence and objectivity
of the individuals performing the work, and testing the work of others. This
allows the auditor to exercise substantial judgment based on the outcome of
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this work as to the extent to which he or she can make use of the work of internal
auditors or others who are suitably qualified.

E43. This standard emphasizes the direct relationship between the assessed
level of competence and objectivity and the extent to which the auditor may use
the work of others. The Board included this clarification to highlight the special
status that a highly competent and objective internal auditor has in the
auditor’s work as well as to caution against inappropriate overreliance on the
work of management and others who would be expected to have lower degrees
of competence and objectivity in assessing controls. Indeed, the Board noted
that, with regard to internal control over financial reporting, internal auditors
would normally be assessed as having a higher degree of competence and
objectivity than management or others and that an auditor will be able to rely
to a greater extent on the work of a highly competent and objective internal
auditor than on work performed by others within the company.
E44. The Board concluded that the principal evidence provision is critical to
preventing overreliance on the work of others in an audit of internal control
over financial reporting. The requirement for the auditor to perform enough of
the control testing himself or herself so that the auditor’s own work provides
the principal evidence for the auditor’s opinion is of paramount importance to
the auditor’s assurance providing the level of reliability that investors expect.
However, the Board also decided that the final standard should articulate
clearly that the auditor’s judgment about whether he or she has obtained the
principal evidence required is qualitative as well as quantitative. Therefore,
the standard now states, “Because the amount of work related to obtaining
sufficient evidence to support an opinion about the effectiveness of controls is
not susceptible to precise measurement, the auditor’s judgment about whether
he or she has obtained the principal evidence for the opinion will be qualitative
as well as quantitative. For example, the auditor might give more weight to
work performed on pervasive controls and in areas such as the control environ
ment than on other controls, such as controls over low-risk, routine transactions.”
E45. The Board also concluded that a better balance could be achieved in the
standard by instructing the auditor to factor into the determination of the
extent to which to use the work of others an evaluation of the nature of the
controls on which others performed their procedures.
E46. Paragraph 112 of the standard provides the following factors the auditor
should consider when evaluating the nature of the controls subjected to the
work of others:

•

The materiality of the accounts and disclosures that the control ad
dresses and the risk of material misstatement.

•

The degree of judgment required to evaluate the operating effective
ness of the control (that is, the degree to which the evaluation of the
effectiveness of the control requires evaluation of subjective factors
rather than objective testing).

•

The pervasiveness of the control.

•

The level ofjudgment or estimation required in the account or disclosure.

•

The potential for management override of the control.

E47. As these factors increase in significance, the need for the auditor to
perform his or her own work on those controls increases. As these factors
decrease in significance, the auditor may rely more on the work of others.
Because of the nature of controls in the control environment, however, the
standard does not allow the auditor to use the work of others to reduce the
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amount of work he or she performs on such controls. In addition, the standard
also does not allow the auditor to use the work of others in connection with the
performance of walkthroughs of major classes of transactions because of the
high degree of judgment required when performing them (See separate discus
sion in paragraphs E51 through E57).

E48. The Board decided that this approach was responsive to those who
believed that the auditor should be able to use his or her judgment in deter
mining the extent to which to use the work of others. The Board designed the
requirement that the auditor’s own work must provide the principal evidence
for the auditor’s opinion as one of the boundaries within which the auditor
determines the work he or she must perform himself or herself in the audit of
internal control over financial reporting. The other instructions about using
the work of others provide more specific direction about how the auditor makes
this determination, but allow the auditor significant flexibility to use his or her
judgment to determine the work necessary to obtain the principal evidence,
and to determine when the auditor can use the work of others rather than
perform the work himself or herself. Although some of the directions are specific
and definitive, such as the directions for the auditor to perform tests of controls
in the control environment and walkthroughs himself or herself, the Board
decided that these areas were of such audit importance that the auditor should
always perform this testing as part of obtaining the principal evidence for his
or her opinion. The Board concluded that this approach appropriately balances
the use of auditor judgment and the risk of inappropriate overreliance.
E49. The Board was particularly concerned by comments that issuers might
choose to reduce their internal audit staff or the extent of internal audit testing
in the absence of a significant change in the proposed standard that would
significantly increase the extent to which the auditor may use the work of
internal auditors. The Board believes the standard makes clear that an effec
tive internal audit function does permit the auditor to reduce the work that
otherwise would be necessary.

E50. Finally, as part of clarifying the linkage between the degree of compe
tence and objectivity of the others and the ability to use their work, the Board
decided that additional clarification should be provided on the extent of testing
that should be required of the work of others. The Board noted that the
interaction of the auditor performing walkthroughs of every significant process
and the retention of the principal evidence provision precluded the need for the
auditor to test the work of others in every significant account. However, testing
the work of others is an important part of an ongoing assessment of their
competence and objectivity. Therefore, as part of the emphasis on the direct
relationship between the assessed level of competence and objectivity to the
extent of the use of the work of others, additional provisions were added
discussing how the results of the testing of the work of others might affect the
auditor’s assessment of competence and objectivity. The Board also concluded
that testing the work of others should be clearly linked to an evaluation of the
quality and effectiveness of their work.

Walkthroughs
E51. The proposed standard included a requirement that the auditor perform
walkthroughs, stating that the auditor should perform a walkthrough for all of
the company’s significant processes. In the walkthrough, the auditor was to
trace all types of transactions and events, both recurring and unusual, from
origination through the company’s information systems until they were in
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eluded in the company’s financial reports. As stated in the proposed standard,
walkthroughs provide the auditor with evidence to:

•

Confirm the auditor’s understanding of the process flow of transactions;

•

Confirm the auditor’s understanding of the design of controls identi
fied for all five components of internal control over financial reporting,
including those related to the prevention or detection of fraud;

•

Confirm that the auditor’s understanding of the process is complete
by determining whether all points in the process at which misstate
ments related to each relevant financial statement assertion that
could occur have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

E52. A number of commenters expressed strong support for the requirement
for the auditor to perform walkthroughs as described in the proposed standard.
They agreed that auditors who did not already perform the type of walkthrough
described in the proposed standard should perform them as a matter of good
practice. These commenters further recognized that the first-hand under
standing an auditor obtains from performing these walkthroughs puts the
auditor in a much better position to design an effective audit and to evaluate
the quality and effectiveness of the work of others. They considered the
walkthrough requirement part of “getting back to basics,” which they viewed
as a positive development.

E53. Some commenters expressed general support for walkthroughs as re
quired procedures, but had concerns about the scope of the work. A number of
commenters suggested that requiring walkthroughs of all significant processes
and all types of transactions would result in an overwhelming and unreason
able number of walkthroughs required. Commenters made various suggestions
for alleviating this problem, including permitting the auditor to determine,
using broad auditor judgment, which classes of transactions to walk through
or refining the scope of “all types of transactions” to include some kind of
consideration of risk and materiality.
E54. Other commenters believed that required walkthroughs would result in
excessive cost if the auditor were prohibited from using the work of others.
These commenters suggested that the only way that required walkthroughs
would be a reasonable procedure is to permit the auditor to use the work of
others. Although commenters varied on whether the auditor’s use of the work
of others for walkthroughs should be liberal or limited, and whether it should
include management or be limited to internal auditors, a large number of
commenters suggested that limiting walkthroughs to only the auditor himself
or herself was impractical.
E55. The Board concluded that the objectives of the walkthroughs cannot be
achieved second-hand. For the objectives to be effectively achieved, the auditor
must perform the walkthroughs himself or herself. Several commenters who
objected to the prohibition on using the work of internal auditors for walk
throughs described situations in which internal auditors would be better able
to effectively perform walkthroughs because internal auditors understood the
company’s business and controls better than the external auditor and because
the external auditor would struggle in performing walkthroughs due to a lack
of understanding. The Board observed that these commenters’ perspectives
support the importance of requiring the external auditor to perform walk
throughs. If auditors struggle to initially perform walkthroughs because their
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knowledge of the company and its controls is weak, then that situation would
only emphasize the necessity for the auditor to increase his or her level of
understanding. After considering the nature and extent of the procedures that
would be required to achieve these objectives, the Board concluded that per
forming walkthroughs would be the most efficient means of doing so. The
first-hand understanding the auditor will obtain of the company’s processes
and its controls through the walkthroughs will translate into increased effec
tiveness and quality throughout the rest of the audit, in a way that cannot be
achieved otherwise.

E56. The Board also decided that the scope of the transactions that should be
subjected to walkthroughs should be more narrowly defined. To achieve the
objectives the Board intended for walkthroughs to accomplish, the auditor should
not be forced to perform walkthroughs on what many commenters reasoned
was an unreasonably large population. The Board decided that the auditor
should be able to use judgment in considering risk and materiality to determine
which transactions and events within a given significant process to walk
through. As a result, the directions in the standard on determining significant
processes and major classes of transactions were expanded, and the population
of transactions for which auditors will be required to walk through narrowed
by replacing “all types of transactions” with “major classes of transactions.”
E57. Although judgments of risk and materiality are inherent in identifying
major classes of transactions, the Board decided to also remove from the
standard the statement, “walkthroughs are required procedures” as a means
of further clarifying that auditor judgment plays an important role in deter
mining the major classes of transactions for which to perform a walkthrough.
The Board observed that leading off the discussion of walkthroughs in the
standard with such a sentence could be read as setting a tone that diminished
the role of judgment in selecting the transactions to walk through. As a result,
the directions in the standard on performing walkthroughs begin with, “The
auditor should perform at least one walkthrough for each major class of
transactions...” The Board’s decision to eliminate the statement “walkthroughs
are required procedures” should not be viewed as an indication that performing
walkthroughs are optional under the standard’s directions. The Board believes
the auditor might be able to achieve the objectives of a walkthrough by
performing a combination of procedures, including inquiry, inspection, obser
vation, and reperformance; however, performing a walkthrough represents the
most efficient and effective means of doing so. The auditor’s work on the control
environment and walkthroughs is an important part of the principal evidence
that the auditor must obtain himself or herself.

Small Business Issues
E58. Appendix E of the proposed standard discussed small and medium-sized
company considerations. Comments were widely distributed on this topic. A
number of commenters indicated that the proposed standard gave adequate
consideration to how internal control is implemented in, and how the audit of
internal control over financial reporting should be conducted at, small and
medium-sized companies. Other commenters, particularly smaller issuers and
smaller audit firms, indicated that the proposed standard needed to provide
much more detail on how internal control over financial reporting could be
different at a small or medium-sized issuer and how the auditor’s approach could
differ. Some of these commenters indicated that the concepts articulated in the
Board’s proposing release concerning accommodations for small and medium
sized companies were not carried through to the proposed standard itself.
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E59. On the other hand, other commenters, particularly large audit firms and
investors, expressed views that the proposed standard went too far in creating
too much of an accommodation for small and medium-sized issuers. In fact,
many believed that the proposed standard permitted those issuers to have less
effective internal control over financial reporting than larger issuers, while
providing guidance to auditors permitting them to perform less extensive
testing at those small and medium-sized issuers than they might have at larger
issuers. These commenters stressed that effective internal control over finan
cial reporting is equally important at small and medium-sized issuers. Some
commenters also expressed concerns that the guidance in proposed Appendix
E appeared to emphasize that the actions of senior management, if carried out
with integrity, could offset deficiencies in internal control over financial report
ing, such as the lack of written policies and procedures. Because the risk of
management override of controls is higher in these types of environments, such
commenters were concerned that the guidance in proposed Appendix E might
result in an increased fraud risk at small and medium-sized issuers. At a
minimum, they argued, the interpretation of Appendix E might result in a
dangerous expectation gap for users of their internal control reports. Some
commenters who were of this view suggested that Appendix E be deleted
altogether or replaced with a reference to the report of the Committee of
Sponsoring Organizations (COSO) of the Treadway Commission, Internal
Control—Integrated Framework, which they felt contained sufficient guidance
on small and medium-sized company considerations.

E60. Striking an appropriate balance regarding the needs of smaller issuers
is particularly challenging. The Board considered cautionary views about the
difficulty in expressing accommodations for small and medium-sized compa
nies without creating an inappropriate second class of internal control effec
tiveness and audit assurance. Further, the Board noted that the COSO
framework currently provides management and the auditor with more guid
ance and flexibility regarding small and medium-sized companies than the
Board had provided in the proposed Appendix E. As a result, the Board
eliminated proposed Appendix E and replaced the appendix with a reference
to COSO in paragraph 15 of the standard. The Board believes providing
internal control criteria for small and medium-sized companies within the
internal control framework is more appropriately within the purview of COSO.
Furthermore, the COSO report was already tailored for special small and
medium-sized company considerations. The Board decided that emphasizing
the existing guidance within COSO was the best way of recognizing the special
considerations that can and should be given to small and medium-sized com
panies without inappropriately weakening the standard to which these smaller
entities should, nonetheless, be held. If additional tailored guidance on the
internal control framework for small and medium-sized companies is needed,
the Board encourages COSO, or some other appropriate body, to develop this
guidance.

Evaluation of the Effectiveness of the Audit Committee
E61. The proposed standard identified a number of circumstances that, be
cause of their likely significant negative effect on internal control over financial
reporting, are significant deficiencies as well as strong indicators that a mate
rial weakness exists. A particularly notable significant deficiency and strong
indicator of a material weakness was the ineffective oversight by the audit
committee of the company’s external financial reporting and internal control
over financial reporting. In addition, the proposed standard required the
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auditor to evaluate factors related to the effectiveness of the audit committee’s
oversight of the external financial reporting process and the internal control
over financial reporting.

E62. This provision related to evaluating the effectiveness of the audit com
mittee was included in the proposed standard for two primary reasons. First,
the Board initially decided that, because of the significant role that the audit
committee has in the control environment and monitoring components of
internal control over financial reporting, an ineffective audit committee is a
gravely serious control weakness that is strongly indicative of a material
weakness. Most auditors should have already been reaching this conclusion
when confronted with an obviously ineffective audit committee. Second, high
lighting the adverse consequences of an ineffective audit committee would,
perhaps, further encourage weak audit committees to improve.
E63. Investors supported this provision. They expressed an expectation that
the auditor would evaluate the audit committee’s effectiveness and speak up if
the audit committee was determined to be ineffective. Investors drew a link
among restoring their confidence, audit committees having new and enhanced
responsibilities, and the need for assurance that audit committees are, in fact,
meeting their responsibilities.
E64. Auditors also were generally supportive of such an evaluation. However,
many requested that the proposed standard be refined to clearly indicate that
the auditor’s responsibility to evaluate the effectiveness of the audit commit
tee’s oversight of the company’s external financial reporting and internal
control over financial reporting is not a separate and distinct evaluation.
Rather, the evaluation is one element of the auditor’s overall understanding
and assessment of the company’s control environment and monitoring compo
nents. Some commenters suggested that, in addition to needing clarification of
the auditor’s responsibility, the auditor would have difficulty in evaluating all
of the factors listed in the proposed standard, because the auditor’s normal
interaction with the audit committee would not provide sufficient basis to
conclude on some of those factors.

E65. Issuers and some others were opposed to the auditor evaluating the
effectiveness of the audit committee on the fundamental grounds that such an
evaluation would represent an unacceptable conflict of interest. Several com
menters shared the view that this provision would reverse an important
improvement in governance and audit quality. Whereas the auditor was for
merly retained and compensated by management, the Act made clear that these
responsibilities should now be those of the audit committee. In this way,
commenters saw a conflict of interest being remedied. Requiring the auditor to
evaluate the effectiveness of the audit committee led commenters to conclude
that the same kind of conflict of interest was being reestablished. These
commenters also believed that the auditor would not have a sufficient basis on
which to evaluate the effectiveness of the audit committee because the auditor
does not have complete and free access to the audit committee, does not have
appropriate expertise to evaluate audit committee members (who frequently
are more experienced businesspeople than the auditor), does not have the legal
expertise to make determinations about some of the specific factors listed in
the proposed standard, and other shortcomings. These commenters also em
phasized that the board of directors’ evaluation of the audit committee is
important and that the proposed standard could be read to supplant this
important evaluation with that of the auditor’s.
E66. The Board concluded that this provision should be retained but decided
that clarification was needed to emphasize that the auditor’s evaluation of the
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audit committee was not a separate evaluation but, rather, was made as part
of the auditor’s evaluation of the control environment and monitoring compo
nents of internal control over financial reporting. The Board reasoned that
clarifying both this context and limitation on the auditor’s evaluation of the
audit committee would also address, to some degree, the conflict-of-interest
concerns raised by other commenters. The Board also observed, however, that
conflict is, to some extent, inherent in the duties that society expects of auditors.
Just as auditors were expected in the past to challenge management when the
auditor believed a material misstatement of the financial statements or mate
rial weakness in internal control over financial reporting existed, the auditor
similarly is expected to speak up when he or she believes the audit committee
is ineffective in its oversight.

E67. The Board decided that when the auditor is evaluating the control
environment and monitoring components, if the auditor concludes that the
audit committee’s oversight of the company’s external financial reporting and
internal control over financial reporting is ineffective, the auditor should be
strongly encouraged to consider that situation a material weakness and, at a
minimum, a significant deficiency. The objective of the evaluation is not to
grade the effectiveness of the audit committee along a scale. Rather, in the
course of performing procedures related to evaluating the effectiveness of the
control environment and monitoring components, including evaluating factors
related to the effectiveness of the audit committee’s oversight, if the auditor
concludes that the audit committee’s oversight of the external financial report
ing and internal control over financial reporting is ineffective, then the auditor
should consider that a strong indicator of a material weakness.

E68. The Board concluded that several refinements should be made to this
provision. As part of emphasizing that the auditor’s evaluation of the audit
committee is to be made as part of evaluating the control environment and not
as a separate evaluation, the Board determined that the evaluation factors
should be modified. The factors that addressed compliance with listing stand
ards and sections of the Act were deleted, because those factors were specifically
criticized in comment letters as being either outside the scope of the auditor’s
expertise or outside the scope of internal control over financial reporting. The
Board also believed that those factors were not significant to the type of
evaluation the auditor was expected to make of the audit committee. The Board
decided to add the following factors, which are based closely on factors described
in COSO, as relevant to evaluating those who govern, including the audit
committee:
•

Extent of direct and independent interaction with key members of
financial management, including the chief financial officer and chief
accounting officer.

•

Degree to which difficult questions are raised and pursued with
management and the auditor, including questions that indicate an
understanding of the critical accounting policies and judgmental ac
counting estimates.

•

Level of responsiveness to issues raised by the auditor, including those
required to be communicated by the auditor to the audit committee.

E69. The Board also concluded that the standard should explicitly acknow
ledge that the board of directors is responsible for evaluating the effectiveness
of the audit committee and that the auditor’s evaluation of the control environ
ment is not intended to supplant those evaluations. In addition, the Board
concluded that, in the event the auditor determines that the audit committee’s
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oversight is ineffective, the auditor should communicate that finding to the full
board of directors. This communication should occur regardless of whether the
auditor concludes that the condition represents a significant deficiency or a
material weakness, and the communication should take place in addition to the
normal communication requirements that attach to those deficiencies.

Definitions of Significant Deficiency and Material Weakness
E70. As part of developing the proposed standard, the Board evaluated the
existing definitions of significant deficiency (which the SEC defined as being
the same as a reportable condition) and material weakness to determine
whether they would permit the most effective implementation of the internal
control reporting requirements of the Act.
E71. AU sec. 325, Communication of Internal Control Related Matters Noted
in an Audit, defined a material weakness as follows:
A material weakness in internal control is a reportable condition in which the
design or operation of one or more of the internal control components does not
reduce to a relatively low level the risk that misstatements caused by error or
fraud in amounts that would be material in relation to the financial statements
being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions.

E72. The framework that defined a material weakness focused on likelihood
of and magnitude for evaluating a weakness. The Board decided that this
framework would facilitate effective implementation of the Act’s internal
control reporting requirements; therefore, the Board’s proposed definitions
focused on likelihood and magnitude. However, as part of these deliberations,
the Board decided that likelihood and magnitude needed to be defined in terms
that would encourage more consistent application.
E73. Within the existing definition of material weakness, the magnitude of
“material in relation to the financial statements” was well supported by the
professional standards, SEC rules and guidance, and other literature. How
ever, the Board decided that the definition of likelihood would be improved if
it used “more than remote” instead of “relatively low level.” FASB Statement
No. 5, Accounting for Contingencies (FAS No. 5) defines “remote.” The Board
decided that, because auditors were familiar with the application of the likeli
hood definitions in FAS No. 5, using “more than remote” in the definition of
material weakness would infuse the evaluation of whether a control deficiency
was a material weakness with the additional consistency that the Board
wanted to encourage.
E74. AU sec. 325 defined reportable conditions as follows:
...matters coming to the auditor’s attention that, in his judgment, should be
communicated to the audit committee because they represent significant defi
ciencies in the design or operation of internal control, which could adversely
affect the organization’s ability to initiate, record, process, and report financial
data consistent with the assertions of management in the financial statements.

E75. The Board observed that this definition makes the determination of
whether a condition is reportable solely a matter of the auditor’s judgment. The
Board believed that this definition was insufficient for purposes of the Act
because management also needs a definition to determine whether a deficiency
is significant and that the definition should be the same as the definition used
by the auditor. Furthermore, using this existing definition, the auditor’s judg
ment could never be questioned.
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E76. The Board decided that the same framework that represented an appro
priate framework for defining a material weakness also should be used for
defining a significant deficiency. Although auditor judgment is integral and
essential to the audit process (including in determining the severity of control
weaknesses), auditors, nonetheless, must be accountable for their judgments.
Increasing the accountability of auditors for their judgments about whether a
condition represents a significant deficiency and increasing the consistency
with which those judgments are made are interrelated. Hence, the same
framework of likelihood and magnitude were applied in the Board’s proposed
definition of significant deficiency.
E77. In applying the likelihood and magnitude framework to defining a
significant deficiency, the Board decided that the “more than remote” likelihood
of occurrence used in the definition of material weakness was the best bench
mark. In terms of magnitude, the Board decided that “more than inconsequen
tial” should be the threshold for a significant deficiency.

E78. A number of commenters were supportive of the definitions in the
proposed standard. These commenters believed the definitions were an im
provement over the previous definitions, used terms familiar to auditors, and
would promote increased consistency in evaluations.
E79. Most commenters, however, objected to these definitions. The primary,
overarching objection was that these definitions set too low a threshold for the
reporting of significant deficiencies. Some commenters focused on “more than
remote” likelihood as the driver of an unreasonably low threshold, while others
believed “more than inconsequential” in the definition of significant deficiency
was the main culprit. While some commenters understood “more than incon
sequential” well enough, others indicated significant concerns that this repre
sented a new term of art that needed to be accompanied by a clear definition of
“inconsequential” as well as supporting examples. Several commenters sug
gested retaining the likelihood and magnitude approach to a definition but
suggested alternatives for likelihood (such as reasonably likely, reasonably
possible, more likely than not, probable) and magnitude (such as material,
significant, insignificant).
E80. Some commenters suggested that the auditing standard retain the
existing definitions of material weakness and significant deficiency, consistent
with the SEC’s final rules implementing Section 404. In their final rules, the
SEC tied management’s assessment to the existing definitions of material
weakness and significant deficiency (through the existing definition of a reportable condition) in AU sec. 325. These commenters suggested that, if the
auditing standard used a different definition, a dangerous disconnect would
result, whereby management would be using one set of definitions under the
SEC’s rules and auditors would be using another set under the Board’s auditing
standards. They further suggested that, absent rulemaking by the SEC to
change its definitions, the Board should simply defer to the existing definitions.

E81. A number of other commenters questioned the reference to “a misstate
ment of the annual or interim financial statements” in the definitions, with the
emphasis on why “interim” financial statements were included in the defini
tion, since Section 404 required only an annual assessment of internal control
over financial reporting effectiveness, made as of year-end. They questioned
whether this definition implied that the auditor was required to identify
deficiencies that could result in a misstatement in interim financial statements;
they did not believe that the auditor should be required to plan his or her audit
of internal control over financial reporting at a materiality level of the interim
financial statements.
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E82. The Board ultimately concluded that focusing the definitions of material
weakness and significant deficiency on likelihood of misstatement and magni
tude of misstatement provides the best framework for evaluating deficiencies.
Defaulting to the existing definitions would not best serve the public interest
nor facilitate meaningful and effective implementation of the auditing stand
ard.
E83. The Board observed that the SEC’s final rules requiring management to
report on internal control over financial reporting define material weakness,
for the purposes of the final rules, as having “the same meaning as the definition
under GAAS and attestation standards.” Those rules state:
The term “significant deficiency” has the same meaning as the term “reportable
condition” as used in AU §325 and AT §501. The terms “material weakness”
and “significant deficiency” both represent deficiencies in the design or opera
tion of internal control that could adversely affect a company’s ability to record,
process, summarize and report financial data consistent with the assertions of
management in the company’s financial statements, with a “material weak
ness” constituting a greater deficiency than a “significant deficiency.” Because
of this relationship, it is our judgment that an aggregation of significant
deficiencies could constitute a material weakness in a company’s internal
control over financial reporting.4

E84. The Board considered the SEC’s choice to cross-reference to generally
accepted auditing standards (GAAS) and the attestation standards as the
means of defining these terms, rather than defining them outright within the
final rules, noteworthy as it relates to the question of whether any disconnect
could result between auditors’ and managements’ evaluations if the Board
changed the definitions in its standards. Because the standard changes the
definition of these terms within the interim standards, the Board believes the
definitions are, therefore, changed for both auditors’ and managements’ pur
poses.
E85. The Board noted that commenters who were concerned that the defini
tions in the proposed standard set too low of a threshold for significant
deficiencies and material weaknesses believed that the proposed standard
required that each control deficiency be evaluated in isolation. The intent of
the proposed standard was that control deficiencies should first be evaluated
individually; the determination as to whether they are significant deficiencies
or material weaknesses should be made considering the effects of compensating
controls. The effect of compensating controls should be taken into account when
assessing the likelihood of a misstatement occurring and not being prevented
or detected. The proposed standard illustrated this type of evaluation, includ
ing the effect of compensating controls when assessing likelihood, in the
examples in Appendix D. Based on the comments received, however, the Board
determined that additional clarification within the standard was necessary to
emphasize the importance of considering compensating controls when evalu
ating the likelihood of a misstatement occurring. As a result, the note to
paragraph 10 was added.

E86. The Board concluded that considering the effect of compensating controls
on the likelihood of a misstatement occurring and not being prevented or
detected sufficiently addressed the concerns that the definitions set too low a
4 See footnote 73 to Final Rule: Management’s Reports on Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic Reports, Securities and Exchange
Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636].
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threshold. For example, several issuer commenters cited concerns that the
proposed definitions precluded a rational cost-benefit analysis of whether to
correct a deficiency. These issuers believed they would be compelled to correct
deficiencies (because the deficiencies would be considered to be at least signifi
cant deficiencies) in situations in which management had made a previous
conscious decision that the costs of correcting the deficiency outweighed the
benefits. The Board observed that, in cases in which management has deter
mined not to correct a known deficiency based on a cost-benefit analysis,
effective compensating controls usually lie at the heart of management’s
decision. The standard’s use of “likelihood” in the definition of a significant
deficiency or material weakness accommodates such a consideration of com
pensating controls. If a deficiency is effectively mitigated by compensating
controls, then the likelihood of a misstatement occurring and not being pre
vented or detected may very well be remote.

E87. The Board disagreed with comments that “more than inconsequential”
was too low a threshold; however, the Board decided the term “inconsequential”
needed additional clarity. The Board considered the term “inconsequential” in
relation to the SEC’s guidance on audit requirements and materiality. Section
10A(b)(1)(B)5 describes the auditor’s communication requirements when the
auditor detects or otherwise becomes aware of information indicating that an
illegal act has or may have occurred, “unless the illegal act is clearly inconse
quential.” Staff Accounting Bulletin (SAB) No. 99, Materiality, provides the
most recent and definitive guidance on the concept of materiality as it relates
to the financial reporting of a public company. SAB No. 99 uses the term
“inconsequential” in several places to draw a distinction between amounts that
are not material. SAB No. 99 provides the following guidance to assess the
significance of a misstatement:
Though the staff does not believe that registrants need to make finely calibrated
determinations of significance with respect to immaterial items, plainly it is
“reasonable” to treat misstatements whose effects are clearly inconsequential
differently than more significant ones.

E88. The discussion in the previous paragraphs provided the Board’s context
for using “material” and “more than inconsequential” for the magnitude thresh
olds in the standard’s definitions. “More than inconsequential” indicates an
amount that is less than material yet has significance.
E89. The Board also considered the existing guidance in the Board’s interim
standards for evaluating materiality and accumulating audit differences in a
financial statement audit. Paragraph .41 of AU sec. 312, Audit Risk and
Materiality in Conducting an Audit, states:
In aggregating likely misstatements that the entity has not corrected, pursuant
to paragraphs 34 and 35, the auditor may designate an amount below which
misstatements need not be accumulated. This amount should be set so that any
such misstatements, either individually or when aggregated with other such
misstatements, would not be material to the financial statements, after the
possibility of further undetected misstatements is considered.

E90. The Board considered the discussion in AU sec. 312 that spoke specifi
cally to evaluating differences individually and in the aggregate, as well as to
considering the possibility of additional undetected misstatements, important
distinguishing factors that should be carried through to the evaluation of
5 See Section 10A of the Securities Exchange Act of 1934, 15 U.S.C., 78j-l.
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whether a control deficiency represents a significant deficiency because the
magnitude of the potential misstatement is more than inconsequential.

E91. The Board combined its understanding of the salient concepts in AU sec.
312 and the SEC guidance on materiality to develop the following definition of
inconsequential:
A misstatement is inconsequential if a reasonable person would conclude,
after considering the possibility of further undetected misstatements, that
the misstatement, either individually or when aggregated with other
misstatements, would clearly be immaterial to the financial statements. If
a reasonable person could not reach such a conclusion regarding a particu
lar misstatement, that misstatement is more than inconsequential.

E92. Finally, the inclusion of annual or interim financial statements in the
definitions rather than just “annual financial statements” was intentional and,
in the Board’s opinion, closely aligned with the spirit of what Section 404 seeks
to accomplish. However, the Board decided that this choice needed clarification
within the auditing standard. The Board did not intend the inclusion of the
interim financial statements in the definition to require the auditor to perform
an audit of internal control over financial reporting at each interim date.
Rather, the Board believed that the SEC’s definition of internal control over
financial reporting included all financial reporting that a public company
makes publicly available. In other words, internal control over financial report
ing includes controls over the preparation of annual and quarterly financial
statements. Thus, an evaluation of internal control over financial reporting as
of yearend encompasses controls over the annual financial reporting and
quarterly financial reporting as such controls exist at that point in time.
E93. Paragraphs 76 and 77 of the standard clarify this interpretation, as part
of the discussion of the period-end financial reporting process. The period-end
financial reporting process includes procedures to prepare both annual and
quarterly financial statements.

Strong Indicators of Material Weaknesses and DeFacto
Significant Deficiencies
E94. The proposed standard identified a number of circumstances that, be
cause of their likely significant negative effect on internal control over financial
reporting, are significant deficiencies as well as strong indicators that a
material weakness exists. The Board developed this list to promote increased
rigor and consistency in auditors’ evaluations of weaknesses. For the imple
mentation of Section 404 of the Act to achieve its objectives, the public must
have confidence that all material weaknesses that exist as of the company’s
year-end will be publicly reported. Historically, relatively few material weak
nesses have been reported by the auditor to management and the audit
committee. That condition is partly due to the nature of a financial statement
audit. In an audit of only the financial statements, the auditor does not have a
detection responsibility for material weaknesses in internal control; such a
detection responsibility is being newly introduced for all public companies
through Sections 103 and 404 of the Act. However, the Board was concerned
about instances in which auditors had identified a condition that should have
been, but was not, communicated as a material weakness. The intention of
including the list of strong indicators of material weaknesses in the proposed
standard was to bring further clarity to conditions that were likely to be
material weaknesses in internal control and to create more consistency in
auditors’ evaluations.

148

Rules of the Board—Standards

E95. Most commenters were generally supportive of a list of significant defi
ciencies and strong indicators of the existence of material weaknesses. They
believed such a list provided instructive guidance to both management and the
auditor. Some commenters, however, disagreed with the proposed approach of
providing such a list. They believed that the determination of the significance
of a deficiency should be left entirely to auditor judgment. A few commenters
requested clarification of the term “strong indicator” and specific guidance on
how and when a “strong indicator” could be overcome. A number of commenters
expressed various concerns with individual circumstances included in the list.
•

Restatement of previously issued financial statements to reflect the
correction of a misstatement. Some commenters expressed concern
about the kinds of restatements that would trigger this provision. A
few mentioned the specific instance in which the restatement reflected
the SEC’s subsequent view of an accounting matter when the auditor,
upon reevaluation, continued to believe that management had reason
able support for its original position. They believed this specific cir
cumstance would not necessarily indicate a significant deficiency in
internal control over financial reporting. Others commented that a
restatement of previously issued financial statements would indicate
a significant deficiency and strong indicator of a material weakness in
the prior period but not necessarily in the current period.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company’s internal control over financial reporting (even if manage
ment subsequently corrects the misstatement). Several commenters,
issuers and auditors alike, expressed concern about including this
circumstance on the list. They explained that, frequently, manage
ment is completing the preparation of the financial statements at the
same time that the auditor is completing his or her auditing proce
dures. In the face of this “strong indicator” provision, a lively debate
of “who found it first” would ensue whenever the auditor identifies a
misstatement that management subsequently corrects. Another argu
ment is that the company’s controls would have detected a misstate
ment identified by the auditor if the controls had an opportunity to
operate (that is, the auditor performed his or her testing before the
company’s controls had an opportunity to operate). Several issuers
indicated that they would prevent this latter situation by delaying the
auditor’s work until the issuers had clearly completed their entire
period-end financial reporting process—a delay they viewed as detri
mental.

•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Several commenters asked for spe
cific factors the auditor was expected to use to assess the effectiveness
of these functions.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. Several commenters, particularly is
suers in highly regulated industries, objected to the inclusion of this
circumstance because they believed this to be outside the scope of
internal control over financial reporting. (They agreed that this would
be an internal control-related matter, but one that falls into operating
effectiveness and compliance with laws and regulations, not financial
reporting.) Many of these commenters suggested that this circum-
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stance be deleted from the list altogether. Fewer commenters sug
gested that this problem could be addressed by simply clarifying that
this circumstance is limited to situations in which the ineffective
regulatory function relates solely to those aspects for which related
violations of laws and regulations could have a direct and material
effect on the financial statements.

•

Identification offraud of any magnitude on the part of senior manage
ment. Several commenters expressed concern that the inclusion of this
circumstance created a detection responsibility for the auditor such
that the auditor would have to plan and perform procedures to detect
fraud of any magnitude on the part of senior management. Others
expressed concern that identification of fraud on the part of senior
management by the company’s system of internal control over finan
cial reporting might indicate that controls were operating effectively
rather than indicating a significant deficiency or material weakness.
Still others requested clarification on how to determine who consti
tuted “senior management.”

E96. A couple of commenters also suggested that an ineffective control envi
ronment should be added to the list.
E97. The Board concluded that the list of significant deficiencies and strong
indicators of material weakness should be retained. Such a list will promote
consistency in auditors’ and managements’ evaluations of deficiencies consis
tent with the definitions of significant deficiency and material weakness. The
Board also decided to retain the existing structure of the list. Although the
standard leaves auditor judgment to determine whether those deficiencies are
material weaknesses, the existence of one of the listed deficiencies is by
definition a significant deficiency. Furthermore, the “strong indicator” con
struct allows the auditor to factor extenuating or unique circumstances into the
evaluation and possibly to conclude that the situation does not represent a
material weakness, rather, only a significant deficiency.

E98. The Board decided that further clarification was not necessary within
the standard itself addressing specifically how and when a “strong indicator”
can be overcome. The term “strong indicator” was selected as opposed to the
stronger “presumption” or other such term precisely because the Board did not
intend to provide detailed instruction on how to overcome such a presumption.
It is, nevertheless, the Board’s view that auditors should be biased toward
considering the listed circumstances as material weaknesses.
E99. The Board decided to clarify several circumstances included in the list:
•

Restatement of previously issued financial statements to reflect the
correction of a misstatement. The Board observed that the circum
stance in which a restatement reflected the SEC’s subsequent view of
an accounting matter, when the auditor concluded that management
had reasonable support for its original position, might present a good
example of only a significant deficiency and not a material weakness.
However, the Board concluded that requiring this situation to, none
theless, be considered by definition a significant deficiency is appro
priate, especially considering that the primary result of the
circumstance being considered a significant deficiency is the commu
nication of the matter to the audit committee. Although the audit
committee might already be well aware of the circumstances of any
restatement, a restatement to reflect the SEC’s view on an accounting
matter at least has implications for the quality of the company’s
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accounting principles, which is already a required communication to
the audit committee.

With regard to a restatement being a strong indicator of a material
weakness in the prior period but not necessarily the current period,
the Board disagreed with these comments. By virtue of the restate
ment occurring during the current period, the Board views it as
appropriate to consider that circumstance a strong indicator that a
material weakness existed during the current period. Depending on
the circumstances of the restatement, however, the material weakness
may also have been corrected during the current period. The construct
of the standard does not preclude management and the auditor from
determining that the circumstance was corrected prior to year-end
and, therefore, that a material weakness did not exist at year-end. The
emphasis here is that the circumstance is a strong indicator that a
material weakness exists; management and the auditor will sepa
rately need to determine whether it has been corrected. The Board
decided that no further clarification was needed in this regard.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company’s internal control over financial reporting (even if manage
ment subsequently corrects the misstatement). Regarding the “whofound-it-first” dilemma, the Board recognizes that this circumstance
will present certain implementation challenges. However, the Board
decided that none of those challenges were so significant as to require
eliminating this circumstance from the list.
When the Board developed the list of strong indicators, the Board
observed that it is not uncommon for the financial statement auditor
to identify material misstatements in the course of the audit that are
corrected by management prior to the issuance ofthe company’s financial
statements. In some cases, management has relied on the auditor to
identify misstatements in certain financial statement items and to
propose corrections in amount, classification, or disclosure. With the
introduction of the requirement for management and the auditor to
report on the effectiveness of internal control over financial reporting,
it becomes obvious that this situation is unacceptable, unless manage
ment is willing to accept other than an unqualified report on the internal
control effectiveness. (This situation also raises the question as to the
extent management may rely on the annual audit to produce accurate
and fair financial statements without impairing the auditor’s inde
pendence.) This situation is included on the list of strong indicators
because the Board believes it will encourage management and audi
tors to evaluate this situation with intellectual honesty and to recog
nize, first, that the company’s internal control should provide reasonable
assurance that the company’s financial statements are presented fairly
in accordance with generally accepted accounting principles.

Timing might be a concern for some issuers. However, to the extent
that management takes additional steps to ensure that the financial
information is correct prior to providing it to their auditors, this may,
at times, result in an improved control environment. When companies
and auditors work almost simultaneously on completing the prepara
tion of the annual financial statements and the audit, respectively, the
role of the auditor can blur with the responsibility of management. In
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the year-end rush to complete the annual report, some companies
might have come to rely on their auditors as a “control” to further
ensure no misstatements are accidentally reflected in the financial
statements. The principal burden seems to be for management’s work
schedule and administration of their financial reporting deadlines to
allow the auditor sufficient time to complete his or her procedures.
Further, if the auditor initially identified a material misstatement in
the financial statements but, given the circumstances, determined
that management ultimately would have found the misstatement, the
auditor could determine that the circumstance was a significant defi
ciency but not a material weakness. The Board decided to retain the
provision that this circumstance is at least a significant deficiency
because reporting such a circumstance to the audit committee would
always be appropriate.

•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Relatively few commenters re
quested clarification on how to evaluate these functions. The Board
expects that most auditors will not have trouble making this evalu
ation. Similar to the audit committee evaluation, this evaluation is not
a separate evaluation of the internal audit or risk assessment func
tions but, rather, is a way of requiring the auditor to speak up if either
of these functions is obviously ineffective at an entity that needs them
to have an effective monitoring or risk assessment component. Unlike
the audit committee discussion, most commenters seemed to have
understood that this was the context for the internal audit and risk
assessment function evaluation. Nonetheless, the Board decided to
add a clarifying note to this circumstance emphasizing the context.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. The Board decided that this circum
stance, as described in the proposed standard, would encompass aspects
that are outside internal control over financial reporting (which would, of
course, be inappropriate for purposes of this standard given its definition
of internal control over financial reporting). The Board concluded that
this circumstance should be retained, though clarified, to only apply to
those aspects of an ineffective regulatory compliance function that could
have a material effect on the financial statements.

•

Identification offraud of any magnitude on the paid of senior manage
ment. The Board did not intend to create any additional detection
responsibility for the auditor; rather, it intended that this circum
stance apply to fraud on the part of senior management that came to
the auditor’s attention, regardless of amount. The Board decided to
clarify the standard to make this clear. The Board noted that identi
fication of fraud by the company’s system of internal control over
financial reporting might indicate that controls were operating effec
tively, except when that fraud involves senior management. Because
of the critical role of tone-at-the-top in the overall effectiveness of the
control environment and due to the significant negative evidence that
fraud of any magnitude on the part of senior management reflects on
the control environment, the Board decided that it is appropriate to
include this circumstance in the list, regardless of whether the com
pany’s controls detected the fraud. The Board also decided to clarify
who is included in “senior management” for this purpose.
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E100. The Board agreed that an ineffective control environment was a signifi
cant deficiency and a strong indicator that a material weakness exists and
decided to add it to the list.

Independence
E101. The proposed standard explicitly prohibited the auditor from accepting
an engagement to provide an internal control-related service to an audit client
that has not been specifically pre-approved by the audit committee. In other
words, the audit committee would not be able to pre-approve internal controlrelated services as a category. The Board did not propose any specific guidance
on permissible internal control-related services in the proposed standard but,
rather, indicated its intent to conduct an in-depth evaluation of independence
requirements in the future and highlighted its ability to amend the inde
pendence information included in the standard pending the outcome of that
analysis.

E102. Comments were evenly split among investors, auditors, and issuers who
believed the existing guidance was sufficient versus those who believed the
Board should provide additional guidance. Commenters who believed existing
guidance was sufficient indicated that the SEC’s latest guidance on inde
pendence needed to be given more time to take effect given its recency and
because existing guidance was clear enough. Commenters who believed more
guidance was necessary suggested various additions, from more specificity
about permitted and prohibited services to a sweeping ban on any internal
control-related work for an audit client. Other issuers commented about audi
tors participating in the Section 404 implementation process at their audit
clients in a manner that could be perceived as affecting their independence.

E103. Some commenters suggested that the SEC should change the pre-ap
proval requirements on internal control-related services to specific pre-ap
proval. Another commenter suggested that specific pre-approval of all internal
control-related services would pose an unreasonable burden on the audit
committee and suggested reverting to pre-approval by category.
E104. The Board clearly has the authority to set independence standards as
it may deem necessary or appropriate in the public interest or for the protection
of investors. Given ongoing concerns about the appropriateness of auditors
providing these types of services to audit clients, the fact-specific nature of each
engagement, and the critical importance of ongoing audit committee oversight
of these types of services, the Board continues to believe that specific pre-ap
proval of internal control-related services is a logical step that should not pose
a burden on the audit committee beyond that which effective oversight of
financial reporting already entails. Therefore, the standard retains this provi

sion unchanged.

Requirement for Adverse Opinion When a Material
Weakness Exists
E105. The existing attestation standard (AT sec. 501) provides that, when the
auditor has identified a material weakness in internal control over financial
reporting, depending on the significance of the material weakness and its effect
on the achievement of the objectives of the control criteria, the auditor may
qualify his or her opinion (“except for the effect of the material weakness,
internal control over financial reporting was effective”) or express an adverse
opinion (“internal control over financial reporting was not effective”).

Audit of Internal Control Over Financial Reporting

153

E106. The SEC’s final rules implementing Section 404 state that, “Manage
ment is not permitted to conclude that the registrant’s internal control over
financial reporting is effective if there are one or more material weaknesses in
the registrant’s internal control over financial reporting.” In other words, in
such a case, management must conclude that internal control over financial
reporting is not effective (that is, a qualified or “except-for” conclusion is not
acceptable).

E107. The Board initially decided that the reporting model for the auditor
should follow the required reporting model for management. Therefore, be
cause management is required to express an “adverse” conclusion in the event
a material weakness exists, the auditor’s opinion also must be adverse. The
proposed standard did not permit a qualified audit opinion in the event of a
material weakness.
E108. Comments received on requiring an adverse opinion when a material
weakness exists were split. A large number affirmed that this seemed to be the
only logical approach, based on a philosophical belief that if a material weak
ness exists, then internal control over financial reporting is ineffective. These
commenters suggested that permitting a qualified opinion would be akin to
creating another category of control deficiency—material weaknesses that were
really material (resulting in an adverse opinion) and material weaknesses that
weren’t so material (resulting in a qualified opinion).
E109. A number of commenters agreed that the auditor’s report must follow
the same model as management’ reporting, but they believe strongly that the
SEC’s guidance for management accommodated either a qualified or adverse
opinion when a material weakness existed.

E110. These commenters cited Section II.B.3.C of the SEC Final Rule and
related footnote no. 72:
The final rules therefore preclude management from determining that a
company’s internal control over financial reporting is effective if it identifies
one or more material weaknesses in the company’s internal control over
financial reporting. This is consistent with interim attestation standards. See
AT sec. 501.

E111. They believe this reference to the interim attestation standard in the SEC
Final Rule is referring to paragraph .37 of AT sec. 501, which states, in part,
Therefore, the presence of a material weakness will preclude the practitioner
from concluding that the entity has effective internal control. However, depend
ing on the significance of the material weakness and its effect on the achieve
ment of the objectives of the control criteria, the practitioner may qualify his
or her opinion (that is, express an opinion that internal control is effective
“except for” the material weakness noted) or may express an adverse opinion.

E112. Their reading of the SEC Final Rule and the interim attestation stand
ard led them to conclude that it would be appropriate for the auditor to express
either an adverse opinion or a qualified “except-for” opinion about the effective
ness of the company’s internal control over financial reporting depending on
the circumstances.
E113. Some commenters responded that they thought a qualified opinion
would be appropriate in certain cases, such as an acquisition close to year-end
(too close to be able to assess controls at the acquiree).
E114. After additional consultation with the SEC staff about this issue, the
Board decided to retain the proposed reporting model in the standard. The
primary reason for that decision was the Board’s continued understanding that
the SEC staff would expect only an adverse conclusion from management (not
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a qualified conclusion) in the event a material weakness existed as of the date
of management’s report.

E115. The commenters who suggested that a qualified opinion should be
permitted in certain circumstances, such as an acquisition close to year-end,
were essentially describing scope limitations. The standard permits a qualified
opinion, a disclaimer of opinion, of withdrawal from the engagement if there
are restrictions on the scope of the engagement. As it relates specifically to
acquisitions near year-end, this is another case in which the auditor’s model
needs to follow the model that the SEC sets for management. The standard
added a new paragraph to Appendix B permitting the auditor to limit the scope
of his or her work (without referring to a scope limitation in the auditor’s report)
in the same manner that the SEC permits management to limit its assessment.
In other words, if the SEC permits management to exclude an entity acquired
late in the year from a company’s assessment of internal control over financial
reporting, then the auditor could do the same.

Rotating Tests of Controls
E116. The proposed standard directed the auditor to perform tests of controls
on “relevant assertions” rather than on “significant controls.” To comply with
those requirements, the auditor would be required to apply tests to those
controls that are important to presenting each relevant assertion in the finan
cial statements. The proposed standard emphasized controls that affect rele
vant assertions because those are the points at which misstatements could
occur. However, it is neither necessary to test all controls nor to test redundant
controls (unless redundancy is itself a control objective, as in the case of certain
computer controls). Thus, the proposed standard encouraged the auditor to
identify and test controls that addressed the primary areas in which misstate
ments could occur, yet limited the auditor’s work to only the necessary controls.

E117. Expressing the extent of testing in this manner also simplified other
issues involving extent of testing decisions from year to year (the so-called
“rotating tests of controls” issue). The proposed standard stated that the auditor
should vary testing from year to year, both to introduce unpredictability into
the testing and to respond to changes at the company. However, the proposed
standard maintained that each year’s audit must stand on its own. Therefore,
the auditor must obtain evidence of the effectiveness of controls over all relevant
assertions related to all significant accounts and disclosures every year.
E118. Auditors and investors expressed support for these provisions as de
scribed in the proposed standard. In fact, some commenters compared the
notion of rotating tests of control in an audit of internal control over financial
reporting to an auditor testing accounts receivable only once every few years
in a financial statement audit. Permitting so-called rotation of testing would
compromise the auditor’s ability to obtain reasonable assurance that his or her
opinion was correct.
E119. Others, especially issuers concerned with limiting costs, strongly advo
cated some form of rotating tests of controls. Some commenters suggested that
the auditor should have broad latitude to perform some cursory procedures to
determine whether any changes had occurred in controls and, if not, to curtail
any further testing in that area. Some suggested that testing as described in
the proposed standard should be required in the first year of the audit (the
“baseline” year) and that in subsequent years the auditor should be able to
reduce the required testing. Others suggested progressively less aggressive
strategies for reducing the amount of work the auditor should be required to
perform. In fact, several commenters (primarily internal auditors) described
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“baselining” controls as an important strategy to retain. They argued, for
example, that IT application controls, once tested, could be relied upon (without
additional testing) in subsequent years as long as general controls over program
changes and access controls were effective and continued to be tested.

E120. The Board concluded that each year’s audit must stand on its own.
Cumulative audit knowledge is not to be ignored; some natural efficiencies will
emerge as the auditor repeats the audit process. For example, the auditor will
frequently spend less time to obtain the, requisite understanding of the com
pany’s internal control over financial reporting in subsequent years compared
with the time necessary in the first year’s audit of internal control over financial
reporting. Also, to the extent that the auditor has previous knowledge of control
weaknesses, his or her audit strategy should, of course, reflect that knowledge.
For example, a pattern of mistakes in prior periods is usually a good indicator
of the areas in which misstatements are likely to occur. However, the absence
of fraud in prior periods is not a reasonable indicator of the likelihood of
misstatement due to fraud.
E121. However, the auditor needs to test controls every year, regardless of
whether controls have obviously changed. Even if nothing else changed about
the company—no changes in the business model, employees, organization,
etc.—controls that were effective last year may not be effective this year due to
error, complacency, distraction, and other human conditions that result in the
inherent limitations in internal control over financial reporting.
E122. What several commenters referred to as “baselining” (especially as it
relates to IT controls) is more commonly referred to by auditors as “benchmark
ing.” This type of testing strategy for application controls is not precluded by
the standard. However, the Board believes that providing a description of this
approach is beyond the scope of this standard. For these reasons, the standard
does not address it.

Mandatory Integration With the Audit of the Financial Statements
E123. Section 404(b) of the Act provides that the auditor’s attestation of
management’s assessment of internal control shall not be the subject of a
separate engagement. Because the objectives of and work involved in perform
ing both an attestation of management’s assessment of internal control over
financial reporting and an audit of the financial statements are closely inter
related, the proposed auditing standard introduced an integrated audit of
internal control over financial reporting and audit of financial statements.

E124. However, the proposed standard went even further. Because of the
potential significance of the information obtained during the audit of the
financial statements to the auditor’s conclusions about the effectiveness of
internal control over financial reporting, the proposed standard stated that the
auditor could not audit internal control over financial reporting without also
auditing the financial statements. (However, the proposed standard retained
the auditor’s ability to audit only the financial statements, which might be
necessary in the case of certain initial public offerings.)
E125. Although the Board solicited specific comment on whether the auditor
should be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements, few
commenters focused on the significance of the potentially negative evidence
that would be obtained during the audit of the financial statements or the
implications of this prohibition. Most commenters focused on the wording of
Section 404(b), which indicates that the auditor’s attestation of management’s
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assessment of internal control over financial reporting shall not be the subject
of a separate engagement. Based on this information, most commenters saw
the prohibition in the proposed standard as superfluous and benign.
E126. Several commenters recognized the importance of the potentially nega
tive evidence that might be obtained as part of the audit of the financial
statements and expressed strong support for requiring that an audit of finan
cial statements be performed to audit internal control over financial reporting.

E127. Others recognized the implications of this prohibition and expressed
concern: What if a company wanted or needed an opinion on the effectiveness
of internal control over financial reporting as of an interim date? For the most
part, these commenters (primarily issuers) objected to the implication that an
auditor would have to audit a company’s financial statements as of an interim
date to enable him or her to audit and report on its internal control over
financial reporting as of that same interim date. Other issuers expressed
objections related to their desires to engage one auditor to provide an opinion
on the effectiveness of internal control over financial reporting and another to
audit the financial statements. Others requested clarification about which
guidance would apply when other forms of internal control work were requested
by companies.

E128. The Board concluded that an auditor should perform an audit of inter
nal control over financial reporting only when he or she has also audited
company’s financial statements. The auditor must audit the financial state
ments to have a high level of assurance that his or her conclusion on the
effectiveness of internal control over financial reporting is correct. Inherent in
the reasonable assurance provided by the auditor’s opinion on internal control
over financial reporting is a responsibility for the auditor to plan and perform
his or her work to obtain reasonable assurance that material weaknesses, if
they exist, are detected. As previously discussed, this standard states that the
identification by the auditor of a material misstatement in the financial state
ments that was not initially identified by the company’s internal control over
financial reporting, is a strong indicator of a material weakness. Without
performing a financial statement audit, the auditor would not have reasonable
assurance that he or she had detected all material misstatements. The Board
believes that allowing the auditor to audit internal control over financial
reporting without also auditing the financial statements would not provide the
auditor with a high level of assurance and would mislead investors in terms of
the level of assurance obtained.
E129. In response to other concerns, the Board noted that an auditor can
report on the effectiveness of internal control over financial reporting using
existing AT sec. 501 for purposes other than satisfying the requirements of
Section 404. This standard supersedes AT sec. 501 only as it relates to comply
ing with Section 404 of the Act.
E130. Although reporting under the remaining provisions of AT sec. 501 is
currently permissible, the Board believes reports issued for public companies
under the remaining provisions of AT sec. 501 will be infrequent. In any event,
additional rulemaking might be necessary to prevent confusion that might
arise from reporting on internal control engagements under two different
standards. For example, explanatory language could be added to reports issued
under AT sec. 501 to clarify that an audit of financial statements was not
performed in conjunction with the attestation on internal control over financial
reporting and that such a report is not the report resulting from an audit of
internal control over financial reporting performed in conjunction with an audit
of the financial statements under this standard. This report modification would
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alert report readers, particularly if such a report were to appear in an SEC
filing or otherwise be made publicly available, that the assurance obtained by
the auditor in that engagement is different from the assurance that would have
been obtained by the auditor for Section 404 purposes. Another example of the
type of change that might be necessary in separate rulemaking to AT sec. 501
would be to supplement the performance directions to be comparable to those
in this standard. Auditors should remain alert for additional rulemaking by
the Board that affects AT sec. 501.
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Auditing Standard No. 3

Audit Documentation
[Effective pursuant to SEC Release No. 34-50253; File No. PCAOB-2004-05,
August 25, 2004]

[Supersedes SAS No. 96, Audit Documentation]

Introduction
1. This standard establishes general requirements for documentation the
auditor should prepare and retain in connection with engagements conducted
pursuant to the standards of the Public Company Accounting Oversight Board
(“PCAOB”). Such engagements include an audit of financial statements, an
audit of internal control over financial reporting, and a review of interim
financial information. This standard does not replace specific documentation
requirements of other standards of the PCAOB.
Objectives of Audit Documentation.
2. Audit documentation is the written record of the basis for the auditor’s
conclusions that provides the support for the auditor’s representations,
whether those representations are contained in the auditor’s report or other
wise. Audit documentation also facilitates the planning, performance, and
supervision of the engagement, and is the basis for the review of the quality of
the work because it provides the reviewer with written documentation of the
evidence supporting the auditor’s significant conclusions. Among other things,
audit documentation includes records of the planning and performance of the
work, the procedures performed, evidence obtained, and conclusions reached
by the auditor. Audit documentation also may be referred to as work papers or
working papers.
Note: An auditor’s representations to a company’s board of directors
or audit committee, stockholders, investors, or other interested parties
are usually included in the auditor’s report accompanying the financial
statements of the company. The auditor also might make oral repre
sentations to the company or others, either on a voluntary basis or if
necessary to comply with professional standards, including in connec
tion with an engagement for which an auditor’s report is not issued.
For example, although an auditor might not issue a report in connec
tion with an engagement to review interim financial information, he
or she ordinarily would make oral representations about the results
of the review.
3. Audit documentation is reviewed by members of the engagement team
performing the work and might be reviewed by others. Reviewers might
include, for example:
a.

Auditors who are new to an engagement and review the prior year’s
documentation to understand the work performed as an aid in
planning and performing the current engagement.

b.

Supervisory personnel who review documentation prepared by assis
tants on the engagement.
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c.

Engagement supervisors and engagement quality reviewers who
review documentation to understand how the engagement team
reached significant conclusions and whether there is adequate evi
dential support for those conclusions.

d.

A successor auditor who reviews a predecessor auditor’s audit docu
mentation.

e.

Internal and external inspection teams that review documentation
to assess audit quality and compliance with auditing and related
professional practice standards; applicable laws, rules, and regula
tions; and the auditor’s own quality control policies.

f.

Others, including advisors engaged by the audit committee or repre
sentatives of a party to an acquisition.

Audit Documentation Requirement
4. The auditor must prepare audit documentation in connection with each
engagement conducted pursuant to the standards of the PCAOB. Audit docu
mentation should be prepared in sufficient detail to provide a clear under
standing of its purpose, source, and the conclusions reached. Also, the
documentation should be appropriately organized to provide a clear link to
the significant findings or issues.1 Examples of audit documentation include
memoranda, confirmations, correspondence, schedules, audit programs, and
letters of representation. Audit documentation may be in the form of paper,
electronic files, or other media.
5. Because audit documentation is the written record that provides the
support for the representations in the auditor’s report, it should:

a.

Demonstrate that the engagement complied with the standards of
the PCAOB,

b.

Support the basis for the auditor’s conclusions concerning every
relevant financial statement assertion, and

c.

Demonstrate that the underlying accounting records agreed or rec
onciled with the financial statements.

6. The auditor must document the procedures performed, evidence ob
tained, and conclusions reached with respect to relevant financial statement
assertions.2 Audit documentation must clearly demonstrate that the work was
in fact performed. This documentation requirement applies to the work of all
those who participate in the engagement as well as to the work of specialists
the auditor uses as evidential matter in evaluating relevant financial state
ment assertions. Audit documentation must contain sufficient information to
enable an experienced auditor, having no previous connection with the engage
ment:
a.

To understand the nature, timing, extent, and results of the proce
dures performed, evidence obtained, and conclusions reached, and

b.

To determine who performed the work and the date such work was
completed as well as the person who reviewed the work and the date
of such review.

1 See paragraph 12 of this Standard for a description of significant findings or issues.

2 Relevant financial statement assertions are described in paragraphs 68-70 of PCAOB Auditing
Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction
With An Audit of Financial Statements.
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Note: An experienced auditor has a reasonable understanding of audit
activities and has studied the company’s industry as well as the
accounting and auditing issues relevant to the industry.
7. In determining the nature and extent of the documentation for a
financial statement assertion, the auditor should consider the following fac
tors:
•

Nature of the auditing procedure;

•

Risk of material misstatement associated with the assertion;

•

Extent of judgment required in performing the work and evaluating
the results, for example, accounting estimates require greater judg
ment and commensurately more extensive documentation;

•

Significance of the evidence obtained to the assertion being tested; and

•

Responsibility to document a conclusion not readily determinable from
the documentation of the procedures performed or evidence obtained.

Application of these factors determines whether the nature and extent of audit
documentation is adequate.

8. In addition to the documentation necessary to support the auditor’s
final conclusions, audit documentation must include information the auditor
has identified relating to significant findings or issues that is inconsistent with
or contradicts the auditor’s final conclusions. The relevant records to be re
tained include, but are not limited to, procedures performed in response to the
information, and records documenting consultations on, or resolutions of,
differences in professional judgment among members of the engagement team
or between the engagement team and others consulted.

9. If, after the documentation completion date (defined in paragraph 15),
the auditor becomes aware, as a result of a lack of documentation or otherwise,
that audit procedures may not have been performed, evidence may not have
been obtained, or appropriate conclusions may not have been reached, the
auditor must determine, and if so demonstrate, that sufficient procedures were
performed, sufficient evidence was obtained, and appropriate conclusions were
reached with respect to the relevant financial statement assertions. To accom
plish this, the auditor must have persuasive other evidence. Oral explanation
alone does not constitute persuasive other evidence, but it may be used to
clarify other written evidence.
•

If the auditor determines and demonstrates that sufficient procedures
were performed, sufficient evidence was obtained, and appropriate
conclusions were reached, but that documentation thereof is not ade
quate, then the auditor should consider what additional documenta
tion is needed. In preparing additional documentation, the auditor
should refer to paragraph 16.

•

If the auditor cannot determine or demonstrate that sufficient proce
dures were performed, sufficient evidence was obtained, or appropri
ate conclusions were reached, the auditor should comply with the
provisions of AU sec. 390, Consideration of Omitted Procedures After
the Report Date.

Documentation of Specific Matters
10. Documentation of auditing procedures that involve the inspection of
documents or confirmation, including tests of details, tests of operating effec
tiveness of controls, and walkthroughs, should include identification of the
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items inspected. Documentation of auditing procedures related to the inspec
tion of significant contracts or agreements should include abstracts or copies
of the documents.

Note: The identification of the items inspected may be satisfied
by indicating the source from which the items were selected and
the specific selection criteria, for example:

•

If an audit sample is selected from a population of documents, the
documentation should include identifying characteristics (for exam
ple, the specific check numbers of the items included in the sample).

•

If all items over a specific dollar amount are selected from a population
of documents, the documentation need describe only the scope and the
identification of the population (for example, all checks over $10,000
from the October disbursements journal).

•

If a systematic sample is selected from a population of documents, the
documentation need only provide an identification of the source of the
documents and an indication of the starting point and the sampling
interval (for example, a systematic sample of sales invoices was
selected from the sales journal for the period from October 1 to
December 31, starting with invoice number 452 and selecting every
40th invoice).

11. Certain matters, such as auditor independence, staff training and
proficiency and client acceptance and retention, may be documented in a
central repository for the public accounting firm (“firm”) or in the particular
office participating in the engagement. If such matters are documented in a
central repository, the audit documentation of the engagement should include
a reference to the central repository. Documentation of matters specific to a
particular engagement should be included in the audit documentation of the
pertinent engagement.

12. The auditor must document significant findings or issues, actions
taken to address them (including additional evidence obtained), and the basis
for the conclusions reached in connection with each engagement. Significant
findings or issues are substantive matters that are important to the procedures
performed, evidence obtained, or conclusions reached, and include, but are not
limited to, the following:
a.

Significant matters involving the selection, application, and consis
tency of accounting principles, including related disclosures. Signifi
cant matters include, but are not limited to, accounting for complex
or unusual transactions, accounting estimates, and uncertainties as
well as related management assumptions.

b.

Results of auditing procedures that indicate a need for significant
modification of planned auditing procedures, the existence of mate
rial misstatements, omissions in the financial statements, the exist
ence of significant deficiencies, or material weaknesses in internal
control over financial reporting.

c.

Audit adjustments. For purposes of this standard, an audit adjust
ment is a correction of a misstatement of the financial statements
that was or should have been proposed by the auditor, whether or
not recorded by management, that could, either individually or when
aggregated with other misstatements, have a material effect on the
company’s financial statements.
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d.

Disagreements among members of the engagement team or with
others consulted on the engagement about final conclusions reached
on significant accounting or auditing matters.

e.

Circumstances that cause significant difficulty in applying auditing
procedures.

f.

Significant changes in the assessed level of audit risk for particular
audit areas and the auditor’s response to those changes.

g.

Any matters that could result in modification of the auditor’s report.

13. The auditor must identify all significant findings or issues in an
engagement completion document. This document may include either all infor
mation necessary to understand the significant findings, issues or cross-refer
ences, as appropriate, to other available supporting audit documentation. This
document, along with any documents cross-referenced, should collectively be
as specific as necessary in the circumstances for a reviewer to gain a thorough
understanding of the significant findings or issues.

Note: The engagement completion document prepared in connection
with the annual audit should include documentation of significant
findings or issues identified during the review of interim financial
information.

Retention of and Subsequent Changes to Audit Documentation
14. The auditor must retain audit documentation for seven years from the
date the auditor grants permission to use the auditor’s report in connection
with the issuance of the company’s financial statements (report release date),
unless a longer period of time is required by law. If a report is not issued in
connection with an engagement, then the audit documentation must be re
tained for seven years from the date that fieldwork was substantially com
pleted. If the auditor was unable to complete the engagement, then the audit
documentation must be retained for seven years from the date the engagement
ceased.

15. Prior to the report release date, the auditor must have completed all
necessary auditing procedures and obtained sufficient evidence to support the
representations in the auditor’s report. A complete and final set of audit
documentation should be assembled for retention as of a date not more than 45
days after the report release date (documentation completion date). If a report
is not issued in connection with an engagement, then the documentation
completion date should not be more than 45 days from the date that fieldwork
was substantially completed. If the auditor was unable to complete the engage
ment, then the documentation completion date should not be more than 45
days from the date the engagement ceased.

16. Circumstances may require additions to audit documentation after
the report release date. Audit documentation must not be deleted or discarded
after the documentation completion date, however, information may be added.
Any documentation added must indicate the date the information was added,
the name of the person who prepared the additional documentation, and the
reason for adding it.
17. Other standards require the auditor to perform procedures sub
sequent to the report release date in certain circumstances. For example, in
accordance with AU sec. 711, Filings Under Federal Securities Statutes, auditors
are required to perform certain procedures up to the effective date of a registration
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statement.3 The auditor must identify and document any additions to audit
documentation as a result of these procedures consistent with the previous
paragraph.
18. The office of the firm issuing the auditor’s report is responsible for
ensuring that all audit documentation sufficient to meet the requirements of
paragraphs 4-13 of this Standard is prepared and retained. Audit documenta
tion supporting the work performed by other auditors (including auditors
associated with other offices of the firm, affiliated firms, or non-affiliated
firms), must be retained by or be accessible to the office issuing the auditor’s
report.4

19. In addition, the office issuing the auditor’s report must obtain, and
review and retain, prior to the report release date, the following documentation
related to the work performed by other auditors (including auditors associated
with other offices of the firm, affiliated firms, or non-affiliated firms):
a.

An engagement completion document consistent with paragraphs 12
and 13.

Note: This engagement completion document should include all
cross-referenced, supporting audit documentation.

b.

A list of significant fraud risk factors, the auditor’s response, and the
results of the auditor’s related procedures.

c.

Sufficient information relating to any significant findings or issues
that are inconsistent with or contradict the final conclusions, as
described in paragraph 8.

d.

Any findings affecting the consolidating or combining of accounts in
the consolidated financial statements.

e.

Sufficient information to enable the office issuing the auditor’s report
to agree or to reconcile the financial statement amounts audited by
the other auditor to the information underlying the consolidated
financial statements.

f.

A schedule of audit adjustments, including a description of the
nature and cause of each misstatement.

g.

All significant deficiencies and material weaknesses in internal
control over financial reporting, including a clear distinction between
those two categories.

h.

Letters of representations from management.

i.

All matters to be communicated to the audit committee.

If the auditor decides to make reference in his or her report to the audit of the
other auditor, however, the auditor issuing the report need not perform the
procedures in this paragraph and, instead, should refer to AU sec. 543, Part of
Audit Performed by Other Independent Auditors.
3 Section 11 of the Securities Act of 1933 makes specific mention of the auditor’s responsibility as
an expert when the auditor’s report is included in a registration statement under the 1933 Act.

4 Section 106(b) of the Sarbanes-Oxley Act of 2002 imposes certain requirements concerning
production of the work papers of a foreign public accounting firm on whose opinion or services the
auditor relies. Compliance with this standard does not substitute for compliance with Section 106(b)
or any other applicable law.
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20. The auditor also might be required to maintain documentation in
addition to that required by this standard.5

Effective Date
21. This standard is effective for audits of financial statements, which
may include an audit of internal control over financial reporting, with respect
to fiscal years ending on or after November 15, 2004. For other engagements
conducted pursuant to the standards of the PCAOB, including reviews of
interim financial information, this standard takes effect beginning with the
first quarter ending after the first financial statement audit covered by this
standard.

5 For example, the SEC requires auditors to retain, in addition to documentation required by this
standard, memoranda, correspondence, communications (for example, electronic mail), other docu
ments, and records (in the form of paper, electronic, or other media) that are created, sent, or received
in connection with an engagement conducted in accordance with auditing and related professional
practice standards and that contain conclusions, opinions, analyses, or data related to the engage
ment. {Retention of Audit and Review Records, 17 CFR §210.2-06, effective for audits or reviews
completed on or after October 31, 2003.)
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Introduction
A1. This appendix summarizes considerations that the Public Company Ac
counting Oversight Board (“PCAOB” or “Board”) deemed significant in devel
oping this standard. This Appendix includes reasons for accepting certain views
and rejecting others.

A2. Section 103(a)(2)(A)(i) of the Sarbanes-Oxley Act of2002 (the “Act”) directs
the Board to establish auditing standards that require registered public ac
counting firms to prepare and maintain, for at least seven years, audit docu
mentation “in sufficient detail to support the conclusions reached” in the
auditor’s report. Accordingly, the Board has made audit documentation a priority.

Background
A3. Auditors support the conclusions in their reports with a work product
called audit documentation, also referred to as working papers or work papers.
Audit documentation supports the basis for the conclusions in the auditor’s
report. Audit documentation also facilitates the planning, performance, and
supervision of the engagement and provides the basis for the review of the
quality of the work by providing the reviewer with written documentation of
the evidence supporting the auditor’s significant conclusions. Examples of audit
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documentation include memoranda, confirmations, correspondence, schedules,
audit programs, and letters of representation. Audit documentation may be in
the form of paper, electronic files, or other media.
A4. The Board’s standard on audit documentation is one of the fundamental
building blocks on which both the integrity of audits and the Board’s oversight
will rest. The Board believes that the quality and integrity of an audit depends,
in large part, on the existence of a complete and understandable record of the
work the auditor performed, the conclusions the auditor reached, and the
evidence the auditor obtained that supports those conclusions. Meaningful
reviews, whether by the Board in the context of its inspections or through other
reviews, such as internal quality control reviews, would be difficult or impos
sible without adequate documentation. Clear and comprehensive audit docu
mentation is essential to enhance the quality of the audit and, at the same time,
to allow the Board to fulfill its mandate to inspect registered public accounting
firms to assess the degree of compliance of those firms with applicable stand
ards and laws.

A5. The Board began a standards-development project on audit documenta
tion by convening a public roundtable discussion on September 29, 2003, to
discuss issues and hear views on the subject. Participants at the roundtable
included representatives from public companies, public accounting firms, in
vestor groups, and regulatory organizations.
A6. Prior to this roundtable discussion, the Board prepared and released a
briefing paper on audit documentation that posed several questions to help
identify the objectives—and the appropriate scope and form—of audit docu
mentation. In addition, the Board asked participants to address specific issues
in practice relating to, among other things, changes in audit documentation
after release of the audit report, essential elements and the appropriate amount
of detail of audit documentation, the effect on audit documentation of a
principal auditor’s decision to use the work of other auditors, and retention of
audit documentation. Based on comments made at the roundtable, advice from
the Board’s staff, and other input the Board received, the Board determined
that the pre-existing standard on audit documentation, Statement on Auditing
Standards (“SAS”) No. 96, Audit Documentation, was insufficient for the Board
to discharge appropriately its standard-setting obligations under Section
103(a) of the Act. In response, the Board developed and issued for comment, on
November 17,2003, a proposed auditing standard titled, Audit Documentation.

A7. The Board received 38 comment letters from a variety of interested
parties, including auditors, regulators, professional associations, government
agencies, and others. Those comments led to some changes in the requirements
of the standard. Also, other changes made the requirements easier to under
stand. The following sections summarize significant views expressed in those
comment letters and the Board’s responses to those comments.

Objective of This Standard
A8. The objective of this standard is to improve audit quality and enhance
public confidence in the quality of auditing. Good audit documentation im
proves the quality of the work performed in many ways, including, for example:

•

Providing a record of actual work performed, which provides assur
ance that the auditor accomplishes the planned objectives.
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•

Facilitating the reviews performed by supervisors, managers, engage
ment partners, engagement quality reviewers,1 and PCAOB inspectors.

•

Improving effectiveness and efficiency by reducing time-consuming,
and sometimes inaccurate, oral explanations of what was done (or not
done).

A9. The documentation requirements in this standard should result in more
effective and efficient oversight of registered public accounting firms and
associated persons, thereby improving audit quality and enhancing investor
confidence.

A10. Inadequate audit documentation diminishes audit quality on many lev
els. First, if audit documentation does not exist for a particular procedure or
conclusion related to a significant matter, it casts doubt as to whether the
necessary work was done. If the work was not documented, then it becomes
difficult for the engagement team, and others, to know what was done, what
conclusions were reached, and how those conclusions were reached. In addition,
good audit documentation is very important in an environment in which
engagement staff changes or rotates. Due to engagement staff turnover, knowl
edgeable staff on an engagement may not be available for the next engagement.

Audit Programs
A11. Several commenters suggested that audit documentation should include
audit programs. Audit programs were specifically mentioned in SAS No. 96 as
a form of audit documentation.
A12. The Board accepted this recommendation, and paragraph 4 in the final
Standard includes audit programs as an example of documentation. Audit
programs may provide evidence of audit planning as well as limited evidence
of the execution of audit procedures, but the Board believes that signed-off audit
programs should generally not be used as the sole documentation that a
procedure was performed, evidence was obtained, or a conclusion was reached.
An audit program aids in the conduct and supervision of an engagement, but
completed and initialed audit program steps should be supported with proper
documentation in the working papers.

Reviewability Standard
A13. The proposed standard would have adapted a standard of reviewability
from the U.S. General Accounting Office’s (“GAO”) documentation standard for
government and other audits conducted in accordance with generally accepted
government auditing standards (“GAGAS”). The GAO standard provides that
“Audit documentation related to planning, conducting, and reporting on the
audit should contain sufficient information to enable an experienced auditor
who has had no previous connection with the audit to ascertain from the audit
documentation the evidence that supports the auditors’ significant judgments
and conclusions.”1
2 This requirement has been important in the field of govern
ment auditing because government audits have long been reviewed by GAO
1 The engagement quality reviewer is referred to as the concurring partner reviewer in the
membership requirements of the AICPA SEC Practice Section. The Board adopted certain of these
membership requirements as they existed on April 16, 2003. Some firms also may refer to this
designated reviewer as the second partner reviewer.

2 U.S. General Accounting Office, Government Auditing Standards, “Field Work Standards for
Financial Audits” (2003 Revision), paragraph 4.22.
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auditors who, although experienced in auditing, do not participate in the actual
audits. Moreover, the Panel on Audit Effectiveness recommended that suffi
cient, specific requirements for audit documentation be established to enable
public accounting firms’ internal inspection teams as well as others, including
reviewers outside of the firms, to assess the quality of engagement perform
ance.3 Audits and reviews of issuers’ financial statements will now, under the
Act, be subject to review by PCAOB inspectors. Therefore, a documentation
standard that enables an inspector to understand the work that was performed
in an audit or review is appropriate.
A14. Accordingly, the Board’s proposed standard would have required that
audit documentation contain sufficient information to enable an experienced
auditor, having no previous connection with the engagement, to understand
the work that was performed, the name of the person(s) who performed it, the
date it was completed, and the conclusions reached. This experienced auditor
also should have been able to determine who reviewed the work and the date
of such review.
A15. Some commenters suggested that the final standard more specifically
describe the qualifications of an experienced auditor. These commenters took
the position that only an engagement partner with significant years of experi
ence would have the experience necessary to be able to understand all the work
that was performed and the conclusions that were reached. One commenter
suggested that an auditor who is reviewing audit documentation should have
experience and knowledge consistent with the experience and knowledge that
the auditor performing the audit would be required to possess, including
knowledge of the current accounting, auditing, and financial reporting issues
of the company’s industry. Another said that the characteristics defining an
experienced auditor should be consistent with those expected of the auditor
with final responsibility for the engagement.

A16. After considering these comments, the Board has provided additional
specificity about the meaning of the term, experienced auditor. The standard
now describes an experienced auditor as one who has a reasonable under
standing of audit activities and has studied the company’s industry as well as
the accounting and auditing issues relevant to the industry.

A17. Some commenters also suggested that the standard, as proposed, did not
allow for the use of professional judgment. These commenters pointed to the
omission of a statement about professional judgment found in paragraph 4.23
of GAGAS that states, “The quantity, type, and content of audit documentation
are a matter of the auditors’ professional judgment.” A nearly identical state
ment was found in the interim auditing standard, SAS No. 96, Audit Documen
tation.
A18. Auditors exercise professional judgment in nearly every aspect of plan
ning, performing, and reporting on an audit. Auditors also exercise professional
judgment in the documentation of an audit and other engagements. An objec
tive of this standard is to ensure that auditors give proper consideration to the
need to document procedures performed, evidence obtained, and conclusions
reached in light of time and cost considerations in completing an engagement.

A19. Nothing in the standard precludes auditors from exercising their profes
sional judgment. Moreover, because professional judgment might relate to any
3 Panel on Audit Effectiveness, Report and Recommendations (Stamford, Ct: Public Oversight
Board, August 31,2000).
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aspect of an audit, the Board does not believe that, an explicit reference to
professional judgment is necessary every time the use of professional judgment
may be appropriate.

Audit Documentation Must Demonstrate That the Work Was Done
A20. A guiding principle of the proposed standard was that auditors must
document procedures performed, evidence obtained, and conclusions reached.
This principle is not new and was found in the interim standard, SAS No. 96,
Audit Documentation, which this standard supersedes. Audit documentation
also should demonstrate compliance with the standards of the PCAOB and
include justification for any departures.
A21. The proposed standard would have adapted a provision in the California
Business and Professions Code which provides that if documentation does not
exist, then there is a rebuttable presumption that the work had not been done.
A22. The objections to this proposal fell into two general categories: the effect
of the rebuttable presumption on legal proceedings and the perceived impracticality of documenting every conversation or conclusion that affected the
engagement. Discussion of these issues follows.
Rebuttable Presumption

A23. Commenters expressed concern about the effects of the proposed lan
guage on regulatory or legal proceedings outside the context of the PCAOB’s
oversight. They argued that the rebuttable presumption might be understood
to establish evidentiary rules for use injudicial and administrative proceedings
in other jurisdictions.
A24. Some commenters also had concerns that oral explanation alone would
not constitute persuasive other evidence that work was done, absent any
documentation. Those commenters argued that not allowing oral explanations
when there was no documentation would essentially make the presumption
“irrebuttable.” Moreover, those commenters argued that it was inappropriate
for a professional standard to predetermine for a court the relative value of
evidence.

A25. The Board believes that complete audit documentation is necessary for
a quality audit or other engagement. The Board intends the standard to require
auditors to document procedures performed, evidence obtained, and conclu
sions reached to improve the quality of audits. The Board also intends that a
deficiency in documentation is a departure from the Board’s standards. Thus,
although the Board removed the phrase rebuttable presumption, the Board
continues to stress, in paragraph .09 of the Standard, that the auditor must
have persuasive other evidence that the procedures were performed, evidence
was obtained, and appropriate conclusions were reached with respect to rele
vant financial statement assertions.
A26. The term should (presumptively mandatory responsibility) was changed
to must (unconditional responsibility) in paragraph 6 to establish a higher
threshold for the auditor. Auditors have an unconditional requirement to document
their work. Failure to discharge an unconditional responsibility is a violation of the
standard and Rule 3100, which requires all registered public accounting firms to
adhere to the Board’s auditing and related professional practice standards in
connection with an audit or review of an issuer’s financial statements.
A27. The Board also added two new paragraphs to the final standard to
explain the importance and associated responsibility of performing the work
and adequately documenting all work that was performed. Paragraph 7 pro
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vides a list of factors the auditor should consider in determining the nature and
extent of documentation. These factors should be considered by both the auditor
in preparing the documentation and the reviewer in evaluating the documen
tation.

A28. In paragraph 9 of this Standard, if, after the documentation completion
date, as a result of a lack of documentation or otherwise, it appears that audit
procedures may not have been performed, evidence may not have been ob
tained, or appropriate conclusions may not have been reached, the auditor must
determine, and if so demonstrate, that sufficient procedures were performed,
sufficient evidence was obtained, and appropriate conclusions were reached
with respect to the relevant financial statement assertions. In those circum
stances, for example, during an inspection by the Board or during the firm’s
internal quality control review, the auditor is required to demonstrate with
persuasive other evidence that the procedures were performed, the evidence
was obtained, and appropriate conclusions were reached. In this and similar
contexts, oral explanation alone does not constitute persuasive other evidence.
However, oral evidence may be used to clarify other written evidence.
A29. In addition, more reliable, objective evidence may be required depending
on the nature of the test and the objective the auditor is trying to achieve. For
example, if there is a high risk of a material misstatement with respect to a
particular assertion, then the auditor should obtain and document sufficient
procedures for the auditor to conclude on the fairness of the assertion.
Impracticality

A30. Some commenters expressed concern that the proposed standard could
be construed or interpreted to require the auditor to document every conversa
tion held with company management or among the engagement team members.
Some commenters also argued that they should not be required to document
every conclusion, including preliminary conclusions that were part of a thought
process that may have led them to a different conclusion, on the ground that
this would result in needless and costly work performed by the auditor.
Commenters also expressed concern that an unqualified requirement to docu
ment procedures performed, evidence obtained, and conclusions reached with
out allowing the use of auditor judgment would increase the volume of
documentation but not the quality. They stated that it would be unnecessary,
time-consuming, and potentially counterproductive to require the auditor to
make a written record of everything he or she did.

A31. The Board’s standard distinguishes between (1) an audit procedure that
must be documented and. (2) a conversation with company management or
among the members of the engagement team. Inquiries with management
should be documented when an inquiry is important to a particular procedure.
The inquiry could take place during planning, performance, or reporting. The
auditor need not document each conversation that occurred.
A32. A final conclusion is an integral part of a working paper, unless the
working paper is only for informational purposes, such as documentation of a
discussion or a process. This standard does not require that the auditor
document each interim conclusion reached in arriving at the risk assessments
or final conclusions. Conclusions reached early on during an audit may be based
on incomplete information or an incorrect understanding. Nevertheless, audi
tors should document a final conclusion for every audit procedure performed,
if that conclusion is not readily apparent based on documented results of the
procedures.
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A33. The Board also believes the reference to specialists is an important
element of paragraph 6. Specialists play a vital role in audit engagements. For
example, appraisers, actuaries, and environmental consultants provide valu
able data concerning asset values, calculation assumptions, and loss reserves.
When using the work of a specialist, the auditor must ensure that the special
ist’s work, as it relates to the audit objectives, also is adequately documented.
For example, if the auditor relies on the work of an appraiser in obtaining the
fair value of commercial property available for sale, then the auditor must
ensure the appraisal report is adequately documented. Moreover, the term
specialist in this standard is intended to include any specialist the auditor relies
on in conducting the work, including those employed or retained by the auditor
or by the company.

Audit Adjustments
A34. Several commenters recommended that the definition of audit adjust
ments in this, proposed standard should be consistent with the definition
contained in AU sec. 380, Communication With Audit Committees.
A35. Although the Board recognizes potential benefits of having a uniform
definition of the term audit adjustments, the Board does not believe that the
definition in AU. sec. 380 is appropriate for this documentation standard
because that definition was intended for communication with audit commit
tees. The Board believes that the definition should be broader so that the
engagement partner, engagement quality reviewer, and others can be aware of
all proposed corrections of misstatements, whether or not recorded by the
entity, of which the auditor is aware, that were or should have been proposed
based on the audit evidence.

A36. Adjustments that should have been proposed based on known audit
evidence are material misstatements that the auditor identified but did not
propose to management. Examples include situations in which (1) the auditor
identifies a material error but does not propose an adjustment and (2) the
auditor proposes an adjustment in the working papers, but fails to note the
adjustment in the summary or schedule of proposed adjustments.

Information That Is Inconsistent With or Contradicts the
Auditor's Final Conclusions
A37. Paragraph .25 of AU sec. 326, Evidential Matter, states: “In developing
his or her opinion, the auditor should consider relevant evidential matter
regardless of whether it appears to corroborate or to contradict the assertions
in the financial statements.” Thus, during the conduct of an audit, the auditor
should consider all relevant evidential matter even though it might contradict
or be inconsistent with other conclusions. Audit documentation must contain
information or data relating to significant findings or issues that are inconsis
tent with the auditor’s final conclusions on the relevant matter.
A38. Also, information that initially appears to be inconsistent or contradic
tory, but is found to be incorrect or based on incomplete information, need not
be included in the final audit documentation, provided that the apparent
inconsistencies or contradictions were satisfactorily resolved by obtaining
complete and correct information. In addition, with respect to differences in
professional judgment, auditors need not include in audit documentation
preliminary views based on incomplete information or data.
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Retention of Audit Documentation
A39. The proposed standard would have required an auditor to retain audit
documentation for seven years after completion of the engagement, which is
the minimum period permitted under Section 103(a)(2)(A)(i) of the Act. In
addition, the proposed standard would have added a new requirement that the
audit documentation must be assembled for retention within a reasonable
period of time after the auditor’s report is released. Such reasonable period of
time should not exceed 45 days.

A40. In general, those commenting on this documentation retention require
ment did not have concerns with the time period of 45 days to assemble the
working papers. However, some commenters suggested the Board tie this
45-day requirement to the filing date of the company’s financial statements
with the SEC. One commenter recommended that the standard refer to the
same trigger date for initiating both the time period during which the auditor
should complete work paper assembly and the beginning of the seven-year
retention period.
A41. For consistency and practical implications, the Board agreed that the
standard should have the same date for the auditor to start assembling the
audit documentation and initiating the seven-year retention period. The Board
decided that the seven-year retention period begins on the report release date,
which is defined as the date the auditor grants permission to use the auditor’s
report in connection with the issuance of the company’s financial statements.
In addition, auditors will have 45 days to assemble the complete and final set
of audit documentation, beginning on the report release date. The Board
believes that using the report release date is preferable to using the filing date
of the company’s financial statements, since the auditor has ultimate control
over granting permission to use his or her report. If an auditor’s report is not
issued, then the audit documentation is to be retained for seven years from the
date that fieldwork was substantially completed. If the auditor was unable to
complete the engagement, then the seven-year period begins when the work on
the engagement ceased.

Section 802 of Sarbanes-Oxley and the SEC's Implementing Rule
A42. Many commenters had concerns about the similarity in language between
the proposed standard and the SEC final rule (issued in January 2003) on
record retention, Retention of Records Relevant to Audits and Reviews.4 Some
commenters recommended that the PCAOB undertake a project to identify and
resolve all differences between the proposed standard and the SEC’s final rule.
These commenters also suggested that the Board include similar language from
the SEC final rule, Rule 2-06 of Regulation S-X, which limits the requirement
to retain some items.

Differences Between Section 802 and This Standard

A43. The objective of the Board’s standard is different from the objective of
the SEC’s rule on record retention. The objective of the Board’s standard is to
require auditors to create certain documentation to enhance the quality of audit
documentation, thereby improving the quality of audits and other related
engagements. The records retention section of this standard, mandated by
Section 103 of the Act, requires registered public accounting firms to “prepare
4 SEC Regulation S-X, 17 C.F.R. § 210.2-06 (SEC Release No. 33-8180, January 2003). (The final
rule was effective in March 2003.)
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and maintain for a period of not less than 7 years, audit work papers, and other
information related to any audit report, in sufficient detail to support the
conclusions reached in such report.” (emphasis added)

A44. In contrast, the focus of the SEC rule is to require auditors to retain
documents that the auditor does create, in order that those documents will be
available in the event of a regulatory investigation or other proceeding. As
stated in the release accompanying the SEC’s final rule (SEC Release No.
33-8180):
Section 802 of the Sarbanes-Oxley Act is intended to address the destruc
tion or fabrication of evidence and the preservation of “financial and audit
records.” We are directed under that section to promulgate rules related to
the retention of records relevant to the audits and reviews of financial
statements that companies file with the Commission.

A45. The SEC release further states, “New rule 2-06...addresses the retention
of documents relevant to enforcement of the securities laws, Commission rules,
and criminal laws.”

A46. Despite their different objectives, the proposed standard and SEC Rule
2-06 use similar language in describing documentation generated during an
audit or review. Paragraph .04 of the proposed Standard stated that, “Audit
documentation ordinarily consists of memoranda, correspondence, schedules,
and other documents created or obtained in connection with the engagement
and may be in the form of paper, electronic files, or other media.” Paragraph
(a) of SEC Rule 2-06 describes “records relevant to the audit or review” that
must be retained as, (1) “workpapers and other documents that form the basis
of the audit or review and (2) memoranda, correspondence, communications,
other documents, and records (including electronic records), which: [a]re cre
ated, sent or received in connection with the audit or review and [c]ontain
conclusions, opinions, analyses, or financial data related to the audit or re
view....” (numbering and emphasis added).
A47. The SEC makes a distinction between the objectives of categories (1) and
(2). Category (1) includes audit documentation. Documentation to be retained
according to the Board’s Standard clearly falls within category (1). Items in
category (2) include “desk files” which are more than “what traditionally has
been thought of as auditor’s ‘workpapers’.” The SEC’s rule requiring auditors
to retain items in category (2) have the principal purpose of facilitating
enforcement of securities laws, SEC rules, and criminal laws. This is not an
objective of the Board’s Standard. According to SEC Rule 2-06, items in category
(2) are limited to those which: (a) are created, sent or received in connection
with the audit or review, and (b) contain conclusions, opinions, analyses, or
financial data related to the audit or review. The limitations, (a) and (b), do not
apply to category (1).
A48. Paragraph 4 of the final Standard deletes the reference in the proposed
standard to “other documents created or obtained in connection with the
engagement.” The Board decided
*
to keep “correspondence” in the standard
because correspondence can be valid audit evidence. Paragraph 20 of the
Standard reminds the auditor that he or she may be required to maintain
documentation in addition to that required by this Standard.

Significant Matters and Significant Findings or Issues
A49. Some commenters asked how the term significant matters, in Rule 2-06,
relates to the term significant findings or issues in the Board’s Standard. The
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SEC’s release accompanying its final Rule 2-06 states that "... significant
matters is intended to refer to the documentation of substantive matters that
are important to the audit or review process or to the financial statements of
the issuer....” This is very similar to the term significant findings or issues
contained in paragraph 12 of the Board’s Standard which requires auditors to
document significant findings or issues, actions taken to address them (includ
ing additional evidence obtained), and the basis for the conclusions reached.
Examples of significant findings or issues are provided in the Standard.

A50. Based on the explanation in the SEC’s final rule and accompanying
release, the Board believes that significant matters are included in the meaning
of significant findings or issues in the Board’s standard. The Board is of the
view that significant findings or issues is more comprehensive and provides
more clarity than significant matters and, therefore, has not changed the
wording in the final Standard.

Changes to Audit Documentation
A51. The proposed standard would have required that any changes to the
working papers after completion of the engagement be documented without
deleting or discarding the original documents. Such documentation must
indicate the date the information was added, by whom it was added, and the
reason for adding it.
A52. One commenter recommended that the Board provide examples of audit
ing procedures that should be performed before the report release date and
procedures that may be performed after the report release date. Some commen
ters also requested clarification about the treatment of changes to documenta
tion that occurred after the completion of the engagement but before the report
release date. Many commenters recommended that the Board more specifically
describe post-issuance procedures. The Board generally agreed with these
comments.
A53. The final Standard includes two important dates for the preparation of
audit documentation: (1) the report release date and (2) the documentation
completion date.

•

Prior to the report release date, the auditor must have completed all
necessary auditing procedures, including clearing review notes and
providing support for all final conclusions. In addition, the auditor
must have obtained sufficient evidence to support the representations
in the auditor’s reports before the report release date.

•

After the report release date and prior to the documentation comple
tion date, the auditor has 45 calendar days in which to assemble the
documentation.

A54. During the audit, audit documentation may be superseded for various
reasons. Often, during the review process, reviewers annotate the documenta
tion with clarifications, questions, and edits. The completion process often
involves revising the documentation electronically and generating a new copy.
The SEC’s final rule on record retention, Retention of Records Relevant to
Audits and Reviews,5 explains that the SEC rule does not require that the
following documents generally need to be retained: superseded drafts of memo
randa, financial statements or regulatory filings; notes on superseded drafts of
memoranda, financial statements or regulatory filings that reflect incomplete
See footnote 4.
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or preliminary thinking; previous copies of workpapers that have been cor
rected for typographical errors or errors due to training of new employees; and
duplicates of documents. This standard also does not require auditors to retain
such documents as a general matter.
A55. Any documents, however, that reflect information that is either incon
sistent with or contradictory to the conclusions contained in the final working
papers may not be discarded. Any documents added must indicate the date they
were added, the name of the person who prepared them, and the reason for
adding them.

A56. If the auditor obtains and documents evidence after the report release
date, the auditor should refer to the Interim Auditing Standards, AU sec. 390,
Consideration of Omitted Procedures After the Report Date and AU sec. 561,
Subsequent Discovery of Facts Existing at the Date of the Auditor’s Report.
Auditors should not discard any previously existing documentation in connec
tion with obtaining and documenting evidence after the report release date.
A57. The auditor may perform certain procedures subsequent to the report
release date. For example, pursuant to AU sec. 711, Filings Under Federal
Securities Statutes, auditors are required to perform certain procedures up to
the effective date of a registration statement. The auditor should identify and
document any additions to audit documentation as a result of these procedures.
No audit documentation should be discarded after the documentation comple
tion date, even if it is superseded in connection with any procedures performed,
including those performed pursuant to AU sec. 711.

A58. Additions to the working papers may take the form of memoranda that
explain the work performed, evidence obtained, and conclusions reached.
Documentation added to the working papers must indicate the date the infor
mation was added, the name of the person adding it, and the reason for adding
it. All previous working papers must remain intact and not be discarded.
A59. Documentation added to the working papers well after completion of the
audit or other engagement is likely to be of a lesser quality than that produced
contemporaneously when the procedures were performed. It is very difficult to
reconstruct activities months, and perhaps years, after the work was actually
performed. The turnover of both firm and company staff can cause difficulty in
reconstructing conversations, meetings, data, or other evidence. Also, with the
passage of time memories fade. Oral explanation can help confirm that proce
dures were performed during an audit, but oral explanation alone does not
constitute persuasive other evidence. The primary source of evidence should be
documented at the time the procedures are performed, and oral explanation
should not be the primary source of evidence. Furthermore, any oral explana
tion should not contradict the documented evidence, and appropriate consid
eration should be given to the credibility of the individual providing the oral
explanation.

Multi-Location Audits and Using the Work of Other Auditors
A60. The proposed Standard would have required the principal auditor to
maintain specific audit documentation when he or she decided not to make
reference to the work of another auditor.

A61. The Board also proposed an amendment to AU sec. 543 concurrently with
the proposed audit documentation standard. The proposed amendment would
have required the principal auditor to review the documentation of the other
auditor to the same extent and in the same manner that the audit work of all
those who participated in the engagement is reviewed.
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A62. Commenters expressed concerns that these proposals could present
conflicts with certain non-U.S. laws. Those commenters also expressed concern
about the costs associated with the requirement for the other auditor to ship
their audit documentation to the principal auditor. In addition, the commenters
also objected to the requirement that principal auditors review the work of
other auditors as if they were the principal auditor’s staff.
Audit Documentation Must Be Accessible to the Office Issuing the
Auditor's Report

A63. After considering these comments, the Board decided that it could
achieve one of the objectives of the proposed standard (that is, to require that
the issuing office have access to those working papers on which it placed
reliance) without requiring that the working papers be shipped to the issuing
office. Further, given the potential difficulties of shipping audit documentation
from various non-U.S. locations, the Board decided to modify the proposed
standard to require that audit documentation either be retained by or be
accessible to the issuing office.
A64. In addition, instead of requiring that all of the working papers be shipped
to the issuing office, the Board decided to require that the issuing office obtain,
review, and retain certain summary documentation. Thus, the public account
ing firm issuing an audit report on consolidated financial statements of a
multinational company may not release that report without the documentation
described in paragraph 19 of the Standard.
A65. The auditor must obtain and review and retain, prior to the report release
date, documentation described in paragraph 19 of the Standard, in connection
with work performed by other offices of the public accounting firm or other
auditors, including affiliated or non-affiliated firms, that participated in the
audit. For example, an auditor that uses the work of another of its offices or
other affiliated or non-affiliated public accounting firms to audit a subsidiary
that is material to a company’s consolidated financial statements must obtain
the documentation described in paragraph 19 of the Standard, prior to the
report release date. On the other hand, an auditor that uses the work of another
of its offices or other affiliated or non-affiliated firms, to perform selected
procedures, such as observing the physical inventories of a company, may not
be required to obtain the documentation specified in paragraph 19 of the
Standard. However, this does not reduce the need for the auditor to obtain
equivalent documentation prepared by the other auditor when those instances
described in paragraph 19 of the Standard are applicable.
Amendment to AU Sec. 543, Part of Audit Performed by Other
Independent Auditors

A66. Some commenters also objected to the proposed requirement in the
amendment to AU sec. 543, Part of Audit Performed by Other Independent
Auditors, that the principal auditor review another auditor’s audit documen
tation. They objected because they were of the opinion such a review would
impose an unnecessary cost and burden given that the other auditor will have
already reviewed the documentation in accordance with the standards estab
lished by the principal auditor. The commenters also indicated that any review
by the principal auditor would add excessive time to the SEC reporting process,
causing even more difficulties as the SEC Form 10-K reporting deadlines have
become shorter recently and will continue to shorten next year.
A67. The Board accepted the recommendation to modify the proposed amend
ment to AU sec. 543, Part ofAudit Performed by Other Independent Auditors.
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Thus, in the final amendment, the Board imposes the same unconditional
responsibility on the principal auditor to obtain certain audit documentation
from the other auditor prior to the report release date. The final amendment
also provides that the principal auditor should consider performing one or more
of the following procedures:
•

Visit the other auditors and discuss the audit procedures followed and
results thereof.

•

Review the audit programs of the other auditors. In some cases, it may
be appropriate to issue instructions to the other auditors as to the
scope of the audit work.

•

Review additional audit documentation of the other auditors relating
to significant findings or issues in the engagement completion document.

Effective Date
A68. The Board proposed that the Standard and related amendment would be
effective for engagements completed on or after June 15, 2004. Many commen
ters were concerned that the effective date was too early. They pointed out that
some audits, already begun as of the proposed effective date, would be affected
and that it could be difficult to retroactively apply the Standard. Some com
menters also recommended delaying the effective date to give auditors ade
quate time to develop and implement processes and provide training with
respect to several aspects of the Standard.
A69. After considering the comments, the Board has delayed the effective
date. However, the Board also believes that a delay beyond 2004 is not in the
public interest.

A70. The Board concluded that the implementation date of this Standard
should coincide with that of PCAOB Auditing Standard No. 2, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an
Audit of Financial Statements, because of the documentation issues prevalent
in PCAOB Auditing Standard No. 2. Therefore, the Board has decided that the
standard will be effective for audits of financial statements with respect to fiscal
years ending on or after November 15, 2004. The effective date for reviews of
interim financial information and other engagements, conducted pursuant to
the Standards of the PCAOB, would occur beginning with the first quarter
ending after the first financial statement audit covered by this Standard.

Reference to Audit Documentation As the Property of the Auditor
A71. Several commenters noted that SAS No. 96, Audit Documentation, the
interim auditing standard on audit documentation, referred to audit documen
tation as the property of the auditor. This was not included in the proposed
Standard because the Board did not believe ascribing property rights would
have furthered this standard’s purpose to enhance the quality of audit docu
mentation.

Confidential Client Information
A72. SAS No. 96, Audit Documentation, also stated that, “the auditor has an
ethical, and in some situations a legal, obligation to maintain the confidential
ity of client information,” and referenced Rule 301, Confidential Client Infor
mation, of the AICPA’s Code of Professional Conduct. Again, the Board’s
proposed standard on audit documentation did not include this provision. In
adopting certain interim Standards and Rules as of April 16, 2003, the Board
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did not adopt Rule 301 of the AICPA’s Code of Professional Conduct. In this
Standard on audit documentation, the Board seeks neither to establish confi
dentiality standards nor to modify or detract from any existing applicable
confidentiality requirements.
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Amendment to Interim Auditing Standards

Part of Audit Performed by Other
Independent Auditors
[Effective pursuant to SEC Release No. 34-50253; File No. PCAOB-2004-05,
August 25, 2004]

AU sec. 543.12 is amended as follows:
When the principal auditor decides not to make reference to the audit of the
other auditor, in addition to satisfying himself as to the matters described in
AU sec. 543.10, the principal auditor must obtain, and review and retain, the
following information from the other auditor:
a.

An engagement completion document consistent with paragraphs 12
and 13 of PCAOB Auditing Standard No. 3.

Note: This engagement completion document should include all
cross-referenced, supporting audit documentation.

b.

A list of significant fraud risk factors, the auditor’s response, and the
results of the auditor’s related procedures.

c.

Sufficient information relating to significant findings or issues that
are inconsistent with or contradict the auditor’s final conclusions, as
described in paragraph 8 of PCAOB Auditing Standard No. 3.

d.

Any findings affecting the consolidating or combining of accounts in
the consolidated financial statements.

e.

Sufficient information to enable the office issuing the auditor’s report
to agree or reconcile the financial statement amounts audited by the
other firm to the information underlying the consolidated financial
statements.

f.

A schedule of audit adjustments, including a description of the
nature and cause of each misstatement.

g.

All significant deficiencies and material weaknesses in internal
control over financial reporting, including a clear distinction between
those two categories.

h.

Letters of representations from management.

i.

All matters to be communicated to the audit committee.

The principal auditor must obtain, and review and retain, such documents prior
to the report release date.1 In addition, the principal auditor should consider
performing one or more of the following procedures:

•

Visit the other auditor and discuss the audit procedures followed and
results thereof.

1 As it relates to the direction in paragraph .19 of AU sec. 324, for the auditor to “give considera
tion to the guidance in section 543.12,” the auditor need not, in this circumstance, obtain the
previously enumerated documents.
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•

Review the audit programs of the other auditor. In some cases, it may
be appropriate to issue instructions to the other auditor as to the scope
of the audit work.

•

Review additional audit documentation of the other auditor relating
to significant findings or issues in the engagement completion docu
ment.
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Conforming Amendments to PCAOB Interim
Standards Resulting from the Adoption of
PCAOB Auditing Standard No. 2, An Audit
of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of
Financial Statements
[Effective pursuant to SEC Release No. 34-50688; File No. PCAOB-2004-07,
November 17, 2004]

Auditing Standards
AU sec. 310, "Appointment of the Independent Auditor"
Statement on Auditing Standards (“SAS”) No. 1, “Codification of Auditing
Standards and Procedures,” AU sec. 310, “Appointment of the Independent
Auditor,” as amended by SAS No. 45, “Omnibus Statement on Auditing Stand
ards—1983,” SAS No. 83, “Establishing an Understanding With the Client,”
and SAS No. 89, “Audit Adjustments” (AU sec. 310, “Appointment of the
Independent Auditor”), is amended as follows:
a.

The first sentence of paragraph .06 is amended to read as follows:

An understanding with the client generally includes the
following matters.
b.

The first bullet point of paragraph .06 is amended to read as follows:

The objective of the audit is:

c.

•

Integrated audit of financial statements and internal
control over financial reporting: The expression of an
opinion on both management’s assessment of internal
control over financial reporting and on the financial
statements.

•

Audit of financial statements: The expression of an
opinion on the financial statements.

The third bullet point of paragraph .06 is amended to read as follows:

Management is responsible for establishing and maintaining
effective internal control over financial reporting. In an inte
grated audit of financial statements and internal control over
financial reporting, an auditor is required to communicate, in
writing, to management and the audit committee that the
audit of internal control over financial reporting cannot be
satisfactorily completed and that he or she is required to
disclaim an opinion if management has not:
•

Accepted responsibility for the effectiveness of the com
pany’s internal control over financial reporting,

•

Evaluated the effectiveness of the company’s internal con
trol over financial reporting using suitable control criteria,
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d.

•

Supported its evaluation with sufficient evidence, in
cluding documentation, and

•

Presented a written assessment of the effectiveness of
the company’s internal control over financial reporting
as of the end of the company’s most recent fiscal year.

The seventh bullet point of paragraph .06 is amended to read as follows:
The auditor is responsible for conducting the audit in accord
ance with the standards of the Public Company Accounting
Oversight Board. Those standards require that the auditor:

e.

•

Integrated audit of financial statements and internal
control over financial reporting: Obtain reasonable as
surance about whether the financial statements are
free of material misstatement, whether caused by error
or fraud, and whether management’s assessment of the
effectiveness of the company’s internal control over
financial reporting is fairly stated in all material re
spects. Accordingly, there is some risk that a material
misstatement of the financial statements or a material
weakness in internal control over financial reporting
would remain undetected. Although not absolute assur
ance, reasonable assurance is, nevertheless, a high
level of assurance. Also, an integrated audit is not
designed to detect error or fraud that is immaterial to
the financial statements or deficiencies in internal con
trol over financial reporting that, individually or in
combination, are less severe than a material weakness.
If, for any reason, the auditor is unable to complete the
audit or is unable to form or has not formed an opinion,
he or she may decline to express an opinion or decline
to issue a report as a result of the engagement.

•

Audit of financial statements: Obtain reasonable assur
ance about whether the financial statements are free of
material misstatement, whether caused by error or
fraud. Accordingly, there is some risk that a material
misstatement would remain undetected. Although not
absolute assurance, reasonable assurance is, neverthe
less, a high level of assurance. Also, a financial state
ment audit is not designed to detect error or fraud that
is immaterial to the financial statements. If, for any
reason, the auditor is unable to complete the audit or is
unable to form or has not formed an opinion, he or she
may decline to express an opinion or decline to issue a
report as a result of the engagement.

The eighth bullet point of paragraph .06 is amended to read as follows:

An audit includes:

•

Integrated audit of financial statements and internal
control over financial reporting: Planning and perform
ing the audit to obtain reasonable assurance about
whether the company maintained, in all material re
spects, effective internal control over financial report
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ing as of the date specified in management’s assess
ment. The auditor is also responsible for obtaining an
understanding of internal control sufficient to plan the
financial statement audit and to determine the nature,
timing, and extent of audit procedures to be performed.
The auditor is also responsible for communicating in
writing:

•

—

To the audit committee—all significant deficien
cies and material weaknesses identified during the
audit.

—

To management—all internal control deficiencies
identified during the audit and not previously com
municated in writing by the auditor or by others,
including internal auditors or others inside or out
side the company.

—

To the board of directors—any specific significant
deficiency or material weakness identified because
the auditor concludes that the audit committee’s
oversight of the company’s external financial re
porting and internal control over financial report
ing is ineffective.

Audit of financial statements: Obtaining an under
standing of internal control sufficient to plan the audit
and to determine the nature, timing, and extent of audit
procedures to be performed. An audit is not designed to
provide assurance on internal control or to identify
internal control deficiencies. However, the auditor is
responsible for communicating in writing:
—

To the audit committee—all significant deficien
cies and material weaknesses identified during the
audit.

—

To the board of directors—if the auditor becomes
aware that the oversight of the company’s external
financial reporting and internal control over finan
cial reporting by the company’s audit committee is
ineffective, that specific significant deficiency or
material weakness.

AU sec. 311, "Planning and Supervision"
SAS No. 22, “Planning and Supervision,” as amended by SAS No. 47, “Audit
Risk and Materiality in Conducting an Audit,” SAS No. 48, “The Effects of
Computer Processing on the Audit of Financial Statements,” and SAS No. 77,
“Amendments to Statements on Auditing Standards No. 22, ‘Planning and
Supervision,’ No. 59, ‘The Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern,’ No. 62, ‘Special Reports’” (AU sec. 311, “Planning
and Supervision”), is amended by adding the following note after paragraph 1:
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraph 39 of
PCAOB Auditing Standard No. 2 regarding planning considerations
in addition to the planning considerations set forth in this section.
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AU sec. 312, "Audit Risk and Materiality in Conducting an Audit"
SAS No. 47, “Audit Risk and Materiality in Conducting an Audit,” as
amended by SAS No. 82, “Consideration of Fraud in a Financial Statement
Audit,” SAS No. 96, “Audit Documentation,” and SAS No. 98, “Omnibus
Statement on Auditing Standards—2002” (AU see. 312, “Audit Risk and Mate
riality in Conducting an Audit”), is amended as follows:
a.

The following note is added after paragraph 3.

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 22-23 of PCAOB Auditing Standard No. 2 regarding
materiality considerations.

b.

The following note is added after paragraph 5.

Note: An integrated audit of financial statements and internal
control over financial reporting is not designed to detect deficien
cies in internal control over financial reporting that, individually
or in the aggregate, are less severe than a material weakness.
c.

The following note is added after paragraph 7.
Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 24-26 of PCAOB Auditing Standard No. 2 regarding
fraud considerations.

d.

The following note is added after paragraph 12.
Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to para
graphs 22-23 and 39 of PCAOB Auditing Standard No. 2 regarding
materiality and planning considerations, respectively.

e.

The following note is added after paragraph 18.
Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
Appendix B, “Additional Performance Requirements and Direc
tions; Extent-of-Testing Examples,” of PCAOB Auditing Stand
ard No. 2 for considerations when a company has multiple
locations or business units.

f.

The following note is added after paragraph 30.

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to para
graphs 147-149 of PCAOB Auditing Standard No. 2 regarding

tests of controls.

AU sec. 313, "Substantive Tests Prior to the Balance-Sheet Date"
SAS No. 45, “Omnibus Statement on Auditing Standards—1983” (AU sec.
313, “Substantive Tests Prior to the Balance-Sheet Date”), is amended by
adding the following note after paragraph 1:

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
98-103 of PCAOB Auditing Standard No. 2 regarding timing of tests
of controls.
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AU sec. 316, "Consideration of Fraud in a Financial
Statement Audit"
SAS No. 99, “Consideration of Fraud in a Financial Statement Audit” (AU
sec. 3l6, “Consideration of Fraud in a Financial Statement Audit”), is amended
as follows:
a.

The following note is added after paragraph 1:
Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 24-26 of PCAOB Auditing Standard No. 2 regarding
fraud considerations, in addition to the fraud consideration set
forth in this section.

b.

In paragraph 80, the phrase “the auditor should consider whether
these risks represent reportable conditions relating to the entity’s
internal control that should be communicated to senior management
and the audit committee” is replaced by “the auditor should consider
whether these risks represent significant deficiencies that must be
communicated to senior management and the audit committee” and
the reference to section 325, “Communication of Internal Control
Related Matters Noted in an Audit,” paragraph .04 is replaced by the
reference to section 325, “Communications About Control Deficien
cies in An Audit of Financial Statements,” paragraph 4.

AU sec. 319, "Consideration of Internal Control in a Financial
Statement Audit"
SAS No. 55, “Consideration of Internal Control in a Financial Statement
Audit,” as amended by SAS No. 78, “Consideration of Internal Control in a
Financial Statement Audit: An Amendment of Statement on Auditing Stand
ards No. 55,” and SAS No. 94, “The Effect of Information Technology on the
Auditor’s Consideration of Internal Control in a Financial Statement Audit”
(AU sec. 319, “Consideration of Internal Control in a Financial Statement
Audit”), is amended as follows:
a.

In paragraph 2, the term “assertions” is replaced by the term “rele
vant assertions.”

b.

The following sentence is added at the end of paragraph 2:
Regardless of the assessed level of control risk, the auditor
should perform substantive procedures for all relevant as
sertions related to all significant accounts and disclosures
in the financial statements.

c.

The following note is added after paragraph 2:
Note: Refer to paragraphs 68-70 of PCAOB Auditing Standard
No. 2 for discussion of identifying relevant financial statement
assertions.

d.

The following note is added after paragraph 9:
Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
Appendix B, “Additional Performance Requirements and Direc
tions; Extent-of-Testing Examples,” of PCAOB Auditing Stand
ard No. 2 for discussion of considerations when a company has
multiple locations or business units.
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e.

The following note is added after paragraph 42:

Note: For purposes of evaluating the effectiveness of internal
control over financial reporting, the auditor’s understanding of
control activities encompasses a broader range of accounts and
disclosures than what is normally obtained in a financial state
ment audit.
f.

The following note is added after paragraph 65:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, if the audi
tor assesses control risk as other than low for certain assertions
or significant accounts, the auditor should document the reasons
for that conclusion.
g.

The following note is added after paragraph 83:
Note: In an integrated audit of financial statements and internal
control over financial reporting, PCAOB Auditing Standard No.
2 states, in part, that "If, however, the auditor assesses control
risk as other than low for certain assertions or significant ac
counts, the auditor should document the reasons for that conclu
sion.” Accordingly, if control risk is assessed at the maximum
level, the auditor should document the basis for that conclusion.
Refer to paragraphs 159-161 of PCAOB Auditing Standard No.
2 for additional information regarding documentation require
ments.

h.

The following note is added after paragraph 97:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 104-105 of PCAOB Auditing Standard No. 2 for
discussion on the extent of tests of controls.
i.

The last sentence of paragraph 107 is replaced with the following
sentence:

Consequently, regardless of the assessed level of control
risk, the auditor should perform substantive procedures for
all relevant assertions related to' all significant accounts and
disclosures in the financial statements.

AU sec. 322, "The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements"
SAS No. 65, “The Auditor’s Consideration of the Internal Audit Function in
an Audit of Financial Statements” (AU sec. 322, “The Auditor’s Consideration
of the Internal Audit Function in an Audit of Financial Statements”), is
amended as follows:
a.

The following note is added after paragraph 1:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 108-126 of PCAOB Auditing Standard No. 2 for
discussion on using the work of others to alter the nature, timing,
and extent of the work that otherwise would have been per
formed to test controls.
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The second sentence of paragraph 16 is replaced with the following
sentence:

The auditor assesses control risk for each of the relevant
financial statement assertions related to all significant ac
counts and disclosures in the financial statements and per
forms tests of controls to support assessments below the
maximum.
c.

The following note is added after paragraph 20:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 112-116 of PCAOB Auditing Standard No. 2 regard
ing evaluating the nature of controls subjected to the work of
others.

d.

The following note is added after paragraph 22:
Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraph 122 of PCAOB Auditing Standard No. 2 regarding
assessing the interrelationship of the nature of the controls and
the competence and objectivity of those who performed the work.

AU sec. 324, "Service Organizations"
SAS No. 70, “Service Organizations,” as amended by SAS No. 78, “Consid
eration of Internal Control in a Financial Statement Audit: An Amendment to
Statement on Auditing Standard No. 55,” SAS No. 88, “Service Organizations
and Reporting on Consistency,” and SAS No. 98, “Omnibus Statement on
Auditing Standards—2002” (AU sec. 324, “Service Organizations”), is amended
as follows:
a.

The following note is added after paragraph 1:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs B18-B29 of Appendix B, “Additional Performance
Requirements and Directions Extent-of-Testing Examples,” in
PCAOB Auditing Standard No. 2 regarding the use of service
organizations.

b.

In paragraph 20, the term “reportable conditions” is replaced by the
term “significant deficiencies” and the reference to section 325,
“Communication of Internal Control Related Matters Noted in an
Audit,” is replaced by the reference to section 325, “Communications
About Control Deficiencies in An Audit of Financial Statements.”

AU sec. 325, "Communication of Internal Control Related
Matters Noted in an Audit"
SAS No. 60, “Communication of Internal Control Related Matters Noted in
an Audit,” as amended by SAS No. 78, “Consideration of Internal Control in a
Financial Statement Audit: An Amendment to Statement on Auditing Stand
ards No. 55,” and SAS No. 87, “Restricting the Use of an Auditor’s Report” (AU
sec. 325, “Communication of Internal Control Related Matters Noted in an
Audit”), is superseded.
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•

In an integrated audit of financial statements and internal control
over financial reporting, SAS No. 60, as amended, is superseded by
paragraphs 207-214 of PCAOB Auditing Standard No. 2.

•

In an audit of financial statements only, SAS No. 60, as amended, is
superseded by the following paragraphs.

Communications about Control Deficiencies in An, Audit of
Financial Statements
1.

2.

In an audit of financial statements, the auditor may identify deficien
cies in the company’s internal control over financial reporting. A
control deficiency exists when the design or operation of a control
does not allow management or employees, in the normal course of
performing their assigned functions, to prevent or detect misstate
ments on a timely basis.
•

A deficiency in design exists when (a) a control necessary to meet
the control objective is missing or (b) an existing control is not
properly designed so that, even if the control operates as de
signed, the control objective is not always met.

•

A deficiency in operation exists when a properly designed control
does not operate as designed or when the person performing the
control does not possess the necessary authority or qualifications
to perform the control effectively.

A significant deficiency is a control deficiency, or combination of
control deficiencies, that adversely affects the company’s ability to
initiate, authorize, record, process, or report external financial data
reliably in accordance with generally accepted accounting principles
such that there is more than a remote likelihood that a misstatement
of the company’s annual or interim financial statements that is more
than inconsequential will not be prevented or detected.

Note: The term “remote likelihood” as used in the definitions of
significant deficiency and material weakness (paragraph 3) has
the same meaning as the term “remote” as used in Financial
Accounting Standards Board Statement No. 5, Accounting for
Contingencies (“FAS No. 5”). Paragraph 3 of FAS No. 5 states:
When a loss contingency exists, the likelihood that the
future event or events will confirm the loss or impairment
of an asset or the incurrence of a liability can range from
probable to remote. This Statement uses the terms prob
able, reasonably possible, and remote to identify three areas
within that range, as follows:

a.

Probable. The future event or events are likely to occur.

b.

Reasonably possible. The chance of the future event or
events occurring is more than remote but less than
likely.

c.

Remote. The chance of the future events or events
occurring is slight.

Therefore, the likelihood of an event is “more than remote”
when it is either reasonably possible or probable.
Note: A misstatement is inconsequential if a reasonable person
would conclude, after considering the possibility of further un-
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detected misstatements, that the misstatement, either individu
ally or when aggregated with other misstatements, would
clearly be immaterial to the financial statements. If a reasonable
person could not reach such a conclusion regarding a particular
misstatement, that misstatement is more than inconsequential.
3.

A material weakness is a significant deficiency, or combination of
significant deficiencies, that results in more than a remote likelihood
that a material misstatement of the annual or interim financial
statements will not be prevented or detected.
Note: In evaluating whether a control deficiency exists and
whether control deficiencies, either individually or in combina
tion with other control deficiencies, are significant deficiencies
or material weaknesses, the auditor should consider the defini
tions in paragraphs 1, 2 and 3, and the directions in paragraphs
130 through 137 of PCAOB Auditing Standard No. 2. As ex
plained in paragraph 23 of PCAOB Auditing Standard No. 2, the
evaluation of the materiality of the control deficiency should
include both quantitative and qualitative considerations. Quali
tative factors that might be important in this evaluation include
the nature of the financial statement accounts and assertions
involved and the reasonably possible future consequences of the
deficiency. Furthermore, in determining whether a control defi
ciency, or combination of deficiencies, is a significant deficiency
or a material weakness, the auditor should evaluate the effect
of compensating controls and whether such compensating con
7
trols are effective.

4.

The auditor must communicate in writing to management and the
audit committee all significant deficiencies and material weaknesses
identified during the audit. The written communication should be
made prior to the issuance of the auditor’s report on the financial
statements. The auditor’s communication should distinguish clearly
between those matters considered significant deficiencies and those
considered material weaknesses, as defined in paragraphs 2 and 3.
Note: If no such committee exists with respect to the company, all
references to the audit committee in this standard apply to the
entire board of directors of the company.1 The auditor should be
aware that companies whose securities are not listed on a national
securities exchange or an automated inter-dealer quotation system
of a national securities association (such as the New York Stock
Exchange, American Stock Exchange, or NASDAQ) may not be
required to have independent directors for their audit commit
tees. In this case, the auditor should not consider the lack of
independent directors or an audit committee at these companies
indicative, by themselves, of a control deficiency. Likewise, the
independence requirements of Securities Exchange Act Rule
10A-32 are not applicable to the listing of non-equity securities of
a consolidated or at least 50 percent beneficially owned subsidiary
of a listed issuer that is subject to the requirements of Securities

1 See 15 U.S.C. 78c(a)58 and 15 U.S.C. 7201(a)(3).

2 See 17 C.F.R. 240.10A-3.
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Exchange Act Rule 10A-3(c)(2).3 Therefore, the auditor should
interpret references to the audit committee in this standard, as
applied to a subsidiary registrant, as being consistent with the
provisions of Securities Exchange Act Rule 10A-3(c)(2).4 Fur
thermore, for subsidiary registrants, communications required
by this standard to be directed to the audit committee should be
made to the same committee or equivalent body that pre-approves
the retention of the auditor by or on behalf of the subsidiary
registrant pursuant to Rule 2-01(c)(7) of Regulation S-X5 (which
might be, for example, the audit committee of the subsidiary
registrant, the full board of the subsidiary registrant, or the
audit committee of the subsidiary registrant’s parent). In all
cases, the auditor should interpret the terms “board of directors”
and “audit committee” in this standard as being consistent with
provisions for the use of those terms as defined in relevant SEC
rules.
5.

If oversight of the company’s external financial reporting and inter
nal control over financial reporting by the company’s audit commit
tee is ineffective, that circumstance should be regarded as at least a
significant deficiency and as a strong indicator that a material
weakness in internal control over financial reporting exists. Al
though there is not an explicit requirement to evaluate the effective
ness of the audit committee’s oversight in an audit of only the
financial statements, if the auditor becomes aware that the oversight
of the company’s external financial reporting and internal control
over financial reporting by the company’s audit committee is ineffec
tive, the auditor must communicate that specific significant defi
ciency or material weakness in writing to the board of directors.

6.

These written communications should include:

7.

a.

The definitions of significant deficiencies and material weaknesses
and should clearly distinguish to which category the deficiencies
being communicated relate.

b.

A statement that the objective of the audit was to report on the
financial statements and not to provide assurance on internal
control.

c.

A statement that the communication is intended solely for the
information and use of the board of directors, audit committee,
management, and others within the organization. When there
are requirements established by governmental authorities to
furnish such written communications, specific reference to such
regulatory authorities may be made.

The auditor might identify matters in addition to those required to
be communicated by this standard. Such matters include control
deficiencies identified by the auditor that are neither significant
deficiencies nor material weaknesses and matters the company may
request the auditor to be alert to that go beyond those contemplated

3 See 17 C.F.R. 240.10A-3(c)(2).

4 See 17 C.F.R. 240.10A-3(c)(2).
5 See 17 C.F.R. 240.2-01(c)(7).
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by this standard. The auditor may report such matters to manage
ment, the audit committee, or others, as appropriate.

8.

The auditor should not report in writing that no significant deficien
cies were discovered during an audit of financial statements because
of the potential that the limited degree of assurance associated with
such a report will be misunderstood.

9.

When timely communication is important, the auditor should com
municate the preceding matters during the course of the audit rather
than at the end of the engagement. The decision about whether to
issue an interim communication should be determined based on the
relative significance of the matters noted and the urgency of correc
tive follow-up action required.

In an audit of financial statements only, auditing interpretation 1 to AU sec.
325, “Reporting on the Existence of Material Weaknesses,” continues to apply
except that the term “reportable condition” means “significant deficiency,” as
defined in paragraph 9 of PCAOB Auditing Standard No. 2.

AU sec. 326, "Evidential Matter"
SAS No. 31, “Evidential Matter,” as amended by SAS No. 48, “The Effects
of Computer Processing on the Audit of Financial Statements,” and SAS No.
80, “Amendment to Statement on Auditing Standards No. 31, ‘Evidential
Matter’” (AU sec. 326, “Evidential Matter”), is amended by adding the following
sentences at the end of paragraph 19:
Additionally, the auditor’s substantive procedures must include rec
onciling the financial statements to the accounting records. The audi
tor’s substantive procedures also should include examining material
adjustments made during the course of preparing the financial state
ments.

AU sec. 329, "Analytical Procedures"
SAS No. 56, “Analytical Procedures,” as amended by SAS No. 96, “Audit
Documentation” (AU sec. 329, “Analytical Procedures”), is amended as follows:
a.

The following sentence is added to the end of paragraph 9:

For significant risks of material misstatement, it is unlikely
that audit evidence obtained from substantive analytical
procedures alone will be sufficient.

b.

The following sentences are added to the end of paragraph 10:
When designing substantive analytical procedures, the
auditor also should evaluate the risk of management over
ride of controls. As part of this process, the auditor should
evaluate whether such an override might have allowed
adjustments outside of the normal period-end financial re
porting process to have been made to the financial state
ments. Such adjustments might have resulted in artificial
changes to the financial statement relationships being ana
lyzed, causing the auditor to draw erroneous conclusions.
For this reason, substantive analytical procedures alone are
not well suited to detecting fraud.
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c.

The following sentence is added to the beginning of paragraph 16:
Before using the results obtained from substantive analyti
cal procedures, the auditor should either test the design and
operating effectiveness of controls over financial informa
tion used in the substantive analytical procedures or per
form other procedures to support the completeness and
accuracy of the underlying information.

AU sec. 332, "Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities"
SAS No. 92, “Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities” (AU sec. 332, “Auditing Derivative Instruments,
Hedging Activities, and Investments in Securities”), is amended by adding the
following note after paragraph 11:

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, PCAOB Auditing Stand
ard No. 2 states, “the auditor must obtain sufficient competent evi
dence about the design and operating effectiveness of controls over all
relevant financial statement assertions related to all significant ac
counts and disclosures in the financial statements.” Therefore, in an
integrated audit of financial statements and internal control over
financial reporting, if a company’s investment in derivatives and
securities represents a significant account, the auditor’s under
standing of controls should include controls over derivatives and
securities transactions from their initiation to their inclusion in the
financial statements and should encompass controls placed in opera
tion by the entity and service organizations whose services are part of
the entity’s information system.

AU sec. 333, "Management Representations"
SAS No. 85, “Management Representations,” as amended by SAS No. 89,
“Audit Adjustments,” and SAS No. 99 “Consideration of Fraud in a Financial
Statement Audit” (AU sec. 333, “Management Representations”), is amended
by adding the following note after paragraph 5:

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
142-144 of PCAOB Auditing Standard No. 2 for additional required
written representations to be obtained from management.

AU sec. 342, "Auditing Accounting Estimates"
SAS No. 57, “Auditing Accounting Estimates” (AU sec. 342, “Auditing Account
ing Estimates”), is amended by adding the following note after paragraph 10:

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, the auditor may use any
of the three approaches. However, the work that the auditor performs
as part of the audit of internal control over financial reporting should
necessarily inform the auditor’s decisions about the approach he or she
takes to auditing an estimate because, as part of the audit of internal
control over financial reporting, the auditor would be required to
obtain an understanding of the process management used to develop
the estimate and to test controls over all relevant assertions related
to the estimate.

Conforming Amendments to PCAOB Interim Standards

195

AU sec. 380, "Communication with Audit Committees"
SAS No. 61, “Communication with Audit Committees” (AU sec. 380, “Com
munication with Audit Committees”), is amended by replacing the title of
Section 325 in the first bullet in footnote 1 in paragraph 1 with “Communica
tions About Control Deficiencies in An Audit of Financial Statements” and
adding the following after the last bullet in footnote 1 in paragraph 1:
•

PCAOB Auditing Standard No. 2, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction With an Audit of Fi
nancial Statements.

AU sec. 508, "Reports on Audited Financial Statements"
SAS No. 58, “Reports on Audited Financial Statements,” as amended by SAS
No. 64, “Omnibus Statement on Auditing Standards—1990,” SAS No. 79,
“Amendment to Statement on Auditing Standards No. 58, ‘Reports on Audited
Financial Statements,’” SAS No. 85, “Management Representations,” SAS No.
93, “Omnibus Statement on Auditing Standards—2000,” and SAS No. 98,
“Omnibus Statement on Auditing Standards—2002” (AU sec. 508, “Reports on
Audited Financial Statements”), is amended as follows:
a.

The following note is added after paragraph 1:
Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, the auditor
may choose to issue a combined report or separate reports on the
company’s financial statements and on internal control over
financial reporting. Refer to paragraphs 162-199 of PCAOB
Auditing Standard No. 2 for direction on reporting on internal
control over financial reporting. In addition, see Appendix A,
“Illustrative Reports on Internal Control Over Financial Report
ing,” of PCAOB Auditing Standard No. 2 which includes an
illustrative combined audit report and examples of separate
reports.

b.

The following subparagraph is added to paragraph 8:
k.

When performing an integrated audit of financial state
ments and internal control over financial reporting, if
the auditor issues separate reports on the company’s
financial statements and on internal control over finan
cial reporting, the following paragraph should be added
to the auditor’s report on the company’s financial state
ments:
We also have audited, in accordance with the
standards of the Public Company Accounting Over
sight Board (United States), the effectiveness of X
Company’s internal control over financial report
ing as of December 31, 20X3, based on [identify
control criteria] and our report dated [date of re
port, which should be the same as the date of the
report on the financial statements] expressed [in
clude nature of opinions].

AU sec. 530, "Dating of the Independent Auditor's Report"
SAS No. 1, “Codification of Auditing Standards and Procedures,” AU sec.
530, “Dating of the Independent Auditor’s Report,” as amended by SAS No. 29,
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“Reporting on Information Accompanying the Basic Financial Statements in
Auditor-Submitted Documents,” and SAS No. 98, “Omnibus Statement on
Auditing Standards—2002” (AU sec. 530, “Dating of the Independent Auditor’s
Report”), is amended by adding the following note after paragraph .01:
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, the auditor’s reports on
the company’s financial statements and on internal control over finan
cial reporting should be dated the same date. Refer to paragraphs
171-172 of PCAOB Auditing Standard No. 2, which provide direction
with respect to the report date in an audit of internal control over
financial reporting.

AU sec. 532, "Restricting the Use of an Auditor's Report"
SAS No. 87, “Restricting the Use of an Auditor’s Report,” (AU sec. 532,
“Restricting the Use of an Auditor’s Report”), is amended by replacing “Section
325, Communication of Internal Control Related Matters Noted in an Audit”
in the first bullet of paragraph .07 with “Section 325, Communications About
Control Deficiencies in An Audit of Financial Statements.”

AU sec. 543, "Part of Audit Performed by Other
Independent Auditors"
SAS No. 1, “Codification of Auditing Standards and Procedures,” AU sec.
543, “Part of Audit Performed by Other Independent Auditors,” as amended by
SAS No. 64, “Omnibus Statement on Auditing Standards—1990” (AU sec. 543,
“Part of Audit Performed by Other Independent Auditors”), is amended by
adding the following note after paragraph .01:
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
182-185 of PCAOB Auditing Standard No. 2, which provide direction
with respect to opinions based, in part, on the report of another auditor
in an audit of internal control over financial reporting.

AU sec. 9550, "Other Information in Documents Containing
Audited Financial Statements: Auditing Interpretations of
Section 550"
AU sec. 9550, “Other Information in Documents Containing Audited Finan
cial Statements: Auditing Interpretations of Section 550,” is amended by
replacing the term “reportable conditions” with the term “significant deficien
cies” in footnote 8 to paragraph 15 and also replaces in that footnote the
reference to Section 325.17 with the reference Section 325.8.

AU sec. 560, "Subsequent Events"
SAS No. 1, “Codification of Auditing Standards and Procedures,” AU sec.
560, “Subsequent Events,” as amended by SAS No. 12, “Inquiry of a Client’s
Lawyer Concerning Litigation, Claims, and Assessments,” and SAS No. 98,
“Omnibus Statement on Auditing Standards—2002” (AU sec. 560, “Subsequent
Events”), is amended by adding the following note after paragraph .01:

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
186-189 of PCAOB Auditing Standard No. 2, which provide direction
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with respect to subsequent events in an audit of internal control over
financial reporting.

AU sec. 561, "Subsequent Discovery of Facts Existing at the
Date of the Auditor's Report"
SAS No. 1, “Codification of Auditing Standards and Procedures,” AU sec.
561, “Subsequent Discovery of Facts Existing at the Date of the Auditor’s
Report,” as amended by SAS No. 98, “Omnibus Statement on Auditing Stand
ards—2002” (AU sec. 561, “Subsequent Discovery of Facts Existing at the Date
of the Auditor’s Report”), is amended by adding the following note after
paragraph .01:

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraph 197
of PCAOB Auditing Standard No. 2, which provides direction with
respect to the subsequent discovery of information existing at the date
of the auditor’s report on internal control over financial reporting.

AU sec. 634, "Letters for Underwriters and Certain Other
Requesting Parties"
SAS No. 72, “Letters for Underwriters and Certain Other Requesting
Parties,” as amended by SAS No. 76, “Amendments to Statement on Auditing
Standards No. 72, Letters for Underwriters and Certain Other Requesting
Parties,” and SAS No. 86, “Amendment to Statement on Auditing Standards
No. 72, Letters for Underwriters and Certain Other Requesting Parties” (AU
sec. 634, “Letters for Underwriters and Certain Other Requesting Parties”) is
amended by replacing the reference to “Section 325, Communication of Internal
Control Related Matters Noted in an Audit” with “Section 325, Communica
tions About Control Deficiencies in An Audit of Financial Statements.”

AU sec. 711, "Filings Under Federal Securities Statutes"
SAS No. 37, “Filings Under Federal Securities Statutes” (AU sec. 711,
“Filings Under Federal Securities Statutes”), is amended by adding the follow
ing note after paragraph 2:
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
198-199 of PCAOB Auditing Standard No. 2, which provide direction
when an auditor’s report on internal control over financial reporting
is included or incorporated by reference in filings under federal secu
rities statutes.

AU sec. 722, "Interim Financial Information"
SAS No. 100, “Interim Financial Information” (AU sec. 722, “Interim Finan
cial Information”), is amended as follows:
a.

The following note is added after paragraph 3:

Note: When an auditor is engaged to perform an integrated audit
of financial statements and internal control over financial re
porting, refer to paragraphs 202-206 of PCAOB Auditing Stand
ard No. 2, which provide direction regarding the auditor’s
evaluation responsibilities as they relate to management’s quar
terly certifications on internal control over financial reporting.
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b.

In paragraph 9, the term “reportable conditions” is replaced by the
term “significant deficiencies.”

c.

In paragraph 33, the term “reportable conditions” is replaced by the
term “significant deficiencies.” Also, the third sentence is replaced
by the following:
A significant deficiency is a control deficiency, or combina
tion of control deficiencies, that adversely affects the com
pany’s ability to initiate, authorize, record, process, or
report external financial data reliably in accordance with
generally accepted accounting principles such that there is
more than a remote likelihood that a misstatement of the
company’s annual or interim financial statements that is
more than inconsequential will not be prevented or de
tected.

d.

The reference in footnote 22 to paragraph 33 to “Section 325, Com
munication of Internal Control Related Matters in an Audit” is
replaced with “Section 325, Communications About Control Deficien
cies in An Audit of Financial Statements.”

Attestation Standards
AT sec. 501, "Reporting on an Entity's Internal Control Over
Financial Reporting"
Chapter 5, “Reporting on an Entity’s Internal Control Over Financial
Reporting,” of Statement on Standards for Attestation Engagements No. 10,
“Attestation Standards: Revision and Recodification” (AT sec. 501, “Reporting
on an Entity’s Internal Control Over Financial Reporting”), and its related
interpretation (AT sec. 9501, “Reporting on an Entity’s Internal Control Over
Financial Reporting: Attest Engagements Interpretations of Section 501”), are
superseded by the conforming amendments and, accordingly, are no longer
interim standards of the Board.

Independence Standards
ET sec. 101.05
Rule 101, “Independence” (ET sec. 101.05) is amended by adding the
following note after the second paragraph of Interpretation 101-3, “Perform
ance of Other Services:”

Note: Paragraph 33 of PCAOB Auditing Standard No. 2 contains an
additional requirement related to audit committee pre-approval of
internal control-related services.

PCAOB STANDARDS,
AS AMENDED
References to GAAS
PCAOB Auditing Standard No. 1 (PCAOB Release No. 2003-025) super
sedes all references in the PCAOB interim standards to generally accepted
auditing standards, U.S. generally accepted auditing standards, auditing
standards generally accepted in the United States of America, and
standards established by the AICPA. It also requires that auditor’s reports
on the financial statements of issuers that are issued or reissued after the
effective date of Auditing Standard No. 1 (AS 1) include a statement that
the engagement was conducted in accordance with “the standards of the
Public Company Accounting Oversight Board (United States).”

The AICPA has not made conforming changes to the PCAOB’s Interim
Professional Auditing Standards (which are contained in this section) to
reflect this requirement and intent of AS 1 issued by the PCAOB and
approved by the Commission. AS 1 should be followed where there are
conflicts between AS 1 and the PCAOB’s Interim Professional Auditing
Standards. Such conforming changes will be made when the PCAOB
issues a Rule or Standard that identifies and makes such changes.
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AU Section 110

Responsibilities and Functions of the
Independent Auditor
Source: SAS No. 1, section 110; SAS No. 78; SAS No. 82.
Issue date, unless otherwise indicated: November, 1972.

.01 The objective of the ordinary audit of financial statements by the
independent auditor is the expression of an opinion on the fairness with which
they present, in all material respects, financial position, results of operations,
and its cash flows in conformity with generally accepted accounting principles.
The auditor’s report is the medium through which he expresses his opinion or,
if circumstances require, disclaims an opinion. In either case, he states
whether his audit has been made in accordance with generally accepted
auditing standards. These standards require him to state whether, in his
opinion, the financial statements are presented in conformity with generally
accepted accounting principles and to identify those circumstances in which
such principles have not been consistently observed in the preparation of the
financial statements of the current period in relation to those of the preceding
period.

Distinction Between Responsibilities of Auditor
and Management
.02 The auditor has a responsibility to plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of
material misstatement, whether caused by error or fraud.1 Because of the
nature of audit evidence and the characteristics of fraud, the auditor is able to
obtain reasonable, but not absolute, assurance that material misstatements
are detected.1
2 The auditor has no responsibility to plan and perform the audit
to obtain reasonable assurance that misstatements, whether caused by errors
or fraud, that are not material to the financial statements are detected. [Paragraph
added, effective for audits of financial statements for periods ending on or after
December 15,1997, by Statement on Auditing Standards No. 82.]
.03 The financial statements are management’s responsibility. The audi
tor’s responsibility is to express an opinion on the financial statements. Man
agement is responsible for adopting sound accounting policies and for
establishing and maintaining internal control that will, among other things,
initiate, record, process, and report transactions (as well as events and condi
tions) consistent with management’s assertions embodied in the financial

statements. The entity’s transactions and the related assets, liabilities, and
1 See Ethics Ruling No. 107, “Participation in Health and Welfare Plan of Client” [ET section
191.214-.215], for instances in which participation was the result of permitted employment of the
individual’s spouse or spousal equivalent.

2 See section 230, Due Professional Care in the Performance of Work, paragraphs .10 through .13.
[Footnote added, effective for audits of financial statements for periods ending on or after December
15,1997, by Statement on Auditing Standards No. 82.]
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equity are within the direct knowledge and control of management. The
auditor’s knowledge of these matters and internal control is limited to that
acquired through the audit. Thus, the fair presentation of financial statements
in conformity with generally accepted accounting principles3 is an implicit and
integral part of management’s responsibility. The independent auditor may
make suggestions about the form or content of the financial statements or draft
them, in whole or in part, based on information from management during the
performance of the audit. However, the auditor’s responsibility for the finan
cial statements he or she has audited is confined to the expression of his or her
opinion on them. [Revised, April 1989, to reflect conforming changes necessary
due to the issuance of Statement on Auditing Standards Nos. 53 through 62.
As amended, effective for audits of financial statements for periods beginning
on or after January 1, 1997, by Statement on Auditing Standards No. 78.
Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 82, February 1997. Revised, April 2002, to reflect conforming changes
necessary due to the issuance of Statement on Auditing Standards No. 94.]

Professional Qualifications
.04 The professional qualifications required of the independent auditor
are those of a person with the education and experience to practice as such.
They do not include those of a person trained for or qualified to engage in
another profession or occupation. For example, the independent auditor, in
observing the taking of a physical inventory, does not purport to act as an
appraiser, a valuer, or an expert in materials. Similarly, although the inde
pendent auditor is informed in a general manner about matters of commercial
law, he does not purport to act in the capacity of a lawyer and may appropri
ately rely upon the advice of attorneys in all matters of law. [Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997.]
.05 In the observance of generally accepted auditing standards, the inde
pendent auditor must exercise his judgment in determining which auditing
procedures are necessary in the circumstances to afford a reasonable basis for
his opinion. His judgment is required to be the informed judgment of a
qualified professional person. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 82, February 1997.]

Detection of Fraud
[.06-.09] [Superseded January 1977 by Statement on Auditing Standards
No. 16, as superseded by Statement on Auditing Standards No. 53, as super
seded by section 316. Paragraphs renumbered by the issuance of Statement on
Auditing Standards No. 82, February 1997.]

Responsibility to the Profession
.10 The independent auditor also has a responsibility to his profession,
the responsibility to comply with the standards accepted by his fellow practi
3 The responsibilities and functions of the independent auditor are also applicable to financial
statements presented in conformity with a comprehensive basis of accounting other than generally
accepted accounting principles; references in this section to financial statements presented in con
formity with generally accepted accounting principles also include those presentations. [Footnote
added, effective for audits of financial statements for periods beginning on or after January 1, 1997,
by Statement on Auditing Standards No. 78. Footnote renumbered by the issuance of Statement on
Auditing Standards No. 82, February 1997.]
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tioners. In recognition of the importance of such compliance, the American
Institute of Certified Public Accountants has adopted, as part of its Code of
Professional Conduct, rules which support the standards and provide a basis
for their enforcement. [Paragraph renumbered by the issuance of Statement
on Auditing Standards No. 82, February 1997.]
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AU Section 150

Generally Accepted Auditing Standards
(Supersedes SAS No. 1, section 150)

Source: SAS No. 95; SAS No. 98.
Effective for audits of financial statements for periods beginning on or after December
15, 2001, unless otherwise indicated.

.01 An independent auditor plans, conducts, and reports the results of an
audit in accordance with generally accepted auditing standards (GAAS).
Auditing standards provide a measure of audit quality and the objectives to be
achieved in an audit. Auditing procedures differ from auditing standards.
Auditing procedures are acts that the auditor performs during the course of an
audit to comply with auditing standards.

Auditing Standards
.02 The general, field work, and reporting standards (the 10 standards)
approved and adopted by the membership of the AICPA, as amended by the
AICPA Auditing Standards Board (ASB), are as follows:
General Standards

1.

The audit is to be performed by a person or persons having adequate
technical training and proficiency as an auditor.

2.

In all matters relating to the assignment, an independence in mental
attitude is to be maintained by the auditor or auditors.

3.

Due professional care is to be exercised in the performance of the
audit and the preparation of the report.

Standards of Field Work

1.

The work is to be adequately planned and assistants, if any, are to
be properly supervised.

2.

A sufficient understanding of internal control is to be obtained to plan
the audit and to determine the nature, timing, and extent of tests to
be performed.

3.

Sufficient competent evidential matter is to be obtained through
inspection, observation, inquiries, and confirmations to afford a
reasonable basis for an opinion regarding the financial statements
under audit.

Standards of Reporting

1.

The report shall state whether the financial statements are pre
sented in accordance with generally accepted accounting principles
(GAAP).

2.

The report shall identify those circumstances in which such princi
ples have not been consistently observed in the current period in
relation to the preceding period.
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3.

Informative disclosures in the financial statements are to be re
garded as reasonably adequate unless otherwise stated in the report.

4.

The report shall contain either an expression of opinion regarding
the financial statements, taken as a whole, or an assertion to the
effect that an opinion cannot be expressed. When an overall opinion
cannot be expressed, the reasons therefor should be stated. In all
cases where an auditor’s name is associated with financial state
ments, the report should contain a clear-cut indication of the char
acter of the auditor’s work, if any, and the degree of responsibility
the auditor is taking.

.03 Rule 202, Compliance With Standards, of the AICPA Code of Profes
sional Conduct, requires an AICPA member who performs an audit (the
auditor) to comply with standards promulgated by the ASB.1 The ASB devel
ops and issues standards in the form of Statements on Auditing Standards
(SASs) through a due process that includes deliberation in meetings open to
the public, public exposure of proposed SASs, and a formal vote. The SASs are
codified within the framework of the 10 standards.
.04 The auditor should have sufficient knowledge of the SASs to identify
those that are applicable to his or her audit. The nature of the 10 standards
and the SASs requires the auditor to exercise professional judgment in apply
ing them. Materiality and audit risk also underlie the application of the 10
standards and the SASs, particularly those related to field work and report
ing.1
2 The auditor should be prepared to justify departures from the SASs.

Interpretive Publications
.05 Interpretive publications consist of auditing Interpretations of the
SASs, appendixes to the SASs,3 auditing guidance included in AICPA Audit
and Accounting Guides, and AICPA auditing Statements of Position.4 Inter
pretive publications are not auditing standards. Interpretive publications are
recommendations on the application of the SASs in specific circumstances,
including engagements for entities in specialized industries. An interpretive
publication is issued under the authority of the ASB after all ASB members
have been provided an opportunity to consider and comment on whether the
proposed interpretive publication is consistent with the SASs. [As amended,
effective September 2002, by Statement on Auditing Standards No. 98.]
.06 The auditor should be aware of and consider interpretive publications
applicable to his or her audit. If the auditor does not apply the auditing
guidance included in an applicable interpretive publication, the auditor should
be prepared to explain how he or she complied with the SAS provisions
addressed by such auditing guidance.
1 In certain engagements, the auditor also may be subject to other auditing requirements, such
as Government Auditing Standards issued by the comptroller general of the United States, or rules
and regulations promulgated by the U.S. Securities and Exchange Commission.
2 See section 312, Audit Risk and Materiality in Conducting an Audit.
3 Appendixes to SASs referred to in paragraph .05 of this section do not include previously issued
appendixes to original pronouncements that when adopted modified other SASs. [Footnote added,
effective September 2002, by Statement on Auditing Standards No. 98.]
4 Auditing Interpretations of the SASs are included in the codified version of the SASs and are
cross-referenced from the related AU sections in Appendix C. AICPA Audit and Accounting Guides
and auditing Statements of Position are listed in Appendix D. [Footnote renumbered by the issuance
of Statement on Auditing Standards No. 98, September 2002.]
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Other Auditing Publications
.07 Other auditing publications include AICPA auditing publications not
referred to above; auditing articles in the Journal of Accountancy and other
professional journals; auditing articles in the AICPA CPA Letter; continuing
professional education programs and other instruction materials, textbooks,
guide books, audit programs, and checklists; and other auditing publications
from state CPA societies, other organizations, and individuals.5 Other audit
ing publications have no authoritative status; however, they may help the
auditor understand and apply the SASs.

.08 If an auditor applies the auditing guidance included in an other
auditing publication, he or she should be satisfied that, in his or her judgment,
it is both relevant to the circumstances of the audit, and appropriate. In
determining whether an other auditing publication is appropriate, the auditor
may wish to consider the degree to which the publication is recognized as being
helpful in understanding and applying the SASs and the degree to which the
issuer or author is recognized as an authority in auditing matters. Other
auditing publications published by the AICPA that have been reviewed by the
AICPA Audit and Attest Standards staff are presumed to be appropriate.6

Effective Date
.09 This section is effective for audits of financial statements for periods
beginning on or after December 15, 2001.

5 The auditor is not expected to be aware of the full body of other auditing publications. [Footnote
renumbered by the issuance of Statement on Auditing Standards No. 98, September 2002.]
6 Other auditing publications published by the AICPA that have been reviewed by the AICPA
Audit and Attest Standards staff are listed in AU Appendix F. [Footnote renumbered by the issuance
of Statement on Auditing Standards No. 98, September 2002.]
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AU Section 161

The Relationship of Generally Accepted
Auditing Standards to Quality Control
Standards
(Supersedes SAS No. 4)[1]
Source: SAS No. 25; SAS No. 98.

Issue date, unless otherwise indicated: November, 1979.

.01 The independent auditor is responsible for compliance with generally
accepted auditing standards in an audit engagement. Rule 202 of the Rules of
Conduct of the Code of Professional Conduct of the American Institute of
Certified Public Accountants requires members to comply with such standards
when associated with financial statements.
.02 A firm of independent auditors has a responsibility to adopt a system
of quality control in conducting an audit practice.2 Thus, a firm should estab
lish quality control policies and procedures to provide it with reasonable
assurance that its personnel comply with generally accepted auditing stand
ards in its audit engagements. The nature and extent of a firm’s quality control
policies and procedures depend on factors such as its size, the degree of
operating autonomy allowed its personnel and its practice offices, the nature
of its practice, its organization, and appropriate cost-benefit considerations.
[Revised, April 2002, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 96. As amended, effective
September 2002, by Statement on Auditing Standards No. 98.]

.03 Generally accepted auditing standards relate to the conduct of indi
vidual audit engagements; quality control standards relate to the conduct of a
firm’s audit practice as a whole. Thus, generally accepted auditing standards
and quality control standards are related, and the quality control policies and
procedures that a firm adopts may affect both the conduct of individual audit
engagements and the conduct of a firm’s audit practice as a whole. However,
deficiencies in or instances of noncompliance with a firm’s quality control
policies and procedures do not, in and of themselves, indicate that a particular
audit engagement was not performed in accordance with generally accepted
auditing standards. [As amended, effective September 2002, by Statement on
Auditing Standards No. 98.]

[1] [Footnote deleted by the issuance of Statement on Auditing Standards No. 98, September
2002.]
2 The elements of quality control are identified in Statement on Quality Control Standards
(SQCS) No. 2, System of Quality Control for a CPA Firm’s Accounting and Auditing Practice [QC
section 20]. A system of quality control is broadly defined as a process to provide the firm with
reasonable assurance that its personnel comply with applicable professional standards and the firm’s
standards of quality. [Footnote added, effective September 2002, by Statement on Auditing Standards
No. 98.]
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AU Section 201

Nature of the General Standards
Source: SAS No. 1, section 201.

Issue date, unless otherwise indicated: November, 1972.

.01 The general standards are personal in nature and are concerned with
the qualifications of the auditor and the quality of his work as distinct from
those standards which relate to the performance of his field work and to his
reporting. These personal, or general, standards apply alike to the areas of
field work and reporting.
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Training and Proficiency of the Independent Auditor

AU Section 210

Training and Proficiency of the
Independent Auditor
Source: SAS No. 1, section 210; SAS No. 5.

Issue date, unless otherwise indicated: November, 1972.

.01 The first general standard is:
The audit is to be performed by a person or persons having adequate technical
training and proficiency as an auditor.

.02 This standard recognizes that however capable a person may be in
other fields, including business and finance, he cannot meet the requirements
of the auditing standards without proper education and experience in the field
of auditing.
.03 In the performance of the audit which leads to an opinion, the inde
pendent auditor holds himself out as one who is proficient in accounting and
auditing. The attainment of that proficiency begins with the auditor’s formal
education and extends into his subsequent experience. The independent audi
tor must undergo training adequate to meet the requirements of a professional.
This training must be adequate in technical scope and should include a
commensurate measure of general education. The junior assistant, just enter
ing upon an auditing career, must obtain his professional experience with the
proper supervision and review of his work by a more experienced superior. The
nature and extent of supervision and review must necessarily reflect wide
variances in practice. The auditor charged with final responsibility for the
engagement must exercise a seasoned judgment in the varying degrees of his
supervision and review of the work done and judgment exercised by his
subordinates, who in turn must meet the responsibility attaching to the
varying gradations and functions of their work.
.04 The independent auditor’s formal education and professional experi
ence complement one another; each auditor exercising authority upon an
engagement should weigh these attributes in determining the extent of his
supervision of subordinates and review of their work. It should be recognized
that the training of a professional man includes a continual awareness of
developments taking place in business and in his profession. He must study,
understand, and apply new pronouncements on accounting principles and
auditing procedures as they are developed by authoritative bodies within the
accounting profession.
.05 In the course of his day-to-day practice, the independent auditor
encounters a wide range ofjudgment on the part of management, varying from
true objective judgment to the occasional extreme of deliberate misstatement.
He is retained to audit and report upon the financial statements of a business
because, through his training and experience, he has become skilled in ac
counting and auditing and has acquired the ability to consider objectively and
to exercise independent judgment with respect to the information recorded in
books of account or otherwise disclosed by his audit. [As amended July, 1975
by Statement on Auditing Standards No. 5.]
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AU Section 220

Independence
Source: SAS No. 1, section 220.

Issue date, unless otherwise indicated: November, 1972.

.01 The second general standard is:
In all matters relating to the assignment, an independence in mental attitude
is to be maintained by the auditor or auditors.

.02 This standard requires that the auditor be independent; aside from
being in public practice (as distinct from being in private practice), he must be
without bias with respect to the client since otherwise he would lack that
impartiality necessary for the dependability of his findings, however excellent
his technical proficiency may be. However, independence does not imply the
attitude of a prosecutor but rather a judicial impartiality that recognizes an
obligation for fairness not only to management and owners of a business but
also to creditors and those who may otherwise rely (in part, at least) upon the
independent auditor’s report, as in the case of prospective owners or creditors.
.03 It is of utmost importance to the profession that the general public
maintain confidence in the independence of independent auditors. Public
confidence would be impaired by evidence that independence was actually
lacking, and it might also be impaired by the existence of circumstances which
reasonable people might believe likely to influence independence. To be inde
pendent, the auditor must be intellectually honest; to be recognized as inde
pendent, he must be free from any obligation to or interest in the client, its
management, or its owners. For example, an independent auditor auditing a
company of which he was also a director might be intellectually honest, but it
is unlikely that the public would accept him as independent since he would be
in effect auditing decisions which he had a part in making. Likewise, an
auditor with a substantial financial interest in a company might be unbiased
in expressing his opinion on the financial statements of the company, but the
public would be reluctant to believe that he was unbiased. Independent audi
tors should not only be independent in fact; they should avoid situations that
may lead outsiders to doubt their independence.
.04 The profession has established, through the AICPA’s Code of Profes
sional Conduct, precepts to guard against the presumption of loss of inde
pendence. “Presumption” is stressed because the possession of intrinsic
independence is a matter of personal quality rather than of rules that formu
late certain objective tests. Insofar as these precepts have been incorporated in
the profession’s code, they have the force of professional law for the inde
pendent auditor.

.05 The Securities and Exchange Commission (SEC) has also adopted
requirements for independence of auditors who report on financial statements
filed with it that differ from the AICPA requirements in certain respects.[1]
[1] [Footnote deleted, December 2001, to acknowledge the dissolution of the Independence Stand
ard Board.]
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.06 The independent auditor should administer his practice within the
spirit of these precepts and rules if he is to achieve a proper degree of
independence in the conduct of his work.
.07 To emphasize independence from management, many corporations
follow the practice of having the independent auditor appointed by the board
of directors or elected by the stockholders.
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AU Section 230

Due Professional Care in the Performance
of Work*
Source: SAS No. 1, section 230; SAS No. 41; SAS No. 82; SAS No. 99.

Issue date, unless otherwise indicated: November, 1972.

.01 The third general standard is:
Due professional care is to be exercised in the planning and performance of the
audit and the preparation of the report.*
1

[As amended, effective for audits of financial statements for periods ending on
or after December 15, 1997, by Statement on Auditing Standards No. 82.]
.02 This standard requires the independent auditor to plan and perform
his or her work with due professional care. Due professional care imposes a
responsibility upon each professional within an independent auditor’s organi
zation to observe the standards of field work and reporting. [As amended,
effective for audits of financial statements for periods ending on or after
December 15,1997, by Statement on Auditing Standards No. 82.]

.03 Cooley on Torts, a legal treatise, describes the obligation for due care
as follows:
Every man who offers his services to another and is employed assumes the duty
to exercise in the employment such skill as he possesses with reasonable care
and diligence. In all these employments where peculiar skill is requisite, if one
offers his services, he is understood as holding himself out to the public as
possessing the degree of skill commonly possessed by others in the same
employment, and if his pretentions are unfounded, he commits a species of
fraud upon every man who employs him in reliance on his public profession.
But no man, whether skilled or unskilled, undertakes that the task he assumes
shall be performed successfully, and without fault or error; he undertakes for
good faith and integrity, but not for infallibility, and he is liable to his employer
for negligence, bad faith, or dishonesty, but not for losses consequent upon pure
errors of judgment.2

[As amended, effective for audits of financial statements for periods ending on
or after December 15, 1997, by Statement on Auditing Standards No. 82.]
.04 The matter of due professional care concerns what the independent
auditor does and how well he or she does it. The quotation from Cooley on Torts
provides a source from which an auditor’s responsibility for conducting an
audit with due professional care can be derived. The remainder of the section
* [Title amended, effective for audits of financial statements for periods ending on or after
December 15, 1997, by Statement on Auditing Standards No. 82.]
1 This amendment revises the third general standard of the ten generally accepted auditing
standards. [Footnote added, effective for audits of financial statements for periods ending on or after
December 15,1997, by Statement on Auditing Standards No. 82.]

2 D. Haggard, Cooley on Torts, 472 (4th ed., 1932). [Footnote added, effective for audits of
financial statements for periods ending on or after December 15, 1997, by Statement on Auditing
Standards No. 82.]
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discusses the auditor’s responsibility in the context of an audit. [As amended,
April 1982, by Statement on Auditing Standards No. 41. As amended, effective
for audits of financial statements for periods ending on or after December 15,
1997, by Statement on Auditing Standards No. 82.]
.05 An auditor should possess “the degree of skill commonly possessed”
by other auditors and should exercise it with “reasonable care- and diligence”
(that is, with due professional care). [Paragraph added, effective for audits of
financial statements for periods ending on or after December 15, 1997, by
Statement on Auditing Standards No. 82.]

.06 Auditors should be assigned to tasks and supervised commensurate
with their level of knowledge, skill, and ability so that they can evaluate the
audit evidence they are examining. The auditor with final responsibility for the
engagement should know, at a minimum, the relevant professional accounting
and auditing standards and should be knowledgeable about the client.3 The
auditor with final responsibility is responsible for the assignment of tasks to,
and supervision of, assistants.4 [Paragraph added, effective for audits of
financial statements for periods ending on or after December 15, 1997, by
Statement on Auditing Standards No. 82.]

Professional Skepticism
.07 Due professional care requires the auditor to exercise professional
skepticism. Professional skepticism is an attitude that includes a questioning
mind and a critical assessment of audit evidence. The auditor uses the knowl
edge, skill, and ability called for by the profession of public accounting to
diligently perform, in good faith and with integrity, the gathering and objective
evaluation of evidence. [Paragraph added, effective for audits of financial
statements for periods ending on or after December 15,1997, by Statement on
Auditing Standards No. 82.]

.08 Gathering and objectively evaluating audit evidence requires the
auditor to consider the competency and sufficiency of the evidence. Since
evidence is gathered and evaluated throughout the audit, professional skepti
cism should be exercised throughout the audit process. [Paragraph added,
effective for audits of financial statements for periods ending on or after
December 15, 1997, by Statement on Auditing Standards No. 82.]
.09 The auditor neither assumes that management is dishonest nor as
sumes unquestioned honesty. In exercising professional skepticism, the audi
tor should not be satisfied with less than persuasive evidence because of a
belief that management is honest. [Paragraph added, effective for audits of
financial statements for periods ending on or after December 15, 1997, by
Statement on Auditing Standards No. 82.]

Reasonable Assurance
.10 The exercise of due professional care allows the auditor to obtain
reasonable assurance that the financial statements are free of material mis
statement, whether caused by error or fraud. Absolute assurance is not attain
able because of the nature of audit evidence and the characteristics of fraud.
3 See section 311, Planning and Supervision, paragraph .07. [Footnote added, effective for audits
of financial statements for periods ending on or after December 15, 1997, by Statement on Auditing
Standards No. 82.]
4 See section 311.11. [Footnote added, effective for audits of financial statements for periods
ending on or after December 15, 1997, by Statement on Auditing Standards No. 82.]
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Therefore, an audit conducted in accordance with generally accepted auditing
standards may not detect a material misstatement. [Paragraph added, effec
tive for audits of financial statements for periods ending on or after December
15, 1997, by Statement on Auditing Standards No. 82.]
.11 The independent auditor’s objective is to obtain sufficient competent
evidential matter to provide him or her with a reasonable basis for forming an
opinion. The nature of most evidence derives, in part, from the concept of
selective testing of the data being audited, which involves judgment regarding
both the areas to be tested and the nature, timing, and extent of the tests to be
performed. In addition, judgment is required in interpreting the results of
audit testing and evaluating audit evidence. Even with good faith and integ
rity, mistakes and errors in judgment can be made. Furthermore, accounting
presentations contain accounting estimates, the measurement of which is
inherently uncertain and depends on the outcome of future events. The auditor
exercises professional judgment in evaluating the reasonableness of account
ing estimates based on information that could reasonably be expected to be
available prior to the completion of field work.5 As a result of these factors, in
the great majority of cases, the auditor has to rely on evidence that is persua
sive rather than convincing.6 [Paragraph added, effective for audits of finan
cial statements for periods ending on or after December 15,1997, by Statement
on Auditing Standards No. 82.]

.12 Because of the characteristics of fraud, a properly planned and per
formed audit may not detect a material misstatement. Characteristics of fraud
include (a) concealment through collusion among management, employees, or
third parties; (b) withheld, misrepresented, or falsified documentation; and (c)
the ability of management to override or instruct others to override what
otherwise appears to be effective controls. For example, auditing procedures
may be ineffective for detecting an intentional misstatement that is concealed
through collusion among personnel within the entity and third parties or among
management or employees of the entity. Collusion may cause the auditor who
has properly performed the audit to conclude that evidence provided is persua
sive when it is, in fact, false. In addition, an audit conducted in accordance with
generally accepted auditing standards rarely involves authentication of docu
mentation, nor are auditors trained as or expected to be experts in such
authentication. Furthermore, an auditor may not discover the existence of a
modification of documentation through a side agreement that management or
a third party has not disclosed. Finally, management has the ability to directly
or indirectly manipulate accounting records and present fraudulent financial
information by overriding controls in unpredictable ways. [Paragraph added,
effective for audits of financial statements for periods ending on or after
December 15, 1997, by Statement on Auditing Standards No. 82. As amended,
effective for audits of financial statements for periods beginning on or after
December 15, 2002, by Statement on Auditing Standards No. 99.]
.13 Since the auditor’s opinion on the financial statements is based on the
concept of obtaining reasonable assurance, the auditor is not an insurer and
his or her report does not constitute a guarantee. Therefore, the subsequent
discovery that a material misstatement, whether from error or fraud, exists in
5 See section 342, Auditing Accounting Estimates. [Footnote added, effective for audits of finan
cial statements for periods ending on or after December 15, 1997, by Statement on Auditing Stand
ards No. 82.]
6 See section 326, Evidential Matter. [Footnote added, effective for audits of financial statements
for periods ending on or after December 15, 1997, by Statement on Auditing Standards No. 82.]
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the financial statements does not, in and of itself, evidence (a) failure to obtain
reasonable assurance, (b) inadequate planning, performance, or judgment, (c)
the absence of due professional care, or (d) a failure to comply with generally
accepted auditing standards. [Paragraph added, effective for audits of financial
statements for periods ending on or after December 15,1997, by Statement on
Auditing Standards No. 82.]
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Appointment of the Independent Auditor

All Section 310

Appointment of the Independent Auditor *,**
Source: SAS No. 1, section 310; SAS No. 45; SAS No. 83; SAS No. 89; PCAOB
Release No. 2004-008.

Issue date, unless otherwise indicated: November, 1972.

.01 The first standard of field work is:
The work is to be adequately planned and assistants, if any, are to be properly
supervised.

.02 Aspects of supervising assistants are discussed in section 210, Train
ing and Proficiency of the Independent Auditor, and section 311, Planning and
Supervision. Aspects of planning the field work and the timing of auditing
procedures are discussed in section 311 and section 313, Substantive Tests
Prior to the Balance-Sheet Date. [As amended August 1983, by Statement on
Auditing Standards No. 45.] (See section 313.)

Appointment of the Independent Auditor
.03 Consideration of the first standard of field work recognizes that early
appointment of the independent auditor has many advantages to both the
auditor and his client. Early appointment enables the auditor to plan his work
so that it may be done expeditiously and to determine the extent to which it
can be done before the balance-sheet date. [As amended August, 1983, by
Statement on Auditing Standards No. 45.] (See section 313.)

Appointment of Auditor Near or After the
Year-End Date
.04 Although early appointment is preferable, an independent auditor
may accept an engagement near or after the close of the fiscal year. In such
instances, before accepting the engagement, he should ascertain whether
circumstances are likely to permit an adequate audit and expression of an
unqualified opinion and, if they will not, he should discuss with the client the
possible necessity for a qualified opinion or disclaimer of opinion. Sometimes
the audit limitations present in such circumstances can be remedied. For
example, the taking of the physical inventory can be postponed or another
physical inventory can be taken which the auditor can observe. (See section
331.09-.13.)
* [Title amended, effective for engagements for periods ending on or after June 15, 1998, by
Statement on Auditing Standards No. 83.]
** Note: Title originally amended and former paragraphs .05-.09 under the heading “Timing of
Audit Work” superseded, August 1983, by Statement on Auditing Standards No. 45. (See section 313.)
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The Standards of Field Work

Establishing an Understanding With the Client
.05 The auditor should establish an understanding with the client regard
ing the services to be performed for each engagement.1 Such an understanding
reduces the risk that either the auditor or the client may misinterpret the
needs or expectations of the other party. For example, it reduces the risk that
the client may inappropriately rely on the auditor to protect the entity against
certain risks or to perform certain functions that are the client’s responsi
bility. The understanding should include the objectives of the engagement,
management’s responsibilities, the auditor’s responsibilities, and limitations
of the engagement.1
2 The auditor should document the understanding in the
working papers, preferably through a written communication with the client.
If the auditor believes an understanding with the client has not been estab
lished, he or she should decline to accept or perform the engagement. [Para
graph added, effective for engagements for periods ending on or after June 15,
1998, by Statement on Auditing Standards No. 83.]
.06 An understanding with the client generally includes the following
matters.

•

The objective of the audit is:
—

Integrated audit of financial statements and internal control over
financial reporting: The expression of an opinion on both manage
ment’s assessment of internal control over financial reporting and
on the financial statements.

—

Audit of financial statements: The expression of an opinion on the
financial statements

•

Management is responsible for the entity’s financial statements.

•

Management is responsible for establishing and maintaining effective
internal control over financial reporting. In an integrated audit of
financial statements and internal control over financial reporting, an
auditor is required to communicate, in writing, to management and
the audit committee that the audit of internal control over financial
reporting cannot be satisfactorily completed and that he or she is
required to disclaim an opinion if management has not:

1 See Statement on Quality Control Standards No. 2, System of Quality Control for a CPA Firm’s
Accounting and Auditing Practice, paragraph 16 [QC section 20.16], [Footnote added, effective for
engagements for periods ending on or after June 15, 1998, by Statement on Auditing Standards No.
83.]

2 The objectives of certain engagements may differ. The understanding should reflect the effects
of those objectives on the responsibilities of management and the auditor, and on the limitations of
the engagement. The following are examples:
• Reviews of interim financial information (see section 722, Interim Financial Information,
paragraph .07)
• Audits of recipients of governmental financial assistance (see section 801, Compliance Audit
ing Considerations in Audits of Governmental Entities and Recipients of Governmental Finan
cial Assistance, paragraph .10)
• Application of agreed-upon procedures to specified elements, accounts or items of a financial
statement (see AT section 201, Agreed-Upon Procedures Engagements)
[Footnote added, effective for engagements for periods ending on or after June 15,1998, by Statement
on Auditing Standards No. 83. Footnote revised, January 2001, to reflect conforming changes
necessary due to the issuance of Statement on Standards for Attestation Engagements No. 10.
Footnote revised, November 2002, to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 100.]
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—

Accepted responsibility for the effectiveness of the company’s
internal control over financial reporting.

—

Evaluated the effectiveness of the company’s internal control over
financial reporting using suitable control criteria,

—

Supported its evaluation with sufficient evidence, including docu
mentation, and

—

Presented a written assessment of the effectiveness of the com
pany’s internal control over financial reporting as of the end of the
company’s most recent fiscal year.

•

Management is responsible for identifying and ensuring that the entity
complies with the laws and regulations applicable to its activities.

•

Management is responsible for making all financial records and re
lated information available to the auditor.

•

At the conclusion of the engagement, management will provide the
auditor with a letter that confirms certain representations made
during the audit.

•

The auditor is responsible for conducting the audit in accordance with
the standards of the Public Company Accounting Oversight Board.
Those standards require that the auditor:

•

—

Integrated audit of financial statements and internal control over
financial reporting: Obtain reasonable assurance about whether
the financial statements are free of material misstatement,
whether caused by error or fraud, and whether management’s
assessment of the effectiveness of the company’s internal control
over financial reporting is fairly stated in all material respects.
Accordingly, there is some risk that a material misstatement of
the financial statements or a material weakness in internal con
trol over financial reporting would remain undetected. Although
not absolute assurance, reasonable assurance is, nevertheless, a
high level of assurance. Also, an integrated audit is not designed
to detect error or fraud that is immaterial to the financial state
ments or deficiencies in internal control over financial reporting
that, individually or in combination, are less severe than a mate
rial weakness. If, for any reason, the auditor is unable to complete
the audit or is unable to form or has not formed an opinion, he or
she may decline to express an opinion or decline to issue a report
as a result of the engagement.

—

Audit of financial statements: Obtain reasonable assurance about
whether the financial statements are free of material misstate
ment, whether caused by error or fraud. Accordingly, there is some
risk that a material misstatement would remain undetected.
Although not absolute assurance, reasonable assurance is, never
theless, a high level of assurance. Also, a financial statement audit
is not designed to detect error or fraud that is immaterial to the
financial statements. If, for any reason, the auditor is unable to
complete the audit or is unable to form or has not formed an
opinion, he or she may decline to express an opinion or decline to
issue a report as a result of the engagement.

An audit includes:
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—

—

•

Integrated audit of financial statements and internal control over
financial reporting: Planning and performing the audit to obtain
reasonable assurance about whether the company maintained, in
all material respects, effective internal control over financial
reporting as of the date specified in management’s assessment.
The auditor is also responsible for obtaining an understanding of
internal control sufficient to plan the financial statement audit
and to determine the nature, timing, and extent of audit proce
dures to be performed. The auditor is also responsible for commu
nicating in writing:
•

To the audit committee—all significant deficiencies and
material weaknesses identified during the audit.

•

To management—all internal control deficiencies identified
during the audit and not previously communicated in writ
ing by the auditor or by others, including internal auditors
or others inside or outside the company.

•

To the board of directors—any specific significant deficiency
or material weakness identified because the auditor con
cludes that the audit committee’s oversight of the company’s
external financial reporting and internal control over finan
cial reporting is ineffective.

Audit of financial statements: Obtaining an understanding of
internal control sufficient to plan the audit and to determine the
nature, timing, and extent of audit procedures to be performed.
An audit is not designed to provide assurance on internal control
or to identify internal control deficiencies. However, the auditor
is responsible for communicating in writing:

•

To the audit committee—all significant deficiencies and
material weaknesses identified during the audit.

•

To the board of directors—if the auditor becomes aware that
the oversight of the company’s external financial reporting
and internal control over financial reporting by the com
pany’s audit committee is ineffective, that specific signifi
cant deficiency or material weakness.

Management is responsible for adjusting the financial statements to
correct material misstatements and for affirming to the auditor in the
representation letter that the effects of any uncorrected misstate
ments3 aggregated by the auditor during the current engagement and
pertaining to the latest period presented are immaterial, both indi
vidually and in the aggregate, to the financial statements taken as a
whole.

These matters may be communicated in the form of an engagement letter.
[Paragraph added, effective for engagements for periods ending on or after June
15, 1998, by Statement on Auditing Standards No. 83. As amended, effective
3 Section 312, Audit Risk and Materiality in Conducting an Audit, paragraph .04, states that a
misstatement can result from errors or fraud. [Footnote added, effective for audits of financial
statements for periods beginning on or after December 15,1999, by Statement on Auditing Standards
No. 89.]
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for audits of financial statements for periods beginning on or after December
15, 1999, by Statement on Auditing Standards No. 89. As amended, effective
for fiscal years ending on or after November 15, 2004, by PCAOB Release No.
2004-008.]
.07 An understanding with the client also may include other matters,
such as the following:
•

Arrangements regarding the conduct of the engagement (for example,
timing, client assistance regarding the preparation of schedules, and
the availability of documents)

•

Arrangements concerning involvement of specialists or internal audi
tors, if applicable

•

Arrangements involving a predecessor auditor

•

Arrangements regarding fees and billing

•

Any limitation of or other arrangements regarding the liability of the
auditor or the client, such as indemnification to the auditor for liability
arising from knowing misrepresentations to the auditor by manage
ment (Regulators, including the Securities and Exchange Commis
sion, may restrict or prohibit such liability limitation arrangements.)

•

Conditions under which access to the auditor’s working papers may
be granted to others

•

Additional services to be provided relating to regulatory requirements

•

Arrangements regarding other services to be provided in connection
with the engagement

[Paragraph added, effective for engagements for periods ending on or after June
15, 1998, by Statement on Auditing Standards No. 83.]
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AU Section 311

Planning and Supervision
Source: SAS No. 22; SAS No. 47; SAS No. 48; SAS No. 77; PCAOB Release No.
2004-008.
See section 9311 for interpretations of this section.

Effective for periods ending after September 30, 1978, unless otherwise indicated.

.01 The first standard of field work requires that “the work is to be
adequately planned and assistants, if any, are to be properly supervised.” This
section provides guidance to the independent auditor conducting an audit in
accordance with generally accepted auditing standards on the considerations
and procedures applicable to planning and supervision, including preparing an
audit program, obtaining knowledge of the entity’s business, and dealing with
differences of opinion among firm personnel. Planning and supervision con
tinue throughout the audit, and the related procedures frequently overlap.
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraph 39 of
PCAOB Auditing Standard No. 2 regarding planning considerations
in addition to the planning considerations set forth in this section.
[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
.02 The auditor with final responsibility for the audit may delegate
portions of the planning and supervision of the audit to other firm personnel.
For purposes of this section, (a) firm personnel other than the auditor with
final responsibility for the audit are referred to as assistants and (b) the term
auditor refers to either the auditor with final responsibility for the audit or
assistants.

Planning
.03 Audit planning involves developing an overall strategy for the ex
pected conduct and scope of the audit. The nature, extent, and timing of
planning vary with the size and complexity of the entity, experience with the
entity, and knowledge of the entity’s business. In planning the audit, the
auditor should consider, among other matters:

a.

Matters relating to the entity’s business and the industry in which
it operates (see paragraph .07).

b.

The entity’s accounting policies and procedures.

c.

The methods used by the entity to process significant accounting
information (see paragraph .09), including the use of service organi
zations, such as outside service centers.

d.

Planned assessed level of control risk. (See section 319.)

e.

Preliminary judgment about materiality levels for audit purposes.

f.

Financial statement items likely to require adjustment.
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g.

Conditions that may require extension or modification of audit tests,
such as the risk of material error or fraud or the existence of related
party transactions.

h.

The nature of reports expected to be rendered (for example, a report
on consolidated or consolidating financial statements, reports on
financial statements filed with the SEC, or special reports such as
those on compliance with contractual provisions).

[As amended, December, 1983, by Statement on Auditing Standards No. 47.
(See section 312.14.) As amended, effective for periods beginning after August
31,1984, by Statement on Auditing Standards No. 48.]
.04 Procedures that an auditor may consider in planning the audit usu
ally involve review of his records relating to the entity and discussion with
other firm personnel and personnel of the entity. Examples of those procedures
include:
a.

Reviewing correspondence files, prior year’s working papers, perma
nent files, financial statements, and auditor’s reports.

b.

Discussing matters that may affect the audit with firm personnel
responsible for non-audit services to the entity.

c.

Inquiring about current business developments affecting the entity.

d.

Reading the current year’s interim financial statements.

e.

Discussing the type, scope, and timing of the audit with management
of the entity, the board of directors, or its audit committee.

f.

Considering the effects of applicable accounting and auditing pro
nouncements, particularly new ones.

g.

Coordinating the assistance of entity personnel in data preparation.

h.

Determining the extent of involvement, if any, of consultants, spe
cialists, and internal auditors.

i.

Establishing the timing of the audit work.

j.

Establishing and coordinating staffing requirements.

The auditor may wish to prepare a memorandum setting forth the preliminary
audit plan, particularly for large and complex entities.
.05 In planning the audit, the auditor should consider the nature, extent,
and timing of work to be performed and should prepare a written audit
program (or set of written audit programs) for every audit. The audit program
should set forth in reasonable detail the audit procedures that the auditor
believes are necessary to accomplish the objectives of the audit. The form of the
audit program and the extent of its detail will vary with the circumstances. In
developing the program, the auditor should be guided by the results of the
planning considerations and procedures. As the audit progresses, changed
conditions may make it necessary to modify planned audit procedures. [As
amended, effective for engagements beginning after December 15, 1995, by
Statement on Auditing Standards No. 77.]

.06 The auditor should obtain a level of knowledge of the entity’s business
that will enable him to plan and perform his audit in accordance with generally
accepted auditing standards. That level of knowledge should enable him to
obtain an understanding of the events, transactions, and practices that, in his
judgment, may have a significant effect on the financial statements. The level
of knowledge customarily possessed by management relating to managing the
entity’s business is substantially greater than that which is obtained by the
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auditor in performing his audit. Knowledge of the entity’s business helps the
auditor in:
a.

Identifying areas that may need special consideration.

b.

Assessing conditions under which accounting data are produced,
processed, reviewed, and accumulated within the organization.

c.

Evaluating the reasonableness of estimates, such as valuation of
inventories, depreciation, allowances for doubtful accounts, and per
centage of completion of long-term contracts.

d.

Evaluating the reasonableness of management representations.

e.

Making judgments about the appropriateness of the accounting
principles applied and the adequacy of disclosures?[1]

.07 The auditor should obtain a knowledge of matters that relate to the
nature of the entity’s business, its organization, and its operating charac
teristics. Such matters include, for example, the type of business, types of
products and services, capital structure, related parties, locations, and produc
tion, distribution, and compensation methods. The auditor should also consider
matters affecting the industry in which the entity operates, such as economic
conditions, government regulations, and changes in technology, as they relate
to his audit. Other matters, such as accounting practices common to the
industry, competitive conditions, and, if available, financial trends and ratios
should also be considered by the auditor.

.08 Knowledge of an entity’s business is ordinarily obtained through
experience with the entity or its industry and inquiry of personnel of the entity.
Working papers from prior years may contain useful information about the
nature of the business, organizational structure, operating characteristics, and
transactions that may require special consideration. Other sources an auditor
may consult include AICPA accounting and audit guides, industry publica
tions, financial statements of other entities in the industry, textbooks, peri
odicals, and individuals knowledgeable about the industry.
.09 The auditor should consider the methods the entity uses to process
accounting information in planning the audit because such methods influence
the design of the internal control. The extent to which computer processing is
used in significant accounting applications,*
2 as well as the complexity of that
processing, may also influence the nature, timing, and extent of audit proce
dures. Accordingly, in evaluating the effect of an entity’s computer processing
on an audit of financial statements, the auditor should consider matters such
as—
a.

The extent to which the computer is used in each significant account
ing application.

b.

The complexity of the entity’s computer operations, including the use
of an outside service center.3

[Footnote deleted to reflect the conforming changes necessary due to the issuance of State
ment on Auditing Standards Nos. 53 through 62.]

2 Significant accounting applications are those that relate to accounting information that can
materially affect the financial statements the auditor is auditing. [Footnote added by issuance of
Statement on Auditing Standards No. 48.]
3 See section 324, Service Organizations, for guidance concerning the use of a service center for
computer processing of significant accounting applications. [Footnote revised, June 1992, by issuance
of Statement on Auditing Standards No. 70. Title amended, effective December 1999, by Statement
on Auditing Standards No. 88.]
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c.

The organizational structure of the computer processing activities.

d.

The availability of data. Documents that are used to enter informa
tion into the computer for processing, certain computer files, and
other evidential matter that may be required by the auditor may
exist only for a short period or only in computer-readable form. In
some computer systems, input documents may not exist at all be
cause information is directly entered into the system. An entity’s
data retention policies may require the auditor to request retention
of some information for his review or to perform audit procedures at
a time when the information is available. In addition, certain infor
mation generated by the computer for management’s internal pur
poses may be useful in performing substantive tests (particularly
analytical procedures).4

e.

The use of computer-assisted audit techniques to increase the effi
ciency of performing audit procedures.[5] Using computer-assisted
audit techniques may also provide the auditor with an opportunity
to apply certain procedures to an entire population of accounts or
transactions. In addition, in some accounting systems, it may be
difficult or impossible for the auditor to analyze certain data or test
specific control procedures without computer assistance.

[Paragraph added, effective for periods beginning after August 31, 1984, by
Statement on Auditing Standards No. 48.]
.10 The auditor should consider whether specialized skills are needed to
consider the effect of computer processing on the audit, to understand the
controls, or to design and perform audit procedures. If specialized skills are
needed, the auditor should seek the assistance of a professional possessing
such skills, who may be either on the auditor’s staff or an outside professional.
If the use of such a professional is planned, the auditor should have sufficient
computer-related knowledge to communicate the objectives of the other profes
sional’s work; to evaluate whether the specified procedures will meet the
auditor’s objectives; and to evaluate the results of the procedures applied as
they relate to the nature, timing, and extent of other planned audit procedures.
The auditor’s responsibilities with respect to using such a professional are
equivalent to those for other assistants.6 [Paragraph added, effective for
periods beginning after August 31,1984, by Statement on Auditing Standards
No. 48.]

Supervision
.11 Supervision involves directing the efforts of assistants who are in
volved in accomplishing the objectives of the audit and determining whether

those objectives were accomplished. Elements of supervision include instruct
ing assistants, keeping informed of significant problems encountered, review
ing the work performed, and dealing with differences of opinion among firm
4 Section 329, Analytical Procedures, provides guidance pertaining to such procedures. [Footnote
added, effective for periods beginning after August 31,1984, by Statement on Auditing Standards No.
48.]
[5] [Footnote deleted.]

6 Since the use of a specialist who is effectively functioning as a member of the audit team is not
covered by section 336, Using the Work of a Specialist, a computer audit specialist requires the same
supervision and review as any assistant. [Footnote added, effective for periods beginning after
August 31,1984, by Statement on Auditing Standards No. 48.]
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personnel. The extent of supervision appropriate in a given instance depends
on many factors, including the complexity of the subject matter and the
qualifications of persons performing the work. [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 48, July 1984.]
.12 Assistants should be informed of their responsibilities and the objec
tives of the procedures that they are to perform. They should be informed of
matters that may affect the nature, extent, and timing of procedures they are
to perform, such as the nature of the entity’s business as it relates to their
assignments and possible accounting and auditing problems. The auditor with
final responsibility for the audit should direct assistants to bring to his atten
tion significant accounting and auditing questions raised during the audit so
that he may assess their significance. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 48, July 1984.]
.13 The work performed by each assistant should be reviewed to deter
mine whether it was adequately performed and to evaluate whether the results
are consistent with the conclusions to be presented in the auditor’s report.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 48, July 1984.]
.14 The auditor with final responsibility for the audit and assistants
should be aware of the procedures to be followed when differences of opinion
concerning accounting and auditing issues exist among firm personnel in
volved in the audit. Such procedures should enable an assistant to document
his disagreement with the conclusions reached if, after appropriate consult
ation, he believes it necessary to disassociate himself from the resolution of the
matter. In this situation, the basis for the final resolution should also be
documented. [Paragraph renumbered by the issuance of Statement on Audit
ing Standards No. 48, July 1984.]

Effective Date
.15 Statements on Auditing Standards generally are effective at the time
of their issuance. However, since this section provides for practices that may
differ in certain respects from practices heretofore considered acceptable, this
section will be effective for audits made in accordance with generally accepted
auditing standards for periods ending after September 30, 1978. [Formerly
paragraph .13, number changed by issuance of Statement on Auditing Stand
ards No. 48, effective for periods beginning after August 31,1984.]
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Planning and Supervision: Auditing
Interpretations of Section 311
1. Communications Between the Auditor and Firm Personnel
Responsible for Non-Audit Services

.01 Question—Section 311, Planning and Supervision, paragraph .046,
lists the following procedure that an auditor may consider in planning an
audit: “Discussing matters that may affect the audit with firm personnel
responsible for non-audit services to the entity.”
.02 What specific things should the auditor consider in performing this
procedure?
.03 Interpretation—The auditor should consider the nature of non-audit
services that have been performed. He should assess whether the services
involve matters that might be expected to affect the entity’s financial state
ments or the performance of the audit, for example, tax planning or recommen
dations on a cost accounting system. If the auditor decides that the
performance of the non-audit services or the information likely to have been
gained from it may have implications for his audit, he should discuss the
matter with personnel who rendered the services and consider how the ex
pected conduct and scope of his audit may be affected. In some cases, the
auditor may find it useful to review the pertinent portions of the work papers
prepared for the non-audit engagement as an aid in determining the nature of
the services rendered or the possible audit implications.
[Issue Date: February, 1980.]

[2.] Planning Considerations for an Audit of a Federally Assisted
Program
[.04-.34] [Withdrawn March, 1989.]

3. Responsibility of Assistants for the Resolution of Accounting and
Auditing Issues

.35 Question—Section 311, Planning and Supervision, paragraph .14,
states, “The auditor with final responsibility for the audit and assistants
should be aware of the procedures to be followed when differences of opinion
concerning accounting and auditing issues exist among firm personnel in
volved in the audit.” What are the responsibilities of assistants when there are
disagreements or concerns with respect to accounting and auditing issues of
significance to the financial statements or auditor’s report?
.36 Response—Rule 201 of the Code of Professional Conduct states that a
member shall “Exercise due professional care in the performance of profes
sional services.” The discussion of the third general standard [section 230, Due
Professional Care in the Performance of Work, paragraph .02] states that “due
care imposes a responsibility upon each person within an independent audi
tor’s organization to observe the standards of field work and reporting.” The
first general standard requires assistants to meet the responsibility attached
to the work assigned to them.
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.37 Accordingly, each assistant has a professional responsibility to bring
to the attention of appropriate individuals in the firm, disagreements or
concerns the assistant might have with respect to accounting and auditing
issues that he believes are of significance to the financial statements or
auditor’s report, however those disagreements or concerns may have arisen. In
addition, each assistant should have a right to document his disagreement if
he believes it is necessary to disassociate himself from the resolution of the
matter.
[Issue Date: February, 1986.]

[4.] Audit Considerations for the Year 2000 Issue
[.38-.47] [Withdrawn July, 2000 by the Audit Issues Task Force.]
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AU Section 312

Audit Risk and Materiality in Conducting
an Audit*
Source: SAS No. 47; SAS No. 82; SAS No. 96; SAS No. 98; PCAOB Release No.

2004-008.
See section 9312 for interpretations of this section.

Effective for audits of financial statements for periods beginning after June 30,1984,
unless otherwise indicated.

.01 This section provides guidance on the auditor’s consideration of audit
risk and materiality when planning and performing an audit of financial
statements in accordance with generally accepted auditing standards. Audit
risk and materiality affect the application of generally accepted auditing stand
ards, especially the standards of field work and reporting, and are reflected in the
auditor’s standard report. Audit risk and materiality, among other matters,
need to be considered together in determining the nature, timing, and extent
of auditing procedures and in evaluating the results of those procedures.

.02 The existence of audit risk is recognized in the description of the
responsibilities and functions of the independent auditor that states, “Because
of the nature of audit evidence and the characteristics of fraud, the auditor is
able to obtain reasonable, but not absolute, assurance that material misstate
ments are detected.”*1 Audit risk*1
2 is the risk that the auditor may unknowingly
fail to appropriately modify his or her opinion on financial statements that are
materially misstated.3 [As amended, effective for audits of financial state
*This section has been revised to reflect the conforming changes necessary due to the issuance
of Statement on Auditing Standards Nos. 53 through 62.
1 See section 110, Responsibilities and Functions of the Independent Auditor, and section 230,
Due Professional Care in the Performance of Work, for a further discussion of reasonable assurance.
[As amended, effective for audits of financial statements for periods ending on or after December 15,
1997, by Statement on Auditing Standards No. 82.]

2 In addition to audit risk, the auditor is also exposed to loss or injury to his or her professional
practice from litigation, adverse publicity, or other events arising in connection with financial
statements audited and reported on. This exposure is present even though the auditor has performed
the audit in accordance with generally accepted auditing standards and has reported appropriately
on those financial statements. Even if an auditor assesses this' exposure as low, the auditor should
not perform less extensive procedures than would otherwise be appropriate under generally accepted
auditing standards.

3 This definition of audit risk does not include the risk that the auditor might erroneously
conclude that the financial statements are materially misstated. In such a situation, the auditor
would ordinarily reconsider or extend auditing procedures and request that the client perform
specific tasks to re-evaluate the appropriateness of the financial statements. These steps would
ordinarily lead the auditor to the correct conclusion. This definition also excludes the risk of an
inappropriate reporting decision unrelated to the detection and evaluation of misstatements in the
financial statements, such as an inappropriate decision regarding the form of the auditor’s report
because of a limitation on the scope of the audit. [As amended, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on Auditing Standards
No. 82.]
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ments for periods ending on or after December 15, 1997, by Statement on
Auditing Standards No. 82.]
.03 The concept of materiality recognizes that some matters, either
individually or in the aggregate, are important for fair presentation of
financial statements in conformity with generally accepted accounting princi
ples,4 while other matters are not important. The representation in the audi
tor’s standard report regarding fair presentation, in all material respects, in
conformity with generally accepted accounting principles indicates the audi
tor’s belief that the financial statements taken as a whole are not materially
misstated.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
22-23 of PCAOB Auditing Standard No. 2 regarding materiality
considerations.

[As amended, effective for audits of financial statements for periods ending on
or after December 15, 1997, by Statement on Auditing Standards No. 82.
Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93. As amended, effective for
fiscal years ending on or after November 15, 2004, by PCAOB Release No.
2004-008.]

.04 Financial statements are materially misstated when they contain
misstatements whose effect, individually or in the aggregate, is important
enough to cause them not to be presented fairly, in all material respects, in
conformity with generally accepted accounting principles. Misstatements can
result from errors or fraud.5 [As amended, effective for audits of financial
statements for periods ending on or after December 15,1997, by Statement on
Auditing Standards No. 82.]
.05 In planning the audit, the auditor is concerned with matters that
could be material to the financial statements. The auditor has no responsibility
to plan and perform the audit to obtain reasonable assurance that misstate
ments, whether caused by errors or fraud, that are not material to the financial
statements are detected.

Note: An integrated audit of financial statements and internal control
over financial reporting is not designed to detect deficiencies in inter
nal control over financial reporting that, individually or in the aggre
gate, are less severe than a material weakness.
[Paragraph added, effective for audits of financial statements for periods
ending on or after December 15,1997, by Statement on Auditing Standards No.
82. As amended, effective for fiscal years ending on or after November 15,2004,
by PCAOB Release No. 2004-008.]
4 The concepts of audit risk and materiality also are applicable to financial statements presented
in conformity with a comprehensive basis of accounting other than generally accepted accounting
principles; references in this section to financial statements presented in conformity with generally
accepted accounting principles also include those presentations.

5 The auditor’s consideration of illegal acts and responsibility for detecting misstatements
resulting from illegal acts is defined in section 317, Illegal Acts by Clients. For those illegal acts that
are defined in that section as having a direct and material effect on the determination of financial
statement amounts, the auditor’s responsibility to detect misstatements resulting from such illegal
acts is the same as that for errors or fraud. [Footnote added, effective for audits of financial
statements for periods ending on or after December 15, 1997, by Statement on Auditing Standards
No. 82.]
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.06 The term errors refers to unintentional misstatements or omissions of
amounts or disclosures in financial statements. Errors may involve—
•

Mistakes in gathering or processing data from which financial state
ments are prepared.

•

Unreasonable accounting estimates arising from oversight or misin
terpretation of facts.

•

Mistakes in the application of accounting principles relating to
amount, classification, manner of presentation, or disclosure.6

[Paragraph added, effective for audits of financial statements for periods ending
on or after December 15,1997, by Statement on Auditing Standards No. 82.]

.07 Although fraud is a broad legal concept, the auditor’s interest specifi
cally relates to fraudulent acts that cause a misstatement of financial state
ments. Two types of misstatements are relevant to the auditor’s consideration
in a financial statement audit—misstatements arising from fraudulent finan
cial reporting and misstatements arising from misappropriation of assets.
These two types of misstatements are further described in section 316, Consid
eration of Fraud in a Financial Statement Audit. The primary factor that
distinguishes fraud from error is whether the underlying action that results in
the misstatement in financial statements is intentional or unintentional.
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
24-26 of PCAOB Auditing Standard No. 2 regarding fraud considera
tions.
[Paragraph added, effective for audits of financial statements for periods
ending on or after December 15,1997, by Statement on Auditing Standards No.
82. As amended, effective for fiscal years ending on or after November 15,2004,
by PCAOB Release No. 2004-008.]

.08 When considering the auditor’s responsibility to obtain reasonable
assurance that the financial statements are free from material misstatement,
there is no important distinction between errors and fraud. There is a distinc
tion, however, in the auditor’s response to detected misstatements. Generally, an
isolated, immaterial error in processing accounting data or applying account
ing principles is not significant to the audit. In contrast, when fraud is detected,
the auditor should consider the implications for the integrity of management or
employees and the possible effect on other aspects of the audit. [Paragraph
added, effective for audits of financial statements for periods ending on or after
December 15,1997, by Statement on Auditing Standards No. 82.]
.09 When concluding as to whether the effect of misstatements, individu
ally or in the aggregate, is material, an auditor ordinarily should consider their
nature and amount in relation to the nature and amount of items in the
financial statements under audit. For example, an amount that is material to
the financial statements of one entity may not be material to the financial
statements of another entity of a different size or nature. Also, what is material
to the financial statements of a particular entity might change from one period
6 Errors do not include the effect of accounting processes employed for convenience, such as
maintaining accounting records on the cash basis or the tax basis and periodically adjusting those
records to prepare financial statements in conformity with generally accepted accounting principles.
[Footnote added, effective for audits of financial statements for periods ending on or after December
15, 1997, by Statement on Auditing Standards No. 82.]
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to another. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997.]

.10 The auditor’s consideration of materiality is a matter of professional
judgment and is influenced by his or her perception of the needs of a reasonable
person who will rely on the financial statements. The perceived needs of a
reasonable person are recognized in the discussion of materiality in Financial
Accounting Standards Board Statement of Financial Accounting Concepts No.
2, Qualitative Characteristics of Accounting Information, which defines mate
riality as “the magnitude of an omission or misstatement of accounting infor
mation that, in the light of surrounding circumstances, makes it probable that
the judgment of a reasonable person relying on the information would have
been changed or influenced by the omission or misstatement.” That discussion
recognizes that materiality judgments are made in light of surrounding cir
cumstances and necessarily involve both quantitative and qualitative consid
erations. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997.]

.11 As a result of the interaction of quantitative and qualitative consid
erations in materiality judgments, misstatements of relatively small amounts
that come to the auditor’s attention could have a material effect on the
financial statements. For example, an illegal payment of an otherwise imma
terial amount could be material if there is a reasonable possibility that it could
lead to a material contingent liability or a material loss of revenue.7 [Para
graph renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997.]

Planning the Audit
.12 The auditor should consider audit risk and materiality both in (a)
planning the audit and designing auditing procedures and (b) evaluating
whether the financial statements taken as a whole are presented fairly, in all
material respects, in conformity with generally accepted accounting principles.
The auditor should consider audit risk and materiality in the first circum
stance to obtain sufficient competent evidential matter on which to properly
evaluate the financial statements in the second circumstance.
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
22-23 and 39 of PCAOB Auditing Standard No. 2 regarding material
ity and planning considerations, respectively.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 82, February 1997. As amended, effective for fiscal years ending on or after
November 15, 2004, by PCAOB Release No. 2004-008.]

Considerations at the Financial Statements Level[8]
.13 The auditor should plan the audit so that audit risk will be limited to
a low level that is, in his or her professional judgment, appropriate for express
ing an opinion on the financial statements. Audit risk may be assessed in
quantitative or nonquantitative terms. [Paragraph renumbered by the issu
ance of Statement on Auditing Standards No. 82, February 1997.]
7 See section 317. [Footnote renumbered and amended, effective for audits of financial state
ments for periods ending on or after December 15,1997, by Statement on Auditing Standards No. 82.]
[8] [Footnote renumbered and deleted by the issuance of Statement on Auditing Standards No.
82, February 1997.]
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.14 Section 311, Planning and Supervision, requires the auditor, in plan
ning the audit, to take into consideration, among other matters, his or her
preliminary judgment about materiality levels for audit purposes.9 That judg
ment may or may not be quantified. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 82, February 1997.]

.15 According to section 311, the nature, timing, and extent of planning
and thus of the considerations of audit risk and materiality vary with the size
and complexity of the entity, the auditor’s experience with the entity, and his
or her knowledge of the entity’s business. Certain entity-related factors also
affect the nature, timing, and extent of auditing procedures with respect to
specific account balances and classes of transactions and related assertions.
(See paragraphs .24 through .33.) [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 82, February 1997.]
.16 An assessment of the risk of material misstatement (whether caused
by error or fraud) should be made during planning. The auditor’s under
standing of internal control may heighten or mitigate the auditor’s concern
about the risk of material misstatement.1011In considering audit risk, the
auditor should specifically assess the risk of material misstatement of the
financial statements due to fraud.11 The auditor should consider the effect of
these assessments on the overall audit strategy and the expected conduct and
scope of the audit. [Paragraph added, effective for audits of financial state
ments for periods ending on or after December 15, 1997, by Statement on
Auditing Standards No. 82.]
.17 Whenever the auditor has concluded that there is significant risk of
material misstatement of the financial statements, the auditor should consider
this conclusion in determining the nature, timing, or extent of procedures;
assigning staff; or requiring appropriate levels of supervision. The knowledge,
skill, and ability of personnel assigned significant engagement responsibilities
should be commensurate with the auditor’s assessment of the level of risk for
the engagement. Ordinarily, higher risk requires more experienced personnel
or more extensive supervision by the auditor with final responsibility for the
engagement during both the planning and the conduct of the engagement.
Higher risk may cause the auditor to expand the extent of procedures applied,
apply procedures closer to or as of year end, particularly in critical audit areas,
or modify the nature of procedures to obtain more persuasive evidence. [Para
graph added, effective for audits of financial statements for periods ending on
or after December 15, 1997, by Statement on Auditing Standards No. 82.]
.18 In an audit of an entity with operations in multiple locations or
components, the auditor should consider the extent to which auditing proce
dures should be performed at selected locations or components. The factors an
auditor should consider regarding the selection of a particular location or
component include (a) the nature and amount of assets and transactions
executed at the location or component, (b) the degree of centralization of
9 This section amends section 311, Planning and Supervision, paragraph .03e, by substituting
the words “Preliminary judgment about materiality levels” in place of the words “Preliminary
estimates of materiality levels.” [Footnote renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997.]
10 See section 319, Consideration of Internal Control in a Financial Statement Audit. [Footnote
added, effective for audits of financial statements for periods ending on or after December 15, 1997,
by Statement on Auditing Standards No. 82.]
11 See section 316. [Footnote added, effective for audits of financial statements for periods ending
on or after December 15, 1997, by Statement on Auditing Standards No. 82.]

AU §312.18

258

The Standards of Field Work

records or information processing, (c) the effectiveness of the control environ
ment, particularly with respect to management’s direct control over the exer
cise of authority delegated to others and its ability to effectively supervise
activities at the location or component, (d) the frequency, timing, and scope of
monitoring activities by the entity or others at the location or component, and
(e) judgments about materiality of the location or component.
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to Appendix B,
“Additional Performance Requirements and Directions; Extent-ofTesting Examples,” of PCAOB Auditing Standard No. 2 for considera
tions when a company has multiple locations or business units.

[Paragraph added, effective for audits of financial statements for periods
ending on or after December 15,1997, by Statement on Auditing Standards No.
82. As amended, effective for fiscal years ending on or after November 15,2004,
by PCAOB Release No. 2004-008.]

.19 In planning the audit, the auditor should use his or her judgment as
to the appropriately low level of audit risk and his or her preliminary judgment
about materiality levels in a manner that can be expected to provide, within
the inherent limitations of the auditing process, sufficient evidential matter to
obtain reasonable assurance about whether the financial statements are free
of material misstatement. Materiality levels include an overall level for each
statement; however, because the statements are interrelated, and for reasons
of efficiency, the auditor ordinarily considers materiality for planning purposes
in terms of the smallest aggregate level of misstatements that could be consid
ered material to any one of the financial statements. For example, if the
auditor believes that misstatements aggregating approximately $100,000
would have a material effect on income but that such misstatements would
have to aggregate approximately $200,000 to materially affect financial posi
tion, it would not be appropriate for him or her to design auditing procedures
that would be expected to detect misstatements only if they aggregate approxi
mately $200,000. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 82, February 1997.]
.20 The auditor plans the audit to obtain reasonable assurance of detect
ing misstatements that he or she believes could be large enough, individually
or in the aggregate, to be quantitatively material to the financial statements.
Although the auditor should be alert for misstatements that could be qualita
tively material, it ordinarily is not practical to design procedures to detect
them. Section 326, Evidential Matter, states that “an auditor typically works
within economic limits; his or her opinion, to be economically useful, must be
formed within a reasonable length of time and at reasonable cost.” [Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997.]

.21 In some situations, the auditor considers materiality for planning
purposes before the financial statements to be audited are prepared. In other
situations, planning takes place after the financial statements under audit
have been prepared, but the auditor may be aware that they require significant
modification. In both types of situations, the auditor’s preliminary judgment
about materiality might be based on the entity’s annualized interim financial
statements or financial statements of one or more prior annual periods, as long
as recognition is given to the effects of major changes in the entity’s circum
stances (for example, a significant merger) and relevant changes in the econ
omy as a whole or the industry in which the entity operates. [Paragraph
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renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997.]
.22 Assuming, theoretically, that the auditor’s judgment about material
ity at the planning stage was based on the same information available at the
evaluation stage, materiality for planning and evaluation purposes would be
the same. However, it ordinarily is not feasible for the auditor, when planning
an audit, to anticipate all of the circumstances that may ultimately influence
judgments about materiality in evaluating the audit findings at the completion
of the audit. Thus, the auditor’s preliminary judgment about materiality
ordinarily will differ from the judgment about materiality used in evaluating
the audit findings. If significantly lower materiality levels become appropriate
in evaluating audit findings, the auditor should re-evaluate the sufficiency of
the auditing procedures he or she has performed. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 82, February 1997.]
.23 In planning auditing procedures, the auditor should also consider the
nature, cause (if known), and amount of misstatements that he or she is aware
of from the audit of the prior period’s financial statements. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 82, February
1997.]

Considerations at the Individual Account-Balance or
Class-of-Transactions Level
.24 The auditor recognizes that there is an inverse relationship between
audit risk and materiality considerations. For example, the risk that a particu
lar account balance or class of transactions and related assertions could be
misstated by an extremely large amount might be very low, but the risk that
it could be misstated by an extremely small amount might be very high.
Holding other planning considerations equal, either a decrease in the level of
audit risk that the auditor judges to be appropriate in an account balance or a
class of transactions or a decrease in the amount of misstatements in the
balance or class that the auditor believes could be material would require the
auditor to do one or more of the following: (a) select a more effective auditing
procedure, (b) perform auditing procedures closer to year end, or (c) increase
the extent of a particular auditing procedure. [Paragraph renumbered and
amended, effective for audits of financial statements for periods ending on or
after December 15, 1997, by Statement on Auditing Standards No. 82.]
.25 In determining the nature, timing, and extent of auditing procedures
to be applied to a specific account balance or class of transactions, the auditor
should design procedures to obtain reasonable assurance of detecting misstate
ments that he or she believes, based on the preliminary judgment about
materiality, could be material, when aggregated with misstatements in other
balances or classes, to the financial statements taken as a whole. Auditors use
various methods to design procedures to detect such misstatements. In some
cases, auditors explicitly estimate, for planning purposes, the maximum
amount of misstatements in the balance or class that, when combined with
misstatements in other balances or classes, could exist without causing the
financial statements to be materially misstated. In other cases, auditors relate
their preliminary judgment about materiality to a specific account balance or
class of transactions without explicitly estimating such misstatements. [Para
graph renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997.]
.26 The auditor needs to consider audit risk at the individual account-bal
ance or class-of-transactions level because such consideration directly assists
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in determining the scope of auditing procedures for the balance or class and
related assertions. The auditor should seek to restrict audit risk at the individ
ual balance or class level in such a way that will enable him or her, at the
completion of the audit, to express an opinion on the financial statements
taken as a whole at an appropriately low level of audit risk. Auditors use
various approaches to accomplish that objective. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 82, February 1997.]
.27 At the account-balance or class-of-transactions level, audit risk con
sists of (a) the risk (consisting of inherent risk and control risk) that the
balance or class and related assertions contain misstatements (whether caused
by error or fraud) that could be material to the financial statements when
aggregated with misstatements in other balances or classes and (6) the risk
(detection risk) that the auditor will not detect such misstatements. The
discussion that follows describes audit risk in terms of three component
risks.12 The way the auditor considers these component risks and combines
them involves professional judgment and depends on the audit approach.
a.

Inherent risk is the susceptibility of an assertion to a material
misstatement, assuming that there are no related controls. The risk
of such misstatement is greater for some assertions and related
balances or classes than for others. For example, complex calcula
tions are more likely to be misstated than simple calculations. Cash
is more susceptible to theft than an inventory of coal. Accounts
consisting of amounts derived from accounting estimates pose
greater risks than do accounts consisting of relatively routine, factual
data. External factors also influence inherent risk. For example,
technological developments might make a particular product obso
lete, thereby causing inventory to be more susceptible to overstate
ment. In addition to those factors that are peculiar to a specific
assertion for an account balance or a class of transactions, factors
that relate to several or all of the balances or classes may influence
the inherent risk related to an assertion for a specific balance or class.
These latter factors include, for example, a lack of sufficient working
capital to continue operations or a declining industry characterized
by a large number of business failures.

b.

Control risk is the risk that a material misstatement that could occur
in an assertion will not be prevented or detected on a timely basis by
the entity’s internal control. That risk is a function of the effective
ness of the design and operation of internal control in achieving the
entity’s objectives relevant to preparation of the entity’s financial
statements. Some control risk will always exist because of the inher
ent limitations of internal control.

c.

Detection risk is the risk that the auditor will not detect a material
misstatement that exists in an assertion. Detection risk is a function
of the effectiveness of an auditing procedure and of its application by
the auditor. It arises partly from uncertainties that exist when the
auditor does not examine 100 percent of an account balance ora class

12 The formula in the appendix [paragraph .48] to section 350, Audit Sampling, describes audit
risk in terms of four component risks. Detection risk is presented in terms of two components: the
risk that analytical procedures and other relevant substantive tests would fail to detect misstate
ments equal to tolerable misstatement, and the allowable risk of incorrect acceptance for the
substantive test of details. [Footnote renumbered by the issuance of Statement on Auditing Stand
ards No. 82, February 1997.]
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of transactions and partly because of other uncertainties that exist
even if he or she were to examine 100 percent of the balance or class.
Such other uncertainties arise because an auditor might select an
inappropriate auditing procedure, misapply an appropriate proce
dure, or misinterpret the audit results. These other uncertainties can
be reduced to a negligible level through adequate planning and
supervision and conduct of a firm’s audit practice in accordance with
appropriate quality control standards.
[Paragraph renumbered and amended, effective for audits of financial state
ments for periods ending on or after December 15, 1997, by Statement on
Auditing Standards No. 82.]

.28 Inherent risk and control risk differ from detection risk in that they
exist independently of the audit of financial statements, whereas detection risk
relates to the auditor’s procedures and can be changed at his or her discretion.
Detection risk should bear an inverse relationship to inherent and control risk.
The less the inherent and control risk the auditor believes exists, the greater
the detection risk that can be accepted. Conversely, the greater the inherent
and control risk the auditor believes exists, the less the detection risk that can
be accepted. These components of audit risk may be assessed in quantitative
terms such as percentages or in nonquantitative terms that range, for example,
from a minimum to a maximum. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 82, February 1997.]
.29 When the auditor assesses inherent risk for an assertion related to an
account balance or a class of transactions, he or she evaluates numerous factors
that involve professional judgment. In doing so, the auditor considers not only
factors peculiar to the related assertion, but also, other factors pervasive to the
financial statements taken as a whole that may also influence inherent risk
related to the assertion. If an auditor concludes that the effort required to
assess inherent risk for an assertion would exceed the potential reduction in
the extent of auditing procedures derived from such an assessment, the auditor
should assess inherent risk as being at the maximum when designing auditing
procedures. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997.]
.30 The auditor also uses professional judgment in assessing control risk
for an assertion related to the account balance or class of transactions. The
auditor’s assessment of control risk is based on the sufficiency of evidential
matter obtained to support the effectiveness of internal control in preventing
or detecting misstatements in financial statement assertions. If the auditor
believes controls are unlikely to pertain to an assertion or are unlikely to be
effective, or believes that evaluating their effectiveness would be inefficient, he
or she would assess control risk for that assertion at the maximum.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
147-149 of PCAOB Auditing Standard No. 2 regarding tests of con

trols.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 82, February 1997. As amended, effective for fiscal years ending on or after
November 15, 2004, by PCAOB Release No. 2004-008.]
.31 The auditor might make separate or combined assessments of inher
ent risk and control risk. If the auditor considers inherent risk or control risk,
separately or in combination, to be less than the maximum, he or she should
have an appropriate basis for these assessments. This basis may be obtained,
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for example, through the use of questionnaires, checklists, instructions, or
similar generalized materials and, in the case of control risk, the under
standing of internal control and the performance of suitable tests of controls.
However, professional judgment is required in interpreting, adapting, or ex
panding such generalized material as appropriate in the circumstances. [Para
graph renumbered by the issuance of Statement on Auditing Standards No. 82,
February 1997.]
.32 The detection risk that the auditor can accept in the design of auditing
procedures is based on the level to which he or she seeks to restrict audit risk
related to the account balance or class of transactions and on the assessment
of inherent and control risks. As the auditor’s assessment of inherent risk and
control risk decreases, the detection risk that can be accepted increases. It is
not appropriate, however, for an auditor to rely completely on assessments of
inherent risk and control risk to the exclusion of performing substantive tests
of account balances and classes of transactions where misstatements could
exist that might be material when aggregated with misstatements in other
balances or classes. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 82, February 1997.]

.33 An audit of financial statements is a cumulative process; as the
auditor performs planned auditing procedures, the evidence obtained may
cause him or her to modify the nature, timing, and extent of other planned
procedures. As a result of performing auditing procedures or from other
sources during the audit, information may come to the auditor’s attention that
differs significantly from the information on which the audit plan was based.
For example, the extent of misstatements detected may alter the judgment
about the levels of inherent and control risks, and other information obtained
about the financial statements may alter the preliminary judgment about
materiality. In such cases, the auditor may need to re-evaluate the auditing
procedures he or she plans to apply, based on the revised consideration of audit
risk and materiality for all or certain of the account balances or classes of
transactions and related assertions. [Paragraph renumbered and amended,
effective for audits of financial statements for periods ending on or after
December 15, 1997, by Statement on Auditing Standards No. 82.]

Evaluating Audit Findings
.34 In evaluating whether the financial statements are presented fairly,
in all material respects, in conformity with generally accepted accounting
principles, the auditor should consider the effects, both individually and in the
aggregate, of misstatements that are not corrected by the entity. In evaluating
the effects of misstatements, the auditor should include both qualitative and
quantitative considerations (see paragraphs .08—.11). The consideration and
aggregation of misstatements should include the auditor’s best estimate of the
total misstatements in the account balances or classes of transactions that he
or she has examined (hereafter referred to as likely misstatements13), not just
the amount of misstatements specifically identified (hereafter referred to as
13 The term likely misstatements includes any known misstatements.
See section 316A.33-.35§ for a further discussion of the auditor’s consideration of differences between
the accounting records and the underlying facts and circumstances. Those paragraphs provide
specific guidance on the auditor’s consideration of an audit adjustment that is, or may be, the result
of fraud. [Footnote added, effective September 2002, by Statement on Auditing Standards No. 98.]
§ This “A” section has been deleted because it is no longer effective. The PCAOB has not yet made
conforming changes to redirect the reader to the appropriate section.

AU §312.32

Audit Risk and Materiality in Conducting an Audit

263

known misstatements).14 Likely misstatements should be aggregated in a way
that enables the auditor to consider whether, in relation to individual amounts,
subtotals, or totals in the financial statements, they materially misstate the
financial statements taken as a whole. Qualitative considerations also influ
ence the auditor in reaching a conclusion as to whether misstatements are
material. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997. As amended, effective September 2002, by
Statement on Auditing Standards No. 98.]
.35 When the auditor tests an account balance or a class of transactions
and related assertions by an analytical procedure, he or she ordinarily would
not specifically identify misstatements but would only obtain an indication of
whether misstatement might exist in the balance or class and possibly its
approximate magnitude. If the analytical procedure indicates that a misstate
ment might exist, but not its approximate amount, the auditor ordinarily
would have to employ other procedures to enable him or her to estimate the
likely misstatement in the balance or class. When an auditor uses audit
sampling to test an assertion for an account balance or a class of transactions,
he or she projects the amount of known misstatements identified in the sample
to the items in the balance or class from which the sample was selected. That
projected misstatement, along with the results of other substantive tests,
contributes to the auditor’s assessment of likely misstatement in the balance
or class.[15], *15
[16] [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 82, February 1997. As amended, effective September
2002, by Statement on Auditing Standards No. 98.]

.36 The risk of material misstatement of the financial statements is
generally greater when account balances and classes of transactions include
accounting estimates rather than essentially factual data because of the inher
ent subjectivity in estimating future events. Estimates, such as those for
inventory obsolescence, uncollectible receivables, and warranty obligations,
are subject not only to the unpredictability of future events but also to mis
statements that may arise from using inadequate or inappropriate data or
misapplying appropriate data. Since no one accounting estimate can be consid
ered accurate with certainty, the auditor recognizes that a difference between
an estimated amount best supported by the audit evidence and the estimated
amount included in the financial statements may be reasonable, and such
difference would not be considered to be a likely misstatement. However, if the
auditor believes the estimated amount included in the financial statements is
unreasonable, he or she should treat the difference between that estimate and
the closest reasonable estimate as a likely misstatement. The auditor should
also consider whether the difference between estimates best supported by the
audit evidence and the estimates included in the financial statements, which
are individually reasonable, indicate a possible bias on the part of the entity’s
management. For example, if each accounting estimate included in the finan
cial statements was individually reasonable, but the effect of the difference
14 If the auditor were to examine all of the items in a balance or a class, the likely misstatement
applicable to recorded transactions in the balance or class would be the amount of known misstate
ments specifically identified. [Footnote added, effective September 2002, by Statement on Auditing
Standards No. 98.]

[15] [Footnote renumbered and deleted by the issuance of Statement on Auditing Standards No.
98, September 2002.]
[16] [Footnote renumbered and deleted by the issuance of Statement on Auditing Standards No.
98, September 2002.]
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between each estimate and the estimate best supported by the audit evidence
was to increase income, the auditor should reconsider the estimates taken as
a whole. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997. As amended, effective September 2002, by
Statement on Auditing Standards No. 98.]
.37 In prior periods, likely misstatements may not have been corrected by
the entity because they did not cause the financial statements for those periods
to be materially misstated. Those misstatements might also affect the current
period’s financial statements.[17] If the auditor believes that there is an unac
ceptably high risk that the current period’s financial statements may be
materially misstated when those prior-period likely misstatements that affect
the current period’s financial statements are considered along with likely
misstatements arising in the current period, the auditor should include in
aggregate likely misstatement the effect on the current period’s financial
statements of those prior-period likely misstatements. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 82, February
1997.]

.38 If the auditor concludes, based on the accumulation of sufficient
evidential matter, that the effects of likely misstatements, individually or in
the aggregate, cause the financial statements to be materially misstated, the
auditor should request management to eliminate the misstatement. If the
material misstatement is not eliminated, the auditor should issue a qualified
or an adverse opinion on the financial statements. Material misstatements
may be eliminated by, for example, application of appropriate accounting
principles, other adjustments in amounts, or the addition of appropriate dis
closure of inadequately disclosed matters. Even though the effects of likely
misstatements on the financial statements may be immaterial, the auditor
should recognize that an accumulation of immaterial misstatements in the
balance sheet could contribute to material misstatements of future financial
statements. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 82, February 1997. As amended, effective September 2002, by
Statement on Auditing Standards No. 98.]
.39 If the auditor concludes that the effects of likely misstatements,
individually or in the aggregate, do not cause the financial statements to be
materially misstated, he or she should recognize that they could still be
materially misstated because of further misstatement remaining undetected.
As the aggregate likely misstatements increase, the risk that the financial
statements may be materially misstated also increases. The auditor generally
reduces this risk of material misstatement in planning the audit by restricting
the extent of detection risk he or she is willing to accept for an assertion related
to an account balance or a class of transactions. The auditor can reduce this
risk of material misstatement by modifying the nature, timing, and extent of
planned auditing procedures in performing the audit. (See paragraph .33.)
Nevertheless, if the auditor believes that such risk is unacceptably high, he or
she should perform additional auditing procedures or satisfy himself or herself
that the entity has adjusted the financial statements to reduce the risk of
material misstatement to an acceptable level. [Paragraph renumbered by the
[17] The measurement of the effect, if any, on the current period’s financial statements of mis
statements uncorrected in prior periods involves accounting considerations and is therefore not
addressed in this section. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 82, February 1997. Footnote subsequently renumbered by the issuance of Statement on Auditing
Standards No. 98, September 2002.]
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issuance of Statement on Auditing Standards No. 82, February 1997. As
amended, effective September 2002, by Statement on Auditing Standards No.
98.]

.40 The auditor should document the nature and effect of aggregated
misstatements. The auditor also should document his or her conclusion as to
whether the aggregated misstatements cause the financial statements to be
materially misstated. [Paragraph added, effective for audits of financial state
ments for periods beginning on or after May 15, 2002, by Statement on
Auditing Standards No. 96.]
.41 In aggregating likely misstatements that the entity has not corrected,
pursuant to paragraphs .34 and .35, the auditor may designate an amount
below which misstatements need not be accumulated. This amount should be
set so that any such misstatements, either individually or when aggregated
with other such misstatements, would not be material to the financial state
ments, after the possibility of further undetected misstatements is considered.
[Paragraph added, effective for audits of financial statements for periods
ending on or after December 15,1997, by Statement on Auditing Standards No.
82. Paragraph renumbered by the issuance of Statement on Auditing Stand
ards No. 96, January 2002. As amended, effective September 2002, by State
ment on Auditing Standards No. 98.]

Effective Date
.42 This section is effective for audits of financial statements for periods
beginning after June 30, 1984. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 82, February 1997. Paragraph sub
sequently renumbered by the issuance of Statement on Auditing Standards
No. 96, January 2002.]
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AU Section 9312

Audit Risk and Materiality in Conducting an
Audit: Auditing Interpretations of Section 312
1. The Meaning of the Term Misstatement

.01 Question—Section 312, Audit Risk and Materiality in Conducting an
Audit, paragraph .04, states that financial statements would be considered
materially misstated if “they contain misstatements whose effect, individually
or in the aggregate, is important enough to cause them not to be presented
fairly, in all material respects, in conformity with generally accepted account
ing principles.” Section 312.04 also states that misstatements can result from
errors or fraud. The term misstatement is used throughout generally accepted
auditing standards; however, this term is not defined. What is the meaning of
the term misstatement?
.02 Interpretation—In the absence of materiality considerations, a mis
statement causes the financial statements not to be in conformity with gener
ally accepted accounting principles.1 A misstatement may consist of any of the
following:

a.

A difference between the amount, classification, or presentation of a
reported financial statement element, account, or item and the
amount, classification, or presentation that would have been re
ported under generally accepted accounting principles

b.

The omission of a financial statement element, account, or item

c.

A financial statement disclosure that is not presented in accordance
with generally accepted accounting principles

d.

The omission of information required to be disclosed in accordance
with generally accepted accounting principles.

.03 Misstatements may be of two types: known and likely. Section 312.35
refers to known misstatements as “the amount of misstatements specifically
identified.” For example, the failure to accrue an unpaid invoice for goods
received or services rendered prior to the end of the period presented would be
a known misstatement. Section 312.35 refers to likely misstatements as “the
auditor’s best estimate of the total misstatements in the account balances or
classes of transactions....” Likely misstatements may be identified when an
auditor performs analytical or sampling procedures. For example, if an auditor
applies sampling procedures to a certain class of transactions that identify a
known misstatement in the items sampled, the auditor will then determine the
likely misstatement by projecting the known difference identified in the sam
ple to the total population tested. With regard to analytical procedures, section
312.35 states, in part—
When the auditor tests an account balance or class of transactions and related
assertions by an analytical procedure, he or she ordinarily would not specifi
cally identify misstatements but would only obtain an indication of whether
1 Reference to generally accepted accounting principles includes, where applicable, a comprehen
sive basis of accounting other than generally accepted accounting principles as defined in section 623,
Special Reports, paragraph .04.

AU §9312.03

268

The Standards of Field Work
misstatements might exist in the balance or class and possibly its approximate
magnitude. If the analytical procedure indicates that a misstatement might
exist, but not its approximate amount, the auditor ordinarily would have to
employ other procedures to enable him or her to estimate the likely misstate
ment in the balance or class.

.04 Likely misstatements also are associated with accounting estimates.
Section 312.36 states, in part—
The risk of material misstatement of the financial statements is generally
greater when account balances and classes of transactions include accounting
estimates rather than essentially factual data because of the inherent subjec
tivity in estimating future events. Estimates, such as those for inventory
obsolescence, uncollectible receivables, and warranty obligations, are subject
not only to the unpredictability of future events but also to misstatements that
may arise from using inadequate or inappropriate data or misapplying appro
priate data. Since no one accounting estimate can be considered accurate with
certainty, the auditor recognizes that a difference between an estimated
amount best supported by the audit evidence and the estimated amount
included in the financial statements may be reasonable, and such difference
would not be considered to be a likely misstatement. However, if the auditor
believes the estimated amount included in the financial statements is unrea
sonable, he or she should treat the difference between that estimate and the
closest reasonable estimate as a likely misstatement and aggregate it with
other likely misstatements.

[Issue Date: December, 2000.]

2. Evaluating Differences in Estimates
.05 Question—Section 312.36 states, in part—
Since no one accounting estimate can be considered accurate with certainty,
the auditor recognizes that a difference between an estimated amount best
supported by the audit evidence and the estimated amount included in the
financial statements may be reasonable, and such difference would not be
considered to be a likely misstatement. However, if the auditor believes the
estimated amount included in the financial statements is unreasonable, he or
she should treat the difference between that estimate and the closest reason
able estimate as a likely misstatement and aggregate it with other likely
misstatements.

With respect to an estimate, what should the auditor consider in determining
the amount of the likely misstatements to be aggregated?

.06 Interpretation—In determining the amount of the likely misstate
ments to be aggregated, the auditor considers the “closest reasonable estimate”
which may be a range of acceptable amounts or a point estimate, if that is a
better estimate than any other amount.

.07 In some cases the auditor may use a method that produces a range of
acceptable amounts to determine the reasonableness of amounts recorded. For
example, the auditor’s analysis of specific problem accounts receivable and
recent trends in bad-debt write-offs as a percent of sales may cause the auditor
to conclude that the allowance for doubtful accounts should be between
$130,000 and $160,000. If management’s recorded estimate falls within that
range, the auditor ordinarily would conclude that the recorded amount is
reasonable and no difference would be aggregated. If management’s recorded
estimate falls outside the auditor’s range of acceptable amounts, the difference
between the recorded amount and the amount at the closest end of the auditor’s
range would be aggregated as a misstatement. For example, if management
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has recorded $110,000 as the allowance, the amount by which the recorded
estimate falls outside the range ($20,000) is aggregated as a misstatement.

.08 In other cases the auditor may determine that a point estimate is a
better estimate than any other amount. In those situations, the auditor would
use that amount to determine the reasonableness of the recorded amount. The
auditor would compare the point estimate to the amount recorded by the client
and include any difference in the aggregation of misstatements.2
.09 Section 312.36 indicates that the auditor should be alert to the possi
bility that management’s recorded estimates are clustered at either end of the
auditor’s range of acceptable amounts, indicating a possible bias on the part of
management. Section 312.36 states, in part—
The auditor should also consider whether the difference between estimates best
supported by the audit evidence and the estimates included in the financial
statements, which are individually reasonable, indicate a possible bias on the
part of the entity’s management. For example, if each accounting estimate
included in the financial statements was individually reasonable, but the effect
of the difference between each estimate and the estimate best supported by the
audit evidence was to increase income, the auditor should reconsider the
estimates taken as a whole.

In these circumstances, the auditor should reconsider whether other recorded
estimates reflect a similar bias and should perform additional audit procedures
that address those estimates. In addition, the auditor should be alert to the
possibility that management’s recorded estimates were clustered at one end of
the range of acceptable amounts in the preceding year and clustered at the
other end of the range of acceptable amounts in the current year, thus indicat
ing the possibility that management is using swings in accounting estimates
to offset higher or lower than expected earnings. If the auditor believes that
such circumstances exist, the auditor should consider whether these matters
should be communicated to the entity’s audit committee, as described in section
380, Communication With Audit Committees, paragraphs .08 and .11.
[Issue Date: December, 2000.]

3. Quantitative Measures of Materiality in Evaluating Audit Findings
.10 Question—Section 312, Audit Risk and Materiality in Conducting an
Audit, provides guidance to the auditor on evaluating the effect of misstate
ments on the financial statements under audit. Section 312.10 states, in part—
The auditor’s consideration of materiality is a matter of professional judgment
and is influenced by his or her perception of the needs of a reasonable person
who will rely on the financial statements.

Section 312.34 further describes the auditor’s evaluation of the quantitative
aspects of materiality. It states, in part—
In evaluating whether the financial statements are presented fairly, in all
material respects, in conformity with generally accepted accounting principles,
the auditor should aggregate misstatements that the entity has not corrected
in a way that enables him or her to consider whether, in relation to individual
amounts, subtotals, or totals in the financial statements, they materially
misstate the financial statements taken as a whole.
2 See Interpretation No. 14, “Reasonable Estimation of the Amount of a Loss” of FASB Statement
No. 5, Accounting for Contingencies.
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What factors should the auditor consider in assessing the quantitative impact
of identified misstatements?

.11 Interpretation—The quantitative evaluation of identified misstate
ments is a matter of professional judgment and should reflect a measure of
materiality that is based on the element or elements of the financial state
ments that, in the auditor’s judgment, are expected to affect the judgment of a
reasonable person who will rely on the financial statements, considering the
nature of the reporting entity. For example, it is generally recognized that
after-tax income from continuing operations is, in most circumstances, the
measure of greatest significance to the financial statement users of entities
whose debt or equity securities are publicly traded. Depending on the entity’s
particular circumstances, other elements of the financial statements that may
be useful in making a quantitative assessment of the materiality of identified
misstatements include current assets, net working capital, total assets, total
revenues, gross profit, total equity, and cash flows from operations. In all
instances, the element or elements selected should reflect, in the auditor’s
judgment, the measures most likely to be considered important by the financial
statement users.
.12 Question—An entity’s after-tax income or loss from continuing opera
tions may be nominal or may fluctuate widely from year to year due to the
inclusion in the results of operations of significant, unusual, or infrequently
occurring income or expense items. What other quantitative measures could be
considered if after-tax income or loss from continuing operations is nominal or
fluctuates widely from period to period?

.13 Interpretation—In certain circumstances, a quantitative measure of
materiality based on after-tax income from continuing operations may not be
appropriate. The auditor may identify another element or elements that are
appropriate in the circumstances or may compute an amount of current-year
after-tax income from continuing operations adjusted to exclude unusual or
infrequently occurring items of income or expense.3
.14 The selection of an alternate element or elements for use in assessing
a quantitative measure of materiality is a matter of the auditor’s professional
judgment. In choosing an alternate element or elements, the auditor should
evaluate the perceived needs of the financial statement users, the particular
circumstances that caused the abnormal results for the current year, the
likelihood of their recurrence, and any other matters that, in the auditor’s
judgment, may be relevant to a quantitative assessment of materiality.

[Issue Date: December, 2000.]

4. Considering the Qualitative Characteristics of Misstatements
.15 Question—Section 312, Audit Risk and Materiality in Conducting an
Audit, paragraph .34, states, in part—
Qualitative considerations also influence the auditor in reaching a conclusion
as to whether misstatements are material.

What qualitative factors should the auditor consider in assessing whether
misstatements are material?
3 Paragraph 26 of APB Opinion No. 30, Reporting the Results of Operations—Reporting the
Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions, discusses unusual or infrequently occurring items.
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.16 Interpretation—Section 312.10 states that the auditor’s consideration
of materiality is a matter of professional judgment and is influenced by his or
her perception of the needs of a reasonable person. Section 312.11 states—
As a result of the interaction of quantitative and qualitative considerations in
materiality judgments, misstatements of relatively small amounts that come
to the auditor’s attention could have a material effect on the financial state
ments. For example, an illegal payment of an otherwise immaterial amount
could be material if there is a reasonable possibility that it could lead to a
material contingent liability or a material loss of revenue.

Section 508, Reports on Audited Financial Statements, paragraph .36, states
that the significance of an item to a particular entity (for example, inventories
to a manufacturing company), the pervasiveness of the misstatement (such as
whether it affects the amounts and presentation of numerous financial state
ment items), and the effect of the misstatement on the financial statements
taken as a whole are all factors to be considered in making a judgment
regarding materiality. Section 312.10 also makes reference to the discussion of
materiality in Financial Accounting Standards Board Statement of Financial
Accounting Concepts No. 2, Qualitative Characteristics ofAccounting Informa
tion. FASB Concepts Statement No. 2, paragraphs 123 through 132, includes
a discussion about matters that might affect a materiality judgment.

.17 The auditor considers relevant qualitative factors in his or her quali
tative considerations. Qualitative factors the auditor may consider relevant to
his or her consideration include the following:
a.

The potential effect of the misstatement on trends, especially trends
in profitability.

b.

A misstatement that changes a loss into income or vice versa.

c.

The effect of the misstatement on segment information, for example,
the significance of the matter to a particular segment important to
the future profitability of the entity, the pervasiveness of the matter
on the segment information, and the impact of the matter on trends
in segment information, all in relation to the financial statements
taken as a whole. (See Interpretation No. 4 of section 326, Evidential
Matter, “Applying Auditing Procedures to Segment Disclosures in
Financial Statements” [section 9326.39]).

d.

The potential effect of the misstatement on the entity’s compliance
with loan covenants, other contractual agreements, and regulatory
provisions.

e.

The existence of statutory or regulatory reporting requirements that
affect materiality thresholds.

f.

A misstatement that has the effect of increasing management’s
compensation, for example, by satisfying the requirements for the
award of bonuses or other forms of incentive compensation.

g.

The sensitivity of the circumstances surrounding the misstatement,
for example, the implications of misstatements involving fraud and
possible illegal acts, violations of contractual provisions, and con
flicts of interest.

h.

The significance of the financial statement element affected by the
misstatement, for example, a misstatement affecting recurring earn
ings as contrasted to one involving a non-recurring charge or credit,
such as an extraordinary item.
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i.

The effects of misclassifications, for example, misclassification be
tween operating and non-operating income or recurring and non-re
curring income items or a misclassification between fundraising
costs and program activity costs in a not-for-profit organization.

j.

The significance of the misstatement or disclosures relative to known
user needs, for example—

•

The significance of earnings and earnings per share to publiccompany investors and the significance of equity amounts to
private-company creditors.

•

The magnifying effects of a misstatement on the calculation of
purchase price in a transfer of interests (buy/sell agreement).

•

The effect of misstatements of earnings when contrasted with
expectations.

Obtaining the views and expectations of the entity’s audit committee
and management may be helpful in gaining or corroborating an
understanding of user needs, such as those illustrated above.
k.

The definitive character of the misstatement, for example, the pre
cision of an error that is objectively determinable as contrasted with
a misstatement that unavoidably involves a degree of subjectivity
through estimation, allocation, or uncertainty.

l.

The motivation of management with respect to the misstatement, for
example, (i) an indication of a possible pattern of bias by manage
ment when developing and accumulating accounting estimates or (ii)
a misstatement precipitated by management’s continued unwilling
ness to correct weaknesses in the financial reporting process.

m.

The existence of offsetting effects of individually significant but
different misstatements.

n.

The likelihood that a misstatement that is currently immaterial may
have a material effect in future periods because of a cumulative
effect, for example, that builds over several periods.

o.

The cost of making the correction—it may not be cost-beneficial for
the client to develop a system to calculate a basis to record the effect
of an immaterial misstatement. On the other hand, if management
appears to have developed a system to calculate an amount that
represents an immaterial misstatement, it may reflect a motivation
of management as noted in paragraph .17(l) above.

p.

The risk that possible additional undetected misstatements would
affect the auditor’s evaluation.

[Issue Date: December, 2000.]
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Substantive Tests Prior to the
Balance-Sheet Date
(Supersedes Statement on Auditing Standards No. 1, AICPA,
Professional Standards, vol. 1, AU sec. 310.05-.09.)*
Source: SAS No. 45; PCAOB Release No. 2004-008.
Effective for periods ended after September 30, 1983, unless otherwise indicated.

.01 This section provides guidance for audits of financial statements
concerning—

a.

Factors to be considered before applying principal substantive tests
to the details of particular asset or liability accounts as of a date
(interim date) that is prior to the balance-sheet date.

b.

Auditing procedures to provide a reasonable basis for extending from
an interim date to the balance-sheet date (remaining period) the
audit conclusions from such principal substantive tests.

c.

Coordinating the timing of auditing procedures.

Guidance concerning the timing of tests of controls is provided in section 319.99.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
98-103 of PCAOB Auditing Standard No. 2 regarding timing of tests
of controls.
[Revised, May 2001, to reflect conforming changes necessary due to the issu
ance of Statement on Auditing Standards No. 94. As amended, effective for
fiscal years ending on or after November 15, 2004, by PCAOB Release No.
2004-008.]

.02 Audit testing at interim dates may permit early consideration of
significant matters affecting the year-end financial statements (for example,
related party transactions, changed conditions, recent accounting pronounce
ments, and financial statement items likely to require adjustment). In addi
tion, much of the audit planning, including obtaining an understanding of
internal control, assessing control risk and the application of substantive tests
to transactions can be conducted prior to the balance-sheet date.*
1
.03 Applying principal substantive tests to the details of an asset or
liability account as of an interim date rather than as of the balance-sheet date
*Editor’s note deleted to reflect the conforming changes necessary due to the issuance of
Statement on Auditing Standards Nos. 53 through 62.
1 Substantive tests such as the following can be applied to transactions through any selected
date(s) prior to the balance-sheet date and completed as part of the year-end procedures: (1) tests of
details of the additions to and reductions ofaccounts such as property, investments, and debt and
equity capital; (2) tests of details of transactions affecting income and expense accounts; (3) tests of
accounts that are not to be audited by testing the details of items composing the balance (for example,
warranty reserves, clearing accounts, certain deferred charges); and (4) analytical procedures applied
to income and expense accounts.
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potentially increases the risk that misstatements that may exist at the bal
ance-sheet date will not be detected by the auditor. The potential for such
increased audit risk tends to become greater as the remaining period is
lengthened. This potential incremental audit risk can be controlled, however,
if the substantive tests to cover the remaining period can be designed in a way
that will provide a reasonable basis for extending to the balance-sheet date the
audit conclusions from the tests of details at the interim date.

Factors to Be Considered Before Applying Principal
Substantive Tests to the Details of Balance-Sheet

Accounts at Interim Dates
.04 Before applying principal substantive tests to the details of asset or
liability accounts at an interim date, the auditor should assess the difficulty in
controlling the incremental audit risk. Paragraphs .05 through .07 discuss
considerations that affect that assessment. In addition, the auditor should
consider the cost of the substantive tests that are necessary to cover the
remaining period in a way that will provide the appropriate audit assurance at
the balance-sheet date. Applying principal substantive tests to the details of
asset and liability accounts at an interim date may not be cost-effective if
substantive tests to cover the remaining period cannot be restricted due to the
assessed level of control risk.
.05 Assessing control risk at below the maximum is not required in order
to have a reasonable basis for extending audit conclusions from an interim date
to the balance-sheet date; however, if the auditor assesses control risk at the
maximum during the remaining period, he should consider whether the effec
tiveness of certain of the substantive tests to cover that period will be impaired.
For example, effective controls may be lacking over the internal documents
that provide indications of transactions that have been executed. Substantive
tests that are based on such documents and relate to the completeness asser
tion for the remaining period may be ineffective because the documents may
be incomplete. Likewise, substantive tests covering the remaining period that
relate to the existence assertion at the balance-sheet date may be ineffective if
effective controls over the custody and physical movement of assets are not
present. In both of the above examples, if the auditor concludes that the
effectiveness of such substantive tests would be impaired, additional assurance
should be sought or the accounts should be examined as of the balance-sheet
date.

.06 The auditor should consider whether there are rapidly changing
business conditions or circumstances that might predispose management to
misstate financial statements in the remaining period.2 If such conditions or
circumstances are present, the auditor might conclude that the substantive
tests to cover the remaining period would not be effective in controlling the
incremental audit risk associated with them. In those situations, the asset and
liability accounts affected should ordinarily be examined as of the balancesheet date.
2 See section 316A,§ Consideration of Fraud in a Financial Statement Audit, paragraphs .16
through .19.
§ This “A” section has been deleted because it is no longer effective. The PCAOB has not yet made
conforming changes to redirect the reader to the appropriate section.
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.07 The auditor should consider whether the year-end balances of the
particular asset or liability accounts that might be selected for interim exami
nation are reasonably predictable with respect to amount, relative signifi
cance, and composition. He should also consider whether the entity’s proposed
procedures for analyzing and adjusting such accounts at interim dates and for
establishing proper accounting cutoffs are appropriate. In addition, the auditor
should consider whether the accounting system will provide information con
cerning the balances at the balance-sheet date and the transactions in the
remaining period that is sufficient to permit investigation of (a) significant
unusual transactions or entries (including those at or near year-end); (b) other
causes of significant fluctuations, or expected fluctuations that did not occur;
and (c) changes in the composition of the account balances. If the auditor
concludes that evidential matter related to the above would not be sufficient
for purposes of controlling audit risk, the account should be examined as of the
balance-sheet date.

Extending Audit Conclusions to the Balance-Sheet Date
.08 Substantive tests should be designed to cover the remaining period in
such a way that the assurance from those tests and the substantive tests
applied to the details of the balance as of an interim date, and any audit
assurance provided from the assessed level of control risk, achieve the audit
objectives at the balance-sheet date. Such tests ordinarily should include (a)
comparison of information concerning the balance at the balance-sheet date
with the comparable information at the interim date to identify amounts that
appear unusual and investigation of any such amounts and (b) other analytical
procedures or substantive tests of details, or a combination of both, to provide
a reasonable basis for extending to the balance-sheet date the audit conclu
sions relative to the assertions tested directly or indirectly at the interim
date.3
.09 If misstatements are detected in account balances at interim dates,
the auditor may be required to modify the planned nature, timing, or extent of
the substantive tests covering the remaining period that relate to such ac
counts or to reperform certain auditing procedures at the balance-sheet date.
The assessment of possible misstatement as of the balance-sheet date should
be based on the auditor’s judgment of the state of the particular account(s) as
of that date, after considering (a) the possible implications of the nature and
cause of the misstatements detected at the interim date, (b) the possible
relationship to other phases of the audit, (c) the corrections subsequently
recorded by the entity, and (d) the results of auditing procedures covering the
remaining period (including those that are responsive to the particular possi
bilities for misstatement). For example, the auditor might conclude that the
estimate of unrecorded credit memos at an interim date is representative of
such misstatements at the balance-sheet date, based on substantive tests
covering the remaining period. On the other hand, the assessment of the
possible effects at the balance-sheet date of other types of cutoff misstatements
at an interim date might be based on the results of reperforming substantive
tests of the cutoff.
3 Factors to be considered in determining the relative mix of tests of details and analytical
procedures include (1) the nature of the transactions and balances in relation to the assertions
involved, (2) the availability of historical data or other criteria for use in analytical procedures, and
(3) the availability of records required for effective tests of details and the nature of the tests to which
they are susceptible.
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Coordinating the Timing of Auditing Procedures
.10 The timing of auditing procedures also involves consideration of
whether related auditing procedures are properly coordinated. This includes,
for example—
a.

Coordinating the auditing procedures applied to related party trans
actions and balances.4

b.

Coordinating the testing of interrelated accounts and accounting
cutoffs.

c.

Maintaining temporary audit control over assets that are readily
negotiable and simultaneously testing such assets and cash on hand
and in banks, bank loans, and other related items.

Decisions about coordinating related auditing procedures should be made in
the light of the assessed level of control risk and of the particular auditing
procedures that could be applied, either for the remaining period or at year-end,
or both.

4 See section 334, Related Parties.
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AU Section 315

Communications Between Predecessor and
Successor Auditors
(Supersedes SAS No. 7)
Source: SAS No. 84; SAS No. 93.
Effective with respect to acceptance of an engagement after March 31, 1998, unless

otherwise indicated.

Introduction
.01 This section provides guidance on communications between predeces
sor and successor auditors when a change of auditors is in process or has taken
place. It also provides communications guidance when possible misstatements
are discovered in financial statements reported on by a predecessor auditor.
This section applies whenever an independent auditor is considering accepting
an engagement to audit or reaudit (see paragraph .14 of this section) financial
statements in accordance with generally accepted auditing standards, and
after such auditor has been appointed to perform such an engagement.

.02 For the purposes of this section, the term predecessor auditor refers to
an auditor who (a) has reported on the most recent audited financial state
ments1 or was engaged to perform but did not complete an audit of the
financial statements1
2 and (b) has resigned, declined to stand for reappoint
ment, or been notified that his or her services have been, or may be, termi
nated. The term successor auditor refers to an auditor who is considering
accepting an engagement to audit financial statements but has not communi
cated with the predecessor auditor as provided in paragraphs .07 through .10
and to an auditor who has accepted such an engagement. [As amended,
effective for audits of financial statements for periods ending on or after June
30, 2001, by Statement on Auditing Standards No. 93.]

Change of Auditors
.03 An auditor should not accept an engagement until the communica
tions described in paragraphs .07 through .10 have been evaluated.3 However,
1 The provisions of this section are not required if the most recent audited financial statements
are more than two years prior to the beginning of the earliest period to be audited by the successor
auditor.

2 There may be two predecessor auditors: the auditor who reported on the most recent audited
financial statements and the auditor who was engaged to perform but did not complete an audit of
any subsequent financial statements. [As amended, effective for audits of financial statements for
periods ending on or after June 30, 2001, by Statement on Auditing Standards No. 93.]
3 When the most recent financial statements have been compiled or reviewed in accordance with
the Statements on Standards for Accounting and Review Services, the accountant who reported on
those financial statements is not a predecessor auditor. Although not required by this section, in
these circumstances the successor auditor may find the matters described in paragraphs .08 and .09
useful in determining whether to accept the engagement.
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an auditor may make a proposal for an audit engagement before communicat
ing with the predecessor auditor. The auditor may wish to advise the prospec
tive client (for example, in a proposal) that acceptance cannot be final until the
communications have been evaluated.

.04 Other communications between the successor and predecessor audi
tors, described in paragraph .11, are advisable to assist in the planning of the
engagement. However, the timing of these other communications is more
flexible. The successor auditor may initiate these other communications either
prior to acceptance of the engagement or subsequent thereto.

.05 When more than one auditor is considering accepting an engage
ment, the predecessor auditor should not be expected to be available to
respond to inquiries until a successor auditor has been selected by the
prospective client and has accepted the engagement subject to the evalu
ation of the communications with the predecessor auditor as provided in
paragraphs .07 through .10.
.06 The initiative for communicating rests with the successor auditor.
The communication may be either written or oral. Both the predecessor and
successor auditors should hold in confidence information obtained from each
other. This obligation applies whether or not the successor auditor accepts the
engagement.

Communications Before Successor Auditor Accepts Engagement
.07 Inquiry of the predecessor auditor is a necessary procedure because
the predecessor auditor may be able to provide information that will assist the
successor auditor in determining whether to accept the engagement. The
successor auditor should bear in mind that, among other things, the predeces
sor auditor and the client may have disagreed about accounting principles,
auditing procedures, or similarly significant matters.

.08 The successor auditor should request permission from the prospective
client to make an inquiry of the predecessor auditor prior to final acceptance
of the engagement. Except as permitted by the Rules of the Code of Profes
sional Conduct, an auditor is precluded from disclosing confidential informa
tion obtained in the course of an engagement unless the client specifically
consents. Thus, the successor auditor should ask the prospective client to
authorize the predecessor auditor to respond fully to the successor auditor’s
inquiries. If a prospective client refuses to permit the predecessor auditor to
respond or limits the response, the successor auditor should inquire as to the
reasons and consider the implications of that refusal in deciding whether to
accept the engagement.
.09 The successor auditor should make specific and reasonable inquiries
of the predecessor auditor regarding matters that will assist the successor
auditor in determining whether to accept the engagement. Matters subject to
inquiry should include—

•

Information that might bear on the integrity of management.

•

Disagreements with management as to accounting principles, audit
ing procedures, or other similarly significant matters.
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•

Communications to audit committees or others with equivalent
authority and responsibility4 regarding fraud, illegal acts by clients,
and internal-control-related matters.5

•

The predecessor auditor’s understanding as to the reasons for the
change of auditors.

The successor auditor may wish to consider other reasonable inquiries.

.10 The predecessor auditor should respond promptly and fully, on the
basis of known facts, to the successor auditor’s reasonable inquiries. However,
should the predecessor auditor decide, due to unusual circumstances such as
impending, threatened, or potential litigation; disciplinary proceedings; or
other unusual circumstances, not to respond fully to the inquiries, the prede
cessor auditor should clearly state that the response is limited. If the successor
auditor receives a limited response, its implications should be considered in
deciding whether to accept the engagement.

Other Communications
.11 The successor auditor should request that the client authorize the
predecessor auditor to allow a review of the predecessor auditor’s working
papers. The predecessor auditor may wish to request a consent and acknow
ledgment letter from the client to document this authorization in an effort to
reduce misunderstandings about the scope of the communications being
authorized.6 It is customary in such circumstances for the predecessor auditor
to make himself or herself available to the successor auditor and make avail
able for review certain of the working papers. The predecessor auditor should
determine which working papers are to be made available for review and which
may be copied. The predecessor auditor should ordinarily permit the successor
auditor to review working papers, including documentation of planning, inter
nal control, audit results, and other matters of continuing accounting and
auditing significance, such as the working paper analysis of balance sheet
accounts, and those relating to contingencies. Also, the predecessor auditor
should reach an understanding with the successor auditor as to the use of the
working papers.7 The extent, if any, to which a predecessor auditor permits
access to the working papers is a matter of judgment.

Successor Auditor's Use of Communications
.12 The successor auditor must obtain sufficient competent evidential
matter to afford a reasonable basis for expressing an opinion on the financial
statements he or she has been engaged to audit, including evaluating the
consistency of the application of accounting principles. The audit evidence used
in analyzing the impact of the opening balances on the current-year financial
4 For entities that do not have audit committees, the phrase “others with equivalent authority
and responsibility” may include the board of directors, the board of trustees, or the owner in
owner-managed entities.
5 See section 316, Consideration of Fraud in a Financial Statement Audit; section 317, Illegal
Acts by Clients', and section 325, Communication of Internal Control Related Matters Noted in an
Audit.
6 Appendix A [paragraph .24] contains an illustrative client consent and acknowledgment letter.

7 Before permitting access to the working papers, the predecessor auditor may wish to obtain a
written communication from the successor auditor regarding the use of the working papers. Appendix
B [paragraph .25] contains an illustrative successor auditor acknowledgment letter.
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statements and consistency of accounting principles is a matter of professional
judgment. Such audit evidence may include the most recent audited financial
statements, the predecessor auditor’s report thereon,8 the results of inquiry of
the predecessor auditor, the results of the successor auditor’s review of the
predecessor auditor’s working papers relating to the most recently completed
audit, and audit procedures performed on the current period’s transactions
that may provide evidence about the opening balances or consistency. For
example, evidence gathered during the current year’s audit may provide
information about the realizability and existence of receivables and inventory
recorded at the beginning of the year. The successor auditor may also apply
appropriate auditing procedures to account balances at the beginning of the
period under audit and to transactions in prior periods. [As amended, effective
for audits of financial statements for periods ending on or after June 30, 2001,
by Statement on Auditing Standards No. 93.]

.13 The successor auditor’s review of the predecessor auditor’s working
papers may affect the nature, timing, and extent of the successor auditor’s
procedures with respect to the opening balances and consistency of accounting
principles. However, the nature, timing, and extent of audit work performed
and the conclusions reached in both these areas are solely the responsibility of
the successor auditor. In reporting on the audit, the successor auditor should
not make reference to the report or work of the predecessor auditor as the
basis, in part, for the successor auditor’s own opinion.

Audits of Financial Statements That Have Been
Previously Audited
.14 If an auditor is asked to audit and report on financial statements that
have been previously audited and reported on (henceforth referred to as a reaudit),
the auditor considering acceptance of the reaudit engagement is also a successor
auditor, and the auditor who previously reported is also a predecessor auditor. In
addition to the communications described in paragraphs .07 through .10, the
successor auditor should state that the purpose of the inquiries is to obtain
information about whether to accept an engagement to perform a reaudit.

.15 If the successor auditor accepts the reaudit engagement, he or she
may consider the information obtained from inquiries of the predecessor
auditor and review of the predecessor auditor’s report and working papers in
planning the reaudit. However, the information obtained from those inquiries
and any review of the predecessor auditor’s report and working papers is not
sufficient to afford a basis for expressing an opinion. The nature, timing, and
extent of the audit work performed and the conclusions reached in the reaudit
are solely the responsibility of the successor auditor performing the reaudit.
.16 The successor auditor should plan and perform the reaudit in accord
ance with generally accepted auditing standards. The successor auditor should
not assume responsibility for the predecessor auditor’s work or issue a report
that reflects divided responsibility as described in section 543, Part of Audit
Performed by Other Independent Auditors. Furthermore, the predecessor audi
tor is not a specialist as defined in section 336, Using the Work of a Specialist,
8 The successor auditor may wish to make inquiries about the professional reputation and
standing of the predecessor auditor. See section 543, Part of Audit Performed by Other Independent
Auditors, paragraph 10a.
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or an internal auditor as defined in section 322, The Auditor’s Consideration of
the Internal Audit Function in an Audit of Financial Statements.
.17 If the successor auditor has audited the current period, the results of
that audit may be considered in planning and performing the reaudit of the
preceding period or periods and may provide evidential matter that is useful
in performing the reaudit.
.18 If, in a reaudit engagement, the successor auditor is unable to obtain
sufficient competent evidential matter to express an opinion on the financial
statements, the successor auditor should qualify or disclaim an opinion be
cause of the inability to perform procedures the successor auditor considers
necessary in the circumstances.

.19 The successor auditor should request working papers for the period or
periods under reaudit and the period prior to the reaudit period. However, the
extent, if any, to which the predecessor auditor permits access to the working
papers is a matter of judgment. (See paragraph .11 of this section.)
.20 In a reaudit, the successor auditor generally will be unable to observe
inventory or make physical counts at the reaudit date or dates in the manner
discussed in paragraphs .09 through .11 of section 331, Inventories. In such
cases, the successor auditor may consider the knowledge obtained from his or
her review of the predecessor auditor’s working papers and inquiries of the
predecessor auditor to determine the nature, timing, and extent of procedures
to be applied in the circumstances. The successor auditor performing the
reaudit should, if material, observe or perform some physical counts of inven
tory at a date subsequent to the period of the reaudit, in connection with a
current audit or otherwise, and apply appropriate tests of intervening trans
actions. Appropriate procedures may include tests of prior transactions, re
views of records of prior counts, and the application of analytical procedures,
such as gross profit tests.

Discovery of Possible Misstatements in Financial
Statements Reported on by a Predecessor Auditor
.21 If during the audit or reaudit, the successor auditor becomes aware of
information that leads him or her to believe that financial statements reported
on by the predecessor auditor may require revision, the successor auditor
should request that the client inform the predecessor auditor of the situation
and arrange for the three parties to discuss this information and attempt to
resolve the matter. The successor auditor should communicate to the predeces
sor auditor any information that the predecessor auditor may need to consider
in accordance with section 561, Subsequent Discovery of Facts Existing at the
Date of the Auditor’s Report, which sets out the procedures that an auditor
should follow when the auditor subsequently discovers facts that may have
affected the audited financial statements previously reported on.9

.22 If the client refuses to inform the predecessor auditor or if the succes
sor auditor is not satisfied with the resolution of the matter, the successor
auditor should evaluate (a) possible implications on the current engagement
and (b) whether to resign from the engagement. Furthermore, the successor
9 See section 508, Reports on Audited Financial Statements, paragraphs .70 through .74, for
reporting guidance.
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auditor may wish to consult with his or her legal counsel in determining an
appropriate course of further action.

Effective Date
.23 This section will be effective with respect to acceptance of an engage
ment after March 31, 1998. Earlier application is permitted.

AU §315.23

Communications Between Predecessor and Successor Auditors

283

Appendix A
Illustrative Client Consent and Acknowledgment Letter
.24

1. Paragraph .11 of this section states, “The successor auditor should
request that the client authorize the predecessor auditor to allow a review of
the predecessor auditor’s working papers. The predecessor auditor may wish
to request a consent and acknowledgment letter from the client to document
this authorization in an effort to reduce misunderstandings about the scope of
the communications being authorized.” The following letter is presented for
illustrative purposes only and is not required by professional standards.
[Date]
ABC Enterprises
[Address]
You have given your consent to allow [name ofsuccessor CPA firm], as successor
independent auditors for ABC Enterprises (ABC), access to our working papers
for our audit of the December 31,19X1, financial statements of ABC. You also
have given your consent to us to respond fully to [name of successor CPA firm]
inquiries. You understand and agree that the review of our working papers is
undertaken solely for the purpose, of obtaining an understanding about ABC
and certain information about our audit to assist [name of successor CPA firm]
in planning the audit of the December 31, 19X2, financial statements of ABC.

Please confirm your agreement with the foregoing by signing and dating a copy
of this letter and returning it to us.
Attached is the form of the letter we will furnish [name of successor CPA firm]
regarding the use of the working papers.

Very truly yours,

[Predecessor Auditor]
By: _____________________________________
Accepted:

ABC Enterprises
By: ________________ _____________________

Date: _____________________
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Appendix B
Illustrative Successor Auditor Acknowledgment Letter
.25
1. Paragraph .11, footnote 7, of this section states, “Before permitting
access to the working papers, the predecessor auditor may wish to obtain a
written communication from the successor auditor regarding the use of the
working papers.” The following letter is presented for illustrative purposes only
and is not required by professional standards.
[Date]
[Successor Auditor]
[Address]
We have previously audited, in accordance with auditing standards generally
accepted in the United States of America, the December 31, 20X1, financial
statements of ABC Enterprises (ABC). We rendered a report on those financial
statements and have not performed any audit procedures subsequent to the
audit report date. In connection with your audit of ABC’s 20X2 financial
statements, you have requested access to our working papers prepared in
connection with that audit. ABC has authorized our firm to allow you to review
those working papers.
Our audit, and the working papers prepared in connection therewith, of ABC’s
financial statements were not planned or conducted in contemplation of your
review. Therefore, items of possible interest to you may not have been specifi
cally addressed. Our use of professional judgment and the assessment of audit
risk and materiality for the purpose of our audit mean that matters may have
existed that would have been assessed differently by you. We make no repre
sentation as to the sufficiency or appropriateness of the information in our
working papers for your purposes.

We understand that the purpose of your review is to obtain information about
ABC and our 19X1 audit results to assist you in planning your 19X2 audit of
ABC. For that purpose only, we will provide you access to our working papers
that relate to that objective.

Upon request, we will provide copies of those working papers that provide
factual information about ABC. You agree to subject any such copies or
information otherwise derived from our working papers to your normal policy
for retention of working papers and protection of confidential client informa
tion. Furthermore, in the event of a third-party request for access to your
working papers prepared in connection with your audits of ABC, you agree to
obtain our permission before voluntarily allowing any such access to our
working papers or information otherwise derived from our working papers, and
to obtain on our behalf any releases that you obtain from such third party. You
agree to advise us promptly and provide us a copy of any subpoena, summons,
or other court order for access to your working papers that include copies of our
working papers or information otherwise derived therefrom.

Please confirm your agreement with the foregoing by signing and dating a copy
of this letter and returning it to us.
Very truly yours,

[Predecessor Auditor]
By: _____________________________________
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Accepted:
[Successor Auditor]

By: _____________________________________

Date: _____________________

Even with the client’s consent, access to the predecessor auditor’s working
papers may still be limited. Experience has shown that the predecessor auditor
may be willing to grant broader access if given additional assurance concerning
the use of the working papers. Accordingly, the successor auditor might con
sider agreeing to the following limitations on the review of the predecessor
auditor’s working papers in order to obtain broader access:

•

The successor auditor will not comment, orally or in writing, to anyone
as a result of the review as to whether the predecessor auditor’s
engagement was performed in accordance with generally accepted
auditing standards.

•

The successor auditor will not provide expert testimony or litigation
support services or otherwise accept an engagement to comment on
issues relating to the quality of the predecessor auditor’s audit.

•

The successor auditor will not use the audit procedures or results
thereof documented in the predecessor auditor’s working papers as
evidential matter in rendering an opinion on the 19X2 financial
statements of ABC Enterprises, except as contemplated in Statement
on Auditing Standards No. 84.

The following paragraph illustrates the above:
Because your review of our working papers is undertaken solely for the purpose
described above and may not entail a review of all our working papers, you
agree that (1) the information obtained from the review will not be used by you
for any other purpose, (2) you will not comment, orally or in writing, to anyone
as a result of that review as to whether our audit was performed in accordance
with generally accepted auditing standards, (3) you will not provide expert
testimony or litigation support services or otherwise accept an engagement to
comment on issues relating to the quality of our audit, and (4) you will not use
the audit procedures or results thereof documented in our working papers as
evidential matter in rendering your opinion on the 19X2 financial statements
of ABC, except as contemplated in Statement on Auditing Standards No. 84.

[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]
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AU Section 316

Consideration of Fraud in a Financial
Statement Audit
(Supersedes SAS No. 82)

Source: SAS No. 99; PCAOB Release No. 2004-008.

Effective for audits of financial statements for periods beginning on or after December
15, 2002, unless otherwise indicated.

Introduction and Overview
.01 Section 110, Responsibilities and Functions of the Independent Audi
tor, paragraph .02, states, “The auditor has a responsibility to plan and
perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement, whether caused by error or
fraud, [footnote omitted]”1 This section establishes standards and provides
guidance to auditors in fulfilling that responsibility, as it relates to fraud, in
an audit of financial statements conducted in accordance with generally ac
cepted auditing standards (GAAS).1
2

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
24-26 of PCAOB Auditing Standard No. 2 regarding fraud considera
tions, in addition to the fraud consideration set forth in this section.
[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
.02 The following is an overview of the organization and content of this
section:

•

Description and characteristics of fraud. This section describes fraud
and its characteristics. (See paragraphs .05 through .12.)

•

The importance of exercising professional skepticism. This section
discusses the need for auditors to exercise professional skepticism
when considering the possibility that a material misstatement due to
fraud could be present. (See paragraph .13.)

1 The auditor’s consideration of illegal acts and responsibility for detecting misstatements
resulting from illegal acts is defined in section 317, Illegal Acts by Clients. For those illegal acts that
are defined in that section as having a direct and material effect on the determination of financial
statement amounts, the auditor’s responsibility to detect misstatements resulting from such illegal
acts is the same as that for errors (see section 312, Audit Risk and Materiality in Conducting an
Audit, or fraud).

2 Auditors are sometimes requested to perform other services related to fraud detection and
prevention, for example, special investigations to determine the extent of a suspected or detected
fraud. These other services usually include procedures that extend beyond or are different from the
procedures ordinarily performed in an audit of financial statements in accordance with generally
accepted auditing standards (GAAS). AT section 101, Attest Engagements, and CS section 100,
Consulting Services: Definitions and Standards, provide guidance to accountants relating to the
performance of such services.
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•

Discussion among engagement personnel regarding the risks of mate
rial misstatement due to fraud. This section requires, as part of
planning the audit, that there be a discussion among the audit team
members to consider how and where the entity’s financial statements
might be susceptible to material misstatement due to fraud and to
reinforce the importance of adopting an appropriate mindset of pro
fessional skepticism. (See paragraphs .14 through .18.)

•

Obtaining the information needed to identify risks ofmaterial misstate
ment due to fraud. This section requires the auditor to gather infor
mation necessary to identify risks of material misstatement due to
fraud, by

a.

Inquiring of management and others within the entity about the
risks of fraud. (See paragraphs .20 through .27.)

b.

Considering the results of the analytical procedures performed in
planning the audit. (See paragraphs .28 through .30.)

c.

Considering fraud risk factors. (See paragraphs .31 through .33,
and the Appendix, “Examples of Fraud Risk Factors” [paragraph
.85].)

d.

Considering certain other information. (See paragraph .34.)

•

Identifying risks that may result in a material misstatement due to
fraud. This section requires the auditor to use the information gath
ered to identify risks that may result in a material misstatement due
to fraud. (See paragraphs .35 through .42.)

•

Assessing the identified risks after taking into account an evaluation
of the entity’s programs and controls. This section requires the auditor
to evaluate the entity’s programs and controls that address the iden
tified risks of material misstatement due to fraud, and to assess the
risks taking into account this evaluation. (See paragraphs .43 through
.45.)

•

Responding to the results of the assessment. This section emphasizes
that the auditor’s response to the risks of material misstatement due
to fraud involves the application of professional skepticism when
gathering and evaluating audit evidence. (See paragraph .46 through
.49.) The section requires the auditor to respond to the results of the
risk assessment in three ways:

a.

A response that has an overall effect on how the audit is con
ducted, that is, a response involving more general considerations
apart from the specific procedures otherwise planned. (See para
graph .50.)

b.

A response to identified risks that involves the nature, timing, and
extent of the auditing procedures to be performed. (See para
graphs .51 through .56.)

c.

A response involving the performance of certain procedures to
further address the risk of material misstatement due to fraud
involving management override of controls. (See paragraphs .57
through .67.)
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•

Evaluating audit evidence. This section requires the auditor to assess
the risks of material misstatement due to fraud throughout the audit
and to evaluate at the completion of the audit whether the accumu
lated results of auditing procedures and other observations affect the
assessment. (See paragraphs .68 through .74.) It also requires the
auditor to consider whether identified misstatements may be indica
tive of fraud and, if so, directs the auditor to evaluate their implica
tions. (See paragraphs .75 through .78.)

•

Communicating about fraud to management, the audit committee, and
others. This section provides guidance regarding the auditor’s commu
nications about fraud to management, the audit committee, and oth
ers. (See paragraphs .79 through .82.)

•

Documenting the auditor’s consideration of fraud. This section de
scribes related documentation requirements. (See paragraph .83.)

.03 The requirements and guidance set forth in this section are intended
to be integrated into an overall audit process, in a logical manner that is
consistent with the requirements and guidance provided in other sections,
including section 311, Planning and Supervision; section 312, Audit Risk and
Materiality in Conducting an Audit; and section 319, Consideration of Internal
Control in a Financial Statement Audit. Even though some requirements and
guidance set forth in this section are presented in a manner that suggests a
sequential audit process, auditing in fact involves a continuous process of
gathering, updating, and analyzing information throughout the audit. Accord
ingly the sequence of the requirements and guidance in this section may be
implemented differently among audit engagements.
.04 Although this section focuses on the auditor’s consideration of fraud
in an audit of financial statements, it is management’s responsibility to
design and implement programs and controls to prevent, deter, and detect
fraud.3 That responsibility is described in section 110.03, which states, “Man
agement is responsible for adopting sound accounting policies and for estab
lishing and maintaining internal control that will, among other things, initiate,
record, process, and report transactions (as well as events and conditions)
consistent with management’s assertions embodied in the financial state
ments.” Management, along with those who have responsibility for oversight
of the financial reporting process (such as the audit committee, board of
trustees, board of directors, or the owner in owner-managed entities), should
set the proper tone; create and maintain a culture of honesty and high ethical
standards; and establish appropriate controls to prevent, deter, and detect
fraud. When management and those responsible for the oversight of the
financial reporting process fulfill those responsibilities, the opportunities to
commit fraud can be reduced significantly.

Description and Characteristics of Fraud
.05 Fraud is a broad legal concept and auditors do not make legal deter
minations of whether fraud has occurred. Rather, the auditor’s interest specifi
3 In its October 1987 report, the National Commission on Fraudulent Financial Reporting, also
known as the Treadway Commission, noted, “The responsibility for reliable financial reporting
resides first and foremost at the corporate level. Top management, starting with the chief executive
officer, sets the tone and establishes the financial reporting environment. Therefore, reducing the
risk of fraudulent financial reporting must start with the reporting company.”
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cally relates to acts that result in a material misstatement of the financial
statements. The primary factor that distinguishes fraud from error is whether
the underlying action that results in the misstatement of the financial state
ments is intentional or unintentional. For purposes of the section, fraud is an
intentional act that results in a material misstatement in financial statements
that are the subject of an audit.4
.06 Two types of misstatements are relevant to the auditor’s considera
tion of fraud—misstatements arising from fraudulent financial reporting and
misstatements arising from misappropriation of assets.

•

Misstatements arising from fraudulent financial reporting are inten
tional misstatements or omissions of amounts or disclosures in finan
cial statements designed to deceive financial statement users where
the effect causes the financial statements not to be presented, in all
material respects, in conformity with generally accepted accounting
principles (GAAP).5 Fraudulent financial reporting may be accom
plished by the following:
—

Manipulation, falsification, or alteration of accounting records or
supporting documents from which financial statements are pre
pared

—

Misrepresentation in or intentional omission from the financial
statements of events, transactions, or other significant informa
tion

—

Intentional misapplication of accounting principles relating to
amounts, classification, manner of presentation, or disclosure

Fraudulent financial reporting need not be the result of a grand plan
or conspiracy. It may be that management representatives rationalize
the appropriateness of a material misstatement, for example, as an
aggressive rather than indefensible interpretation of complex account
ing rules, or as a temporary misstatement of financial statements,
including interim statements, expected to be corrected later when
operational results improve.

•

Misstatements arising from misappropriation of assets (sometimes
referred to as theft or defalcation) involve the theft of an entity’s assets
where the effect of the theft causes the financial statements not to be
presented, in all material respects, in conformity with GAAP. Misap
propriation of assets can be accomplished in various ways, including
embezzling receipts, stealing assets, or causing an entity to pay for
goods or services that have not been received. Misappropriation of
assets may be accompanied by false or misleading records or docu
ments, possibly created by circumventing controls. The scope of this

4 Intent is often difficult to determine, particularly in matters involving accounting estimates
and the application of accounting principles. For example, unreasonable accounting estimates may be
unintentional or may be the result of an intentional attempt to misstate the financial statements.
Although an audit is not designed to determine intent, the auditor has a responsibility to plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement, whether the misstatement is intentional or not.

5 Reference to generally accepted accounting principles (GAAP) includes, where applicable, a
comprehensive basis of accounting other than GAAP as defined in section 623, Special Reports,
paragraph .04.
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section includes only those misappropriations of assets for which the
effect of the misappropriation causes the financial statements not to
be fairly presented, in all material respects, in conformity with GAAP.

.07 Three conditions generally are present when fraud occurs. First,
management or other employees have an incentive or are under pressure,
which provides a reason to commit fraud. Second, circumstances exist—for
example, the absence of controls, ineffective controls, or the ability of manage
ment to override controls—that provide an opportunity for a fraud to be
perpetrated. Third, those involved are able to rationalize committing a fraudu
lent act. Some individuals possess an attitude, character, or set of ethical
values that allow them to knowingly and intentionally commit a dishonest act.
However, even otherwise honest individuals can commit fraud in an environ
ment that imposes sufficient pressure on them. The greater the incentive or
pressure, the more likely an individual will be able to rationalize the accept
ability of committing fraud.
.08 Management has a unique ability to perpetrate fraud because it
frequently is in a position to directly or indirectly manipulate accounting
records and present fraudulent financial information. Fraudulent financial
reporting often involves management override of controls that otherwise may
appear to be operating effectively.6 Management can either direct employees
to perpetrate fraud or solicit their help in carrying it out. In addition, manage
ment personnel at a component of the entity may be in a position to manipulate
the accounting records of the component in a manner that causes a material
misstatement in the consolidated financial statements of the entity. Manage
ment override of controls can occur in unpredictable ways.

.09 Typically, management and employees engaged in fraud will take
steps to conceal the fraud from the auditors and others within and outside the
organization. Fraud may be concealed by withholding evidence or misrepre
senting information in response to inquiries or by falsifying documentation.
For example, management that engages in fraudulent financial reporting
might alter shipping documents. Employees or members of management who
misappropriate cash might try to conceal their thefts by forging signatures or
falsifying electronic approvals on disbursement authorizations. An audit con
ducted in accordance with GAAS rarely involves the authentication of such
documentation, nor are auditors trained as or expected to be experts in such
authentication. In addition, an auditor may not discover the existence of a
modification of documentation through a side agreement that management or
a third party has not disclosed.
.10 Fraud also may be concealed through collusion among management,
employees, or third parties. Collusion may cause the auditor who has properly
performed the audit to conclude that evidence provided is persuasive when it
is, in fact, false. For example, through collusion, false evidence that controls
have been operating effectively may be presented to the auditor, or consistent
misleading explanations may be given to the auditor by more than one individ
ual within the entity to explain an unexpected result of an analytical procedure.
6 Frauds have been committed by management override of existing controls using such tech
niques as (a) recording fictitious journal entries, particularly those recorded close to the end of an
accounting period to manipulate operating results, (b) intentionally biasing assumptions and judg
ments used to estimate account balances, and (c) altering records and terms related to significant and
unusual transactions.
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As another example, the auditor may receive a false confirmation from a third
party that is in collusion with management.

.11 Although fraud usually is concealed and management’s intent is
difficult to determine, the presence of certain conditions may suggest to the
auditor the possibility that fraud may exist. For example, an important con
tract may be missing, a subsidiary ledger may not be satisfactorily reconciled
to its control account, or the results of an analytical procedure performed
during the audit may not be consistent with expectations. However, these
conditions may be the result of circumstances other than fraud. Documents
may legitimately have been lost or misfiled; the subsidiary ledger may be out
of balance with its control account because of an unintentional accounting
error; and unexpected analytical relationships may be the result of unantici
pated changes in underlying economic factors. Even reports of alleged fraud
may not always be reliable because an employee or outsider may be mistaken
or may be motivated for unknown reasons to make a false allegation.
.12 As indicated in paragraph .01, the auditor has a responsibility to plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement, whether caused by
fraud or error.7 However, absolute assurance is not attainable and thus even
a properly planned and performed audit may not detect a material misstate
ment resulting from fraud. A material misstatement may not be detected
because of the nature of audit evidence or because the characteristics of fraud
as discussed above may cause the auditor to rely unknowingly on audit
evidence that appears to be valid, but is, in fact, false and fraudulent. Further
more, audit procedures that are effective for detecting an error may be ineffec
tive for detecting fraud.

The Importance of Exercising Professional Skepticism
.13 Due professional care requires the auditor to exercise professional
skepticism. See section 230, Due Professional Care in the Performance of Work,
paragraphs .07 through .09. Because of the characteristics of fraud, the audi
tor’s exercise of professional skepticism is important when considering the risk
of material misstatement due to fraud. Professional skepticism is an attitude
that includes a questioning mind and a critical assessment of audit evidence.
The auditor should conduct the engagement with a mindset that recognizes the
possibility that a material misstatement due to fraud could be present, regard
less of any past experience with the entity and regardless of the auditor’s belief
about management’s honesty and integrity. Furthermore, professional skepti
cism requires an ongoing questioning of whether the information and evidence
obtained suggests that a material misstatement due to fraud has occurred. In
exercising professional skepticism in gathering and evaluating evidence, the
auditor should not be satisfied with less-than-persuasive evidence because of
a belief that management is honest.

Discussion Among Engagement Personnel Regarding
the Risks of Material Misstatement Due to Fraud
.14 Prior to or in conjunction with the information-gathering procedures
described in paragraphs .19 through .34 of this section, members of the audit
7 For a further discussion of the concept of reasonable assurance, see section 230, Due Profes
sional Care in the Performance of Work, paragraphs .10 through .13.
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team should discuss the potential for material misstatement due to fraud. The
discussion should include:

•

An exchange of ideas or “brainstorming” among the audit team mem
bers, including the auditor with final responsibility for the audit, about
how and where they believe the entity’s financial statements might be
susceptible to material misstatement due to fraud, how management
could perpetrate and conceal fraudulent financial reporting, and how
assets of the entity could be misappropriated. (See paragraph .15.)

•

An emphasis on the importance of maintaining the proper state of
mind throughout the audit regarding the potential for material mis
statement due to fraud. (See paragraph .16.)

.15 The discussion among the audit team members about the susceptibil
ity of the entity’s financial statements to material misstatement due to fraud
should include a consideration of the known external and internal factors
affecting the entity that might (a) create incentives/pressures for management
and others to commit fraud, (b) provide the opportunity for fraud to be perpe
trated, and (c) indicate a culture or environment that enables management to
rationalize committing fraud. The discussion should occur with an attitude
that includes a questioning mind as described in paragraph .16 and, for this
purpose, setting aside any prior beliefs the audit team members may have that
management is honest and has integrity. In this regard, the discussion
should include a consideration of the risk of management override of con
trols.8 Finally, the discussion should include how the auditor might respond to
the susceptibility of the entity’s financial statements to material misstatement
due to fraud.
.16 The discussion among the audit team members should emphasize the
need to maintain a questioning mind and to exercise professional skepticism
in gathering and evaluating evidence throughout the audit, as described in
paragraph .13. This should lead the audit team members to continually be alert
for information or other conditions (such as those presented in paragraph .68)
that indicate a material misstatement due to fraud may have occurred. It
should also lead audit team members to thoroughly probe the issues, acquire
additional evidence as necessary, and consult with other team members and,
if appropriate, experts in the firm, rather than rationalize or dismiss informa
tion or other conditions that indicate a material misstatement due to fraud
may have occurred.
.17 Although professional judgment should be used in determining which
audit team members should be included in the discussion, the discussion
ordinarily should involve the key members of the audit team. A number of
factors will influence the extent of the discussion and how it should occur. For
example, if the audit involves more than one location, there could be multiple
discussions with team members in differing locations. Another factor to con
sider in planning the discussions is whether to include specialists assigned to
the audit team. For example, if the auditor has determined that a professional
possessing information technology skills is needed on the audit team (see
section 319.32), it may be useful to include that individual in the discussion.

.18 Communication among the audit team members about the risks of
material misstatement due to fraud also should continue throughout the
audit—for example, in evaluating the risks of material misstatement due to
8 See footnote 6.
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fraud at or near the completion of the field work. (See paragraph .74 and
footnote 28.)

Obtaining the Information Needed to Identify the
Risks of Material Misstatement Due to Fraud
.19 Section 311.06-.08 provides guidance about how the auditor obtains
knowledge about the entity’s business and the industry in which it operates.
In performing that work, information may come to the auditor’s attention that
should be considered in identifying risks of material misstatement due to
fraud. As part of this work, the auditor should perform the following proce
dures to obtain information that is used (as described in paragraphs .35
through .42) to identify the risks of material misstatement due to fraud:
а.

Make inquiries of management and others within the entity to obtain
their views about the risks of fraud and how they are addressed. (See
paragraphs .20 through .27.)

b.

Consider any unusual or unexpected relationships that have been
identified in performing analytical procedures in planning the audit.
(See paragraphs .28 through .30.)

c.

Consider whether one or more fraud risk factors exist. (See para
graphs .31 through .33, and the Appendix [paragraph .85].)

d.

Consider other information that may be helpful in the identification
of risks of material misstatement due to fraud. (See paragraph .34.)

Making Inquiries of Management and Others Within the Entity
About the Risks of Fraud
.20 The auditor should inquire of management about:9
•

Whether management has knowledge of any fraud or suspected fraud
affecting the entity

•

Whether management is aware of allegations of fraud or suspected
fraud affecting the entity, for example, received in communications
from employees, former employees, analysts, regulators, short sellers,
or others

•

Management’s understanding about the risks of fraud in the entity,
including any specific fraud risks the entity has identified or account
balances or classes of transactions for which a risk of fraud may be
likely to exist

•

Programs and controls10 the entity has established to mitigate specific

fraud risks the entity has identified, or that otherwise help to prevent,
deter, and detect fraud, and how management monitors those pro
grams and controls. For examples of programs and controls an entity
may implement to prevent, deter, and detect fraud, see the exhibit
9 In addition to these inquiries, section 333, Management Representations, requires the auditor
to obtain selected written representations from management regarding fraud.

10 Section 319, Consideration of Internal Control in a Financial Statement Audit, paragraphs .06
and .07, defines internal control and its five interrelated components (the control environment, risk
assessment, control activities, information and communication, and monitoring). Entity programs
and controls intended to address the risks of fraud may be part of any of the five components
discussed in section 319.
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titled “Management Antifraud Programs and Controls” [paragraph
.88] at the end of this section.

•

For an entity with multiple locations, (a) the nature and extent of
monitoring of operating locations or business segments, and (6)
whether there are particular operating locations or business segments
for which a risk of fraud may be more likely to exist

•

Whether and how management communicates to employees its views
on business practices and ethical behavior

.21 The inquiries of management also should include whether manage
ment has reported to the audit committee or others with equivalent authority
and responsibility11 (hereafter referred to as the audit committee) on how the
entity’s internal control11
12 serves to prevent, deter, or detect material misstate
ments due to fraud.

.22 The auditor also should inquire directly of the audit committee (or at
least its chair) regarding the audit committee’s views about the risks of fraud
and whether the audit committee has knowledge of any fraud or suspected
fraud affecting the entity. An entity’s audit committee sometimes assumes an
active role in oversight of the entity’s assessment of the risks of fraud and the
programs and controls the entity has established to mitigate these risks. The
auditor should obtain an understanding of how the audit committee exercises
oversight activities in that area.

.23 For entities that have an internal audit function, the auditor also
should inquire of appropriate internal audit personnel about their views about
the risks of fraud, whether they have performed any procedures to identify or
detect fraud during the year, whether management has satisfactorily re
sponded to any findings resulting from these procedures, and whether the
internal auditors have knowledge of any fraud or suspected fraud.
.24 In addition to the inquiries outlined in paragraphs .20 through .23,
the auditor should inquire of others within the entity about the existence or
suspicion of fraud. The auditor should use professional judgment to determine
those others within the entity to whom inquiries should be directed and the
extent of such inquiries. In making this determination, the auditor should
consider whether others within the entity may be able to provide information
that will be helpful to the auditor in identifying risks of material misstatement
due to fraud—for example, others who may have additional knowledge about
or be able to corroborate risks of fraud identified in the discussions with
management (see paragraph .20) or the audit committee (see paragraph .22).

.25 Examples of others within the entity to whom the auditor may wish
to direct these inquiries include:
•

Employees with varying levels of authority within the entity, includ
ing, for example, entity personnel with whom the auditor comes into
contact during the course of the audit in obtaining (a) an under
standing of the entity’s systems and internal control, (b) in observing
inventory or performing cutoff procedures, or (c) in obtaining explana
tions for fluctuations noted as a result of analytical procedures

11 Examples of “others with equivalent authority and responsibility” may include the board of
directors, the board of trustees, or the owner in an owner-managed entity, as appropriate.

12 See footnote 10.
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•

Operating personnel not directly involved in the financial reporting
process

•

Employees involved in initiating, recording, or processing complex or
unusual transactions—for example, a sales transaction with multiple
elements, or a significant related party transaction

•

In-house legal counsel

.26 The auditor’s inquiries of management and others within the entity
are important because fraud often is uncovered through information received
in response to inquiries. One reason for this is that such inquiries may provide
individuals with an opportunity to convey information to the auditor that
otherwise might not be communicated. Making inquiries of others within the
entity, in addition to management, may be useful in providing the auditor with
a perspective that is different from that of individuals involved in the financial
reporting process. The responses to these other inquiries might serve to
corroborate responses received from management, or alternatively, might
provide information regarding the possibility of management override of con
trols—for example, a response from an employee indicating an unusual change
in the way transactions have been processed. In addition, the auditor may
obtain information from these inquiries regarding how effectively manage
ment has communicated standards of ethical behavior to individuals through
out the organization.
.27 The auditor should be aware when evaluating management’s re
sponses to the inquiries discussed in paragraph .20 that management is often
in the best position to perpetrate fraud. The auditor should use professional
judgment in deciding when it is necessary to corroborate responses to inquiries
with other information. However, when responses are inconsistent among
inquiries, the auditor should obtain additional audit evidence to resolve the
inconsistencies.

Considering the Results of the Analytical Procedures Performed
in Planning the Audit
.28 Section 329, Analytical Procedures, paragraphs .04 and .06, requires
that analytical procedures be performed in planning the audit with an objec
tive of identifying the existence of unusual transactions or events, and
amounts, ratios, and trends that might indicate matters that have financial
statement and audit planning implications. In performing analytical proce
dures in planning the audit, the auditor develops expectations about plausible
relationships that are reasonably expected to exist, based on the auditor’s
understanding of the entity and its environment. When comparison of those
expectations with recorded amounts or ratios developed from recorded
amounts yields unusual or unexpected relationships, the auditor should con
sider those results in identifying the risks of material misstatement due to
fraud.
.29 In planning the audit, the auditor also should perform analytical
procedures relating to revenue with the objective of identifying unusual or
unexpected relationships involving revenue accounts that may indicate a
material misstatement due to fraudulent financial reporting. An example of
such an analytical procedure that addresses this objective is a comparison of
sales volume, as determined from recorded revenue amounts, with production
capacity. An excess of sales volume over production capacity may be indicative
of recording fictitious sales. As another example, a trend analysis of revenues
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by month and sales returns by month during and shortly after the reporting
period may indicate the existence of undisclosed side agreements with custom
ers to return goods that would preclude revenue recognition.13

.30 Analytical procedures performed during planning may be helpful in
identifying the risks of material misstatement due to fraud. However, because
such analytical procedures generally use data aggregated at a high level, the
results of those analytical procedures provide only a broad initial indication
about whether a material misstatement of the financial statements may exist.
Accordingly, the results of analytical procedures performed during planning
should be considered along with other information gathered by the auditor in
identifying the risks of material misstatement due to fraud.

Considering Fraud Risk Factors
.31 Because fraud is usually concealed, material misstatements due to
fraud are difficult to detect. Nevertheless, the auditor may identify events or
conditions that indicate incentives/pressures to perpetrate fraud, opportuni
ties to carry out the fraud, or attitudes/rationalizations to justify a fraudulent
action. Such events or conditions are referred to as “fraud risk factors.” Fraud
risk factors do not necessarily indicate the existence of fraud; however, they
often are present in circumstances where fraud exists.

.32 When obtaining information about the entity and its environment,
the auditor should consider whether the information indicates that one or
more fraud risk factors are present. The auditor should use professional
judgment in determining whether a risk factor is present and should be
considered in identifying and assessing the risks of material misstatement due
to fraud.
.33 Examples of fraud risk factors related to fraudulent financial report
ing and misappropriation of assets are presented in the Appendix [paragraph
.85]. These illustrative risk factors are classified based on the three conditions
generally present when fraud exists: incentive /pressure to perpetrate fraud, an
opportunity to carry out the fraud, and attitude / rationalization to justify the
fraudulent action. Although the risk factors cover a broad range of situations,
they are only examples and, accordingly, the auditor may wish to consider
additional or different risk factors. Not all of these examples are relevant in all
circumstances, and some may be of greater or lesser significance in entities of
different size or with different ownership characteristics or circumstances.
Also, the order of the examples of risk factors provided is not intended to reflect
their relative importance or frequency of occurrence.

Considering Other Information That May Be Helpful in
Identifying Risks of Material Misstatement Due to Fraud
.34 The auditor should consider other information that may be helpful in
identifying risks of material misstatement due to fraud. Specifically, the
discussion among the engagement team members (see paragraphs .14 through
.18) may provide information helpful in identifying such risks. In addition, the
auditor should consider whether information from the results of (a) procedures
13 See paragraph. 70 for a discussion of the need to update these analytical procedures during the
overall review stage of the audit.

AU §316.34

298

The Standards of Field Work

relating to the acceptance and continuance of clients and engagements14 and
(b) reviews of interim financial statements may be relevant in the identifica
tion of such risks. Finally, as part of the consideration of audit risk at the
individual account balance or class of transaction level (see section 312.24
through .33), the auditor should consider whether identified inherent risks
would provide useful information in identifying the risks of material misstate
ment due to fraud (see paragraph .39).

Identifying Risks That May Result in a Material
Misstatement Due to Fraud

Using the Information Gathered to Identify Risk of Material
Misstatements Due to Fraud
.35 In identifying risks of material misstatement due to fraud, it is
helpful for the auditor to consider the information that has been gathered (see
paragraphs .19 through .34) in the context of the three conditions present when
a material misstatement due to fraud occurs—that is, incentives/pressures,
opportunities, and attitudes/rationalizations (see paragraph .07). However, the
auditor should not assume that all three conditions must be observed or evident
before concluding that there are identified risks. Although the risk of material
misstatement due to fraud may be greatest when all three fraud conditions are
observed or evident, the auditor cannot assume that the inability to observe one or
two of these conditions means there is no risk of material misstatement due to
fraud. In fact, observing that individuals have the requisite attitude to commit
fraud, or identifying factors that indicate a likelihood that management or other
employees will rationalize committing a fraud, is difficult at best.

.36 In addition, the extent to which each of the three conditions referred
to above are present when fraud occurs may vary. In some instances the
significance of incentives/pressures may result in a risk of material misstate
ment due to fraud, apart from the significance of the other two conditions. For
example, an incentive/pressure to achieve an earnings level to preclude a loan
default, or to “trigger” incentive compensation plan awards, may alone result
in a risk of material misstatement due to fraud. In other instances, an easy
opportunity to commit the fraud because of a lack of controls may be the
dominant condition precipitating the risk of fraud, or an individual’s attitude
or ability to rationalize unethical actions may be sufficient to motivate that
individual to engage in fraud, even in the absence of significant incentives/
pressures or opportunities.
.37 The auditor’s identification of fraud risks also may be influenced by
characteristics such as the size, complexity, and ownership attributes of the
entity. For example, in the case of a larger entity, the auditor ordinarily
considers factors that generally constrain improper conduct by management,
such as the effectiveness of the audit committee and the internal audit func
tion, and the existence and enforcement of a formal code of conduct. In the case
of a smaller entity, some or all of these considerations may be inapplicable or
less important, and management may have developed a culture that empha
sizes the importance of integrity and ethical behavior through oral communi
cation and management by example. Also, the risks of material misstatement
due to fraud may vary among operating locations or business segments of an
14 See Statement on Quality Control Standards (SQCS) No. 2, System of Quality Control for a
CPA Firm’s Accounting and Auditing Practice [QC section 20.14-.16], as amended.
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entity, requiring an identification of the risks related to specific geographic
areas or business segments, as well as for the entity as a whole.15
.38 The auditor should evaluate whether identified risks of material
misstatement due to fraud can be related to specific financial-statement ac
count balances or classes of transactions and related assertions, or whether
they relate more pervasively to the financial statements as a whole. Relating
the risks of material misstatement due to fraud to the individual accounts,
classes of transactions, and assertions will assist the auditor in subsequently
designing appropriate auditing procedures.

.39 Certain accounts, classes of transactions, and assertions that have
high inherent risk because they involve a high degree of management judg
ment and subjectivity also may present risks of material misstatement due to
fraud because they are susceptible to manipulation by management. For
example, liabilities resulting from a restructuring may be deemed to have high
inherent risk because of the high degree of subjectivity and management
judgment involved in their estimation. Similarly, revenues for software devel
opers may be deemed to have high inherent risk because of the complex
accounting principles applicable to the recognition and measurement of soft
ware revenue transactions. Assets resulting from investing activities may be
deemed to have high inherent risk because of the subjectivity and management
judgment involved in estimating fair values of those investments.
.40 In summary, the identification of a risk of material misstatement due
to fraud involves the application of professional judgment and includes the
consideration of the attributes of the risk, including:

•

The type of risk that may exist, that is, whether it involves fraudulent
financial reporting or misappropriation of assets

•

The significance of the risk, that is, whether it is of a magnitude that
could lead to result in a possible material misstatement of the financial
statements

•

The likelihood of the risk, that is, the likelihood that it will result in a
material misstatement in the financial statements16

•

The pervasiveness of the risk, that is, whether the potential risk is
pervasive to the financial statements as a whole or specifically related
to a particular assertion, account, or class of transactions.

A Presumption That Improper Revenue Recognition Is
a Fraud Risk
.41 Material misstatements due to fraudulent financial reporting often
result from an overstatement of revenues (for example, through premature
revenue recognition or recording fictitious revenues) or an understatement of
revenues (for example, through improperly shifting revenues to a later period).
Therefore, the auditor should ordinarily presume that there is a risk of material
15 Section 312.18 provides guidance on the auditor’s consideration of the extent to which auditing
procedures should be performed at selected locations or components.

16 The occurrence of material misstatements of financial statements due to fraud is relatively
infrequent in relation to the total population of published financial statements. However, the auditor
should not use this as a basis to conclude that one or more risks of a material misstatement due to
fraud are not present in a particular entity.

AU §316.41

300

The Standards of Field Work

misstatement due to fraud relating to revenue recognition. (See paragraph .54
for examples of auditing procedures related to the risk of improper revenue
recognition.)17

A Consideration of the Risk of Management Override of Controls
.42 Even if specific risks of material misstatement due to fraud are not
identified by the auditor, there is a possibility that management override of
controls could occur, and accordingly, the auditor should address that risk (see
paragraph .57) apart from any conclusions regarding the existence of more
specifically identifiable risks.

Assessing the Identified Risks After Taking Into
Account an Evaluation of the Entity's Programs and
Controls That Address the Risks
.43 Section 319 requires the auditor to obtain an understanding of each
of the five components of internal control sufficient to plan the audit. It also
notes that such knowledge should be used to identify types of potential mis
statements, consider factors that affect the risk of material misstatement,
design tests of controls when applicable, and design substantive tests. Addi
tionally, section 319 notes that controls, whether manual or automated, can be
circumvented by collusion of two or more people or inappropriate management
override of internal control.
.44 As part of the understanding of internal control sufficient to plan the
audit, the auditor should evaluate whether entity programs and controls that
address identified risks of material misstatement due to fraud have been
suitably designed and placed in operation.18 These programs and controls may
involve (a) specific controls designed to mitigate specific risks of fraud—for
example, controls to address specific assets susceptible to misappropriation,
and (b) broader programs designed to prevent, deter, and detect fraud—for
example, programs to promote a culture of honesty and ethical behavior. The
auditor should consider whether such programs and controls mitigate the
identified risks of material misstatement due to fraud or whether specific
control deficiencies may exacerbate the risks (see paragraph .80). The exhibit
at the end of this section [paragraph .88] discusses examples of programs and
controls an entity might implement to create a culture of honesty and ethical
behavior, and that help to prevent, deter, and detect fraud.
.45 After the auditor has evaluated whether the entity’s programs and
controls that address identified risks of material misstatement due to fraud
have been suitably designed and placed in operation, the auditor should assess
these risks taking into account that evaluation. This assessment should be
considered when developing the auditor’s response to the identified risks of
material misstatement due to fraud (see paragraphs .46 through .67).19
17 For a discussion of indicators of improper revenue recognition and common techniques for
overstating revenue and illustrative audit procedures, see the AICPA Audit Guide Auditing Revenue
in Certain Industries.

18 See footnote 10.
19 Notwithstanding that the auditor assesses identified risks of material misstatement due to
fraud, the assessment need not encompass an overall judgment about whether risk for the entity is
classified as high, medium, or low because such a judgment is too broad to be useful in developing the
auditor’s response described in paragraphs .46 through .67.
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Responding to the Results of the Assessment
.46 The auditor’s response to the assessment of the risks of material
misstatement due to fraud involves the application of professional skepticism
in gathering and evaluating audit evidence. As noted in paragraph .13, profes
sional skepticism is an attitude that includes a critical assessment of the
competency and sufficiency of audit evidence. Examples of the application of
professional skepticism in response to the risks of material misstatement due
to fraud are (a) designing additional or different auditing procedures to obtain
more reliable evidence in support of specified financial statement account
balances, classes of transactions, and related assertions, and (b) obtaining
additional corroboration of management’s explanations or representations
concerning material matters, such as through third-party confirmation, the
use of a specialist, analytical procedures, examination of documentation from
independent sources, or inquiries of others within or outside the entity.
.47 The auditor’s response to the assessment of the risks of material
misstatement of the financial statements due to fraud is influenced by the
nature and significance of the risks identified as being present (paragraphs .35
through .42) and the entity’s programs and controls that address these identi
fied risks (paragraphs .43 through .45).
.48 The auditor responds to risks of material misstatement due to fraud
in the following three ways:

a.

A response that has an overall effect on how the audit is conducted—
that is, a response involving more general considerations apart from
the specific procedures otherwise planned (see paragraph .50).

b.

A response to identified risks involving the nature, timing, and
extent of the auditing procedures to be performed (see paragraphs
.51 through .56).

c.

A response involving the performance of certain procedures to fur
ther address the risk of material misstatement due to fraud involving
management override of controls, given the unpredictable ways in
which such override could occur (see paragraphs .57 through .67).

.49 The auditor may conclude that it would not be practicable to design
auditing procedures that sufficiently address the risks of material misstate
ment due to fraud. In that case, withdrawal from the engagement with com
munication to the appropriate parties may be an appropriate course of action
(see paragraph .78).

Overall Responses to the Risk of Material Misstatement
.50 Judgments about the risk of material misstatement due to fraud have
an overall effect on how the audit is conducted in the following ways:

•

Assignment of personnel and supervision. The knowledge, skill, and
ability of personnel assigned significant engagement responsibilities
should be commensurate with the auditor’s assessment of the risks of
material misstatement due to fraud for the engagement (see section
210, Training and Proficiency of the Independent Auditor, paragraph
.03). For example, the auditor may respond to an identified risk of
material misstatement due to fraud by assigning additional persons
with specialized skill and knowledge, such as forensic and information
technology (IT) specialists, or by assigning more experienced personnel
to the engagement. In addition, the extent of supervision should reflect
the risks of material misstatement due to fraud (see section 311.11).
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•

Accounting principles. The auditor should consider management’s
selection and application of significant accounting principles, particu
larly those related to subjective measurements and complex transac
tions. In this respect, the auditor may have a greater concern about
whether the accounting principles selected and policies adopted are
being applied in an inappropriate manner to create a material mis
statement of the financial statements. In developing judgments about
the quality of such principles (see section 380, Communication With
Audit Committees, paragraph .11), the auditor should consider
whether their collective application indicates a bias that may create
such a material misstatement of the financial statements.

•

Predictability of auditing procedures. The auditor should incorporate
an element of unpredictability in the selection from year to year of
auditing procedures to be performed—for example, performing sub
stantive tests of selected account balances and assertions not other
wise tested due to their materiality or risk, adjusting the timing of
testing from that otherwise expected, using differing sampling meth
ods, and performing procedures at different locations or at locations
on an unannounced basis.

Responses Involving the Nature, Timing, and Extent of
Procedures to Be Performed to Address the Identified Risks
.51 The auditing procedures performed in response to identified risks of
material misstatement due to fraud will vary depending upon the types of risks
identified and the account balances, classes of transactions, and related asser
tions that may be affected. These procedures may involve both substantive
tests and tests of the operating effectiveness of the entity’s programs and
controls. However, because management may have the ability to override
controls that otherwise appear to be operating effectively (see paragraph .08),
it is unlikely that audit risk can be reduced to an appropriately low level by
performing only tests of controls.
.52 The auditor’s responses to address specifically identified risks of
material misstatement due to fraud may include changing the nature, timing,
and extent of auditing procedures in the following ways:

•

The nature of auditing procedures performed may need to be changed
to obtain evidence that is more reliable or to obtain additional corrobo
rative information. For example, more evidential matter may be
needed from independent sources outside the entity, such as publicrecord information about the existence and nature of key customers,
vendors, or counterparties in a major transaction. Also, physical
observation or inspection of certain assets may become more impor
tant (see section 326, Evidential Matter, paragraphs .15 through .21).
Furthermore, the auditor may choose to employ computer-assisted
audit techniques to gather more extensive evidence about data con
tained in significant accounts or electronic transaction files. Finally,
inquiry of additional members of management or others may be
helpful in identifying issues and corroborating other evidential matter
(see paragraphs .24 through .26 and paragraph .53).

•

The timing of substantive tests may need to be modified. The auditor
might conclude that substantive testing should be performed at or
near the end of the reporting period to best address an identified risk

AU §316.51

Consideration of Fraud in a Financial Statement Audit

303

of material misstatement due to fraud (see section 313, Substantive
Tests Prior to the Balance-Sheet Date). That is, the auditor might
conclude that, given the risks of intentional misstatement or manipu
lation, tests to extend audit conclusions from an interim date to the
period-end reporting date would not be effective.

In contrast, because an intentional misstatement—for example, a
misstatement involving inappropriate revenue recognition—may
have been initiated in an interim period, the auditor might elect to
apply substantive tests to transactions occurring earlier in or through
out the reporting period.

•

The extent of the procedures applied should reflect the assessment of
the risks of material misstatement due to fraud. For example, increas
ing sample sizes or performing analytical procedures at a more de
tailed level may be appropriate (see section 350, Audit Sampling,
paragraph .23, and section 329). Also, computer-assisted audit tech
niques may enable more extensive testing of electronic transactions
and account files. Such techniques can be used to select sample
transactions from key electronic files, to sort transactions with specific
characteristics, or to test an entire population instead of a sample.

.53 The following are examples of modification of the nature, timing, and
extent of tests in response to identified risks of material misstatements due to
fraud.

•

Performing procedures at locations on a surprise or unannounced
basis, for example, observing inventory on unexpected dates or at
unexpected locations or counting cash on a surprise basis.

•

Requesting that inventories be counted at the end of the reporting
period or on a date closer to period end to minimize the risk of
manipulation of balances in the period between the date of completion
of the count and the end of the reporting period.

•

Making oral inquiries of major customers and suppliers in addition to
sending written confirmations, or sending confirmation requests to a
specific party within an organization.

•

Performing substantive analytical procedures using disaggregated
data, for example, comparing gross profit or operating margins by
location, line of business, or month to auditor-developed expecta
tions.20

•

Interviewing personnel involved in activities in areas where a risk of
material misstatement due to fraud has been identified to obtain their
insights about the risk and how controls address the risk (also see
paragraph .24).

•

If other independent auditors are auditing the financial statements of
one or more subsidiaries, divisions, or branches, discussing with them
the extent of work that needs to be performed to address the risk of
material misstatement due to fraud resulting from transactions and
activities among these components.

20 Section 329, Analytical Procedures, provides guidance on performing analytical procedures as
substantive tests.
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Additional Examples of Responses to Identified Risks of Misstatements
Arising From Fraudulent Financial Reporting

.54 The following are additional examples of responses to identified risks
of material misstatements relating to fraudulent financial reporting:

•

Revenue recognition. Because revenue recognition is dependent on the
particular facts and circumstances, as well as accounting principles
and practices that can vary by industry, the auditor ordinarily will
develop auditing procedures based on the auditor’s understanding of
the entity and its environment, including the composition of revenues,
specific attributes of the revenue transactions, and unique industry
considerations. If there is an identified risk of material misstatement
due to fraud that involves improper revenue recognition, the auditor
also may want to consider:
— Performing substantive analytical procedures relating to revenue
using disaggregated data, for example, comparing revenue re
ported by month and by product line or business segment during
the current reporting period with comparable prior periods. Com
puter-assisted audit techniques may be useful in identifying un
usual or unexpected revenue relationships or transactions.
— Confirming with customers certain relevant contract terms and
the absence of side agreements, because the appropriate account
ing often is influenced by such terms or agreements.21 For exam
ple, acceptance criteria, delivery and payment terms, the absence
of future or continuing vendor obligations, the right to return the
product, guaranteed resale amounts, and cancellation or refund
provisions often are relevant in such circumstances.
— Inquiring of the entity’s sales and marketing personnel or in
house legal counsel regarding sales or shipments near the end of
the period and their knowledge of any unusual terms or conditions
associated with these transactions.
— Being physically present at one or more locations at period end to
observe goods being shipped or being readied for shipment (or
returns awaiting processing) and performing other appropriate
sales and inventory cutoff procedures.
— For those situations for which revenue transactions are electroni
cally initiated, processed, and recorded, testing controls to deter
mine whether they provide assurance that recorded revenue
transactions occurred and are properly recorded.

•

Inventory quantities. If there is an identified risk of material misstate
ment due to fraud that affects inventory quantities, examining the entity’s
inventory records may help identify locations or items that require
specific attention during or after the physical inventory count. Such a
review may lead to a decision to observe inventory counts at certain
locations on an unannounced basis (see paragraph .53) or to conduct
inventory counts at all locations on the same date. In addition, it may be
appropriate for inventory counts to be conducted at or near the end of the
reporting period to minimize the risk of inappropriate manipulation
during the period between the count and the end of the reporting period.

21 Section 330, The Confirmation Process, provides guidance about the confirmation process in
audits performed in accordance with GAAS.
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It also may be appropriate for the auditor to perform additional
procedures during the observation of the count, for example, more
rigorously examining the contents of boxed items, the manner in which
the goods are stacked (for example, hollow squares) or labeled, and the
quality (that is, purity, grade, or concentration) of liquid substances
such as perfumes or specialty chemicals. Using the work of a specialist
may be helpful in this regard.22 Furthermore, additional testing of
count sheets, tags, or other records, or the retention of copies of these
records, may be warranted to minimize the risk of subsequent altera
tion or inappropriate compilation.
Following the physical inventory count, the auditor may want to
employ additional procedures directed at the quantities included in
the priced out inventories to further test the reasonableness of the
quantities counted—for example, comparison of quantities for the
current period with prior periods by class or category of inventory,
location or other criteria, or comparison of quantities counted with
perpetual records. The auditor also may consider using computer-as
sisted audit techniques to further test the compilation of the physical
inventory counts—for example, sorting by tag number to test tag
controls or by item serial number to test the possibility of item
omission or duplication.

•

Management estimates. The auditor may identify a risk of material
misstatement due to fraud involving the development of management
estimates. This risk may affect a number of accounts and assertions,
including asset valuation, estimates relating to specific transactions
(such as acquisitions, restructurings, or disposals of a segment of the
business), and other significant accrued liabilities (such as pension
and other postretirement benefit obligations, or environmental reme
diation liabilities). The risk may also relate to significant changes in
assumptions relating to recurring estimates. As indicated in section
342, Auditing Accounting Estimates, estimates are based on subjective
as well as objective factors and there is a potential for bias in the
subjective factors, even when management’s estimation process in
volves competent personnel using relevant and reliable data.

In addressing an identified risk of material misstatement due to fraud
involving accounting estimates, the auditor may want to supplement
the audit evidence otherwise obtained (see section 342.09 through .14).
In certain circumstances (for example, evaluating the reasonableness
of management’s estimate of the fair value of a derivative), it may be
appropriate to engage a specialist or develop an independent estimate
for comparison to management’s estimate. Information gathered
about the entity and its environment may help the auditor evaluate
the reasonableness of such management estimates and underlying
judgments and assumptions.
A retrospective review of similar management judgments and as
sumptions applied in prior periods (see paragraphs .63 through .65)
may also provide insight about the reasonableness of judgments and
assumptions supporting management estimates.
22 Section 336, Using the Work of a Specialist, provides guidance to an auditor who uses the work
of a specialist in performing an audit in accordance with GAAS.
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Examples of Responses to Identified Risks of Misstatements Arising
From Misappropriations of Assets

.55 The auditor may have identified a risk of material misstatement due
to fraud relating to misappropriation of assets. For example, the auditor may
conclude that the risk of asset misappropriation at a particular operating
location is significant because a large amount of easily accessible cash is
maintained at that location, or there are inventory items such as laptop
computers at that location that can easily be moved and sold.
.56 The auditor’s response to a risk of material misstatement due to
fraud relating to misappropriation of assets usually will be directed toward
certain account balances. Although some of the audit responses noted in
paragraphs .52 through .54 may apply in such circumstances, such as the
procedures directed at inventory quantities, the scope of the work should
be linked to the specific information about the misappropriation risk
that has been identified. For example, if a particular asset is highly suscep
tible to misappropriation and a potential misstatement would be material
to the financial statements, obtaining an understanding of the controls
related to the prevention and detection of such misappropriation and test
ing the operating effectiveness of such controls may be warranted. In certain
circumstances, physical inspection of such assets (for example, counting cash
or securities) at or near the end of the reporting period may be appropriate.
In addition, the use of substantive analytical procedures, such as the devel
opment by the auditor of an expected dollar amount at a high level of precision,
to be compared with a recorded amount, may be effective in certain circum
stances.

Responses to Further Address the Risk of Management
Override of Controls
.57 As noted in paragraph .08, management is in a unique position to
perpetrate fraud because of its ability to directly or indirectly manipulate
accounting records and prepare fraudulent financial statements by overriding
established controls that otherwise appear to be operating effectively. By its
nature, management override of controls can occur in unpredictable ways.
Accordingly, in addition to overall responses (paragraph .50) and responses
that address specifically identified risks of material misstatement due to fraud
(see paragraphs .51 through .56), the procedures described in paragraphs .58
through .67 should be performed to further address the risk of management
override of controls.

.58 Examining journal entries and other adjustments for evidence
ofpossible material misstatement due to fraud. Material misstatements

of financial statements due to fraud often involve the manipulation of the
financial reporting process by (a) recording inappropriate or unauthorized
journal entries throughout the year or at period end, or (b) making adjust
ments to amounts reported in the financial statements that are not reflected
in formal journal entries, such as through consolidating adjustments, report
combinations, and reclassifications. Accordingly, the auditor should design
procedures to test the appropriateness of journal entries recorded in the
general ledger and other adjustments (for example, entries posted directly
to financial statement drafts) made in the preparation of the financial
statements. More specifically, the auditor should:
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a.

Obtain an understanding of the entity’s financial reporting proc
ess23 and the controls over journal entries and other adjustments.
(See paragraphs .59 and .60.)

b.

Identify and select journal entries and other adjustments for testing.
(See paragraph .61.)

c.

Determine the timing of the testing. (See paragraph .62.)

d.

Inquire of individuals involved in the financial reporting process
about inappropriate or unusual activity relating to the processing of
journal entries and other adjustments.

.59 The auditor’s understanding of the entity’s financial reporting process
may help in identifying the type, number, and monetary value of journal
entries and other adjustments that typically are made in preparing the finan
cial statements. For example, the auditor’s understanding may include the
sources of significant debits and credits to an account, who can initiate entries
to the general ledger or transaction processing systems, what approvals are
required for such entries, and how journal entries are recorded (for example,
entries may be initiated and recorded online with no physical evidence, or may
be created in paper form and entered in batch mode).
.60 An entity may have implemented specific controls over journal entries
and other adjustments. For example, an entity may use journal entries that are
preformatted with account numbers and specific user approval criteria, and
may have automated controls to generate an exception report for any entries
that were unsuccessfully proposed for recording or entries that were recorded
and processed outside of established parameters. The auditor should obtain an
understanding of the design of such controls over journal entries and other
adjustments and determine whether they are suitably designed and have been
placed in operation.
.61 The auditor should use professional judgment in determining the
nature, timing, and extent of the testing of journal entries and other adjust
ments. For purposes of identifying and selecting specific entries and other
adjustments for testing, and determining the appropriate method of examining
the underlying support for the items selected, the auditor should consider:

•

The auditor’s assessment of the risk of material misstatement due to
fraud. The presence of fraud risk factors or other conditions may help
the auditor to identify specific classes ofjournal entries for testing and
indicate the extent of testing necessary.

•

The effectiveness of controls that have been implemented over journal
entries and other adjustments. Effective controls over the preparation
and posting of journal entries and adjustments may affect the extent
of substantive testing necessary, provided that the auditor has tested
the operating effectiveness of those controls. Hdwever, even though
controls might be implemented and operating effectively, the auditor’s
procedures for testing journal entries and other adjustments should
include the identification and testing of specific items.

23 Section 319 requires the auditor to obtain an understanding of the automated and manual
procedures an entity uses to prepare financial statements and related disclosures, and how misstate
ments may occur. This understanding includes (a) the procedures used to enter transaction totals
into the general ledger; (b) the procedures used to initiate, record, and process journal entries in the
general ledger; and (c) other procedures used to record recurring and nonrecurring adjustments to
the financial statements.
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•

The entity’s financial reporting process and the nature of the evidence
that can be examined. The auditor’s procedures for testing journal
entries and other adjustments will vary based on the nature of the
financial reporting process. For many entities, routine processing of
transactions involves a combination of manual and automated steps
and procedures. Similarly, the processing of journal entries and other
adjustments might involve both manual and automated procedures
and controls. Regardless of the method, the auditor’s procedures
should include selecting from the general ledger journal entries to be
tested and examining support for those items. In addition, the auditor
should be aware that journal entries and other adjustments might
exist in either electronic or paper form. When information technology
(IT) is used in the financial reporting process, journal entries and other
adjustments might exist only in electronic form. Electronic evidence
often requires extraction of the desired data by an auditor with IT
knowledge and skills or the use of an IT specialist. In an IT environ
ment, it may be necessary for the auditor to employ computer-assisted
audit techniques (for example, report writers, software or data extrac
tion tools, or other systems-based techniques) to identify the journal
entries and other adjustments to be tested.

•

The characteristics offraudulent entries or adjustments. Inappropriate
journal entries and other adjustments often have certain unique
identifying characteristics. Such characteristics may include entries
(a) made to unrelated, unusual, or seldom-used accounts, (b) made by
individuals who typically do not make journal entries, (c) recorded at
the end of the period or as post-closing entries that have little or no
explanation or description, (d) made either before or during the prepa
ration of the financial statements that do not have account numbers,
or (e) containing round numbers or a consistent ending number.

•

The nature and complexity of the accounts. Inappropriate journal
entries or adjustments may be applied to accounts that (a) contain
transactions that are complex or unusual in nature, (b) contain signifi
cant estimates and period-end adjustments, (c) have been prone to
errors in the past, (d) have not been reconciled on a timely basis or
contain unreconciled differences, (e) contain intercompany transac
tions, or (f) are otherwise associated with an identified risk of material
misstatement due to fraud. The auditor should recognize, however,
that inappropriate journal entries and adjustments also might be
made to other accounts. In audits of entities that have several locations
or components, the auditor should consider the need to select journal
entries from locations based on the factors set forth in section 312.18.

•

Journal entries or other adjustments processed outside the normal
course of business. Standard journal entries used on a recurring basis
to record transactions such as monthly sales, purchases, and cash
disbursements, or to record recurring periodic accounting estimates
generally are subject to the entity’s internal controls. Nonstandard
entries (for example, entries used to record nonrecurring transactions,
such as a business combination, or entries used to record a nonrecur
ring estimate, such as an asset impairment) might not be subject to
the same level of internal control. In addition, other adjustments such
as consolidating adjustments, report combinations, and reclassifica
tions generally are not reflected in formal journal entries and might
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not be subject to the entity’s internal controls. Accordingly, the auditor
should consider placing additional emphasis on identifying and testing
items processed outside of the normal course of business.

.62 Because fraudulent journal entries often are made at the end of a
reporting period, the auditor’s testing ordinarily should focus on the journal
entries and other adjustments made at that time. However, because material
misstatements in financial statements due to fraud can occur throughout the
period and may involve extensive efforts to conceal how it is accomplished, the
auditor should consider whether there also is a need to test journal entries
throughout the period under audit.
.63 Reviewing accounting estimates for biases that could result in
material misstatement due to fraud. In preparing financial statements,

management is responsible for making a number ofjudgments or assumptions
that affect significant accounting estimates24 and for monitoring the reason
ableness of such estimates on an ongoing basis. Fraudulent financial reporting
often is accomplished through intentional misstatement of accounting esti
mates. As discussed in section 312.36, the auditor should consider whether
differences between estimates best supported by the audit evidence and the
estimates included in the financial statements, even if they are individually
reasonable, indicate a possible bias on the part of the entity’s management, in
which case the auditor should reconsider the estimates taken as a whole.

.64 The auditor also should perform a retrospective review of significant
accounting estimates reflected in the financial statements of the prior year to
determine whether management judgments and assumptions relating to the
estimates indicate a possible bias on the part of management. The significant
accounting estimates selected for testing should include those that are based
on highly sensitive assumptions or are otherwise significantly affected by
judgments made by management. With the benefit of hindsight, a retrospec
tive review should provide the auditor with additional information about
whether there may be a possible bias on the part of management in making the
current-year estimates. This review, however, is not intended to call into
question the auditor’s professional judgments made in the prior year that were
based on information available at the time.
.65 If the auditor identifies a possible bias on the part of management in
making accounting estimates, the auditor should evaluate whether circum
stances producing such a bias represent a risk of a material misstatement due
to fraud. For example, information coming to the auditor’s attention may
indicate a risk that adjustments to the current-year estimates might be re
corded at the instruction of management to arbitrarily achieve a specified
earnings target.
.66 Evaluating the business rationale for significant unusual
transactions. During the course of the audit, the auditor may become aware

of significant transactions that are outside the normal course of business for
the entity, or that otherwise appear to be unusual given the auditor’s under
standing of the entity and its environment. The auditor should gain an under
standing of the business rationale for such transactions and whether that
rationale (or the lack thereof) suggests that the transactions may have been
entered into to engage in fraudulent financial reporting or conceal misappro
priation of assets.
24 See section 342, Auditing Accounting Estimates, paragraphs .02 and .16, for a definition of
accounting estimates and a listing of examples.
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.67 In understanding the business rationale for the transactions, the
auditor should consider:

•

Whether the form of such transactions is overly complex (for example,
involves multiple entities within a consolidated group or unrelated
third parties).

•

Whether management has discussed the nature of and accounting for
such transactions with the audit committee or board of directors.

•

Whether management is placing more emphasis on the need for a
particular accounting treatment than on the underlying economics of
the transaction.

•

Whether transactions that involve unconsolidated related parties,
including special purpose entities, have been properly reviewed and
approved by the audit committee or board of directors.

•

Whether the transactions involve previously unidentified related par
ties25 or parties that do not have the substance or the financial
strength to support the transaction without assistance from the entity
under audit.

Evaluating Audit Evidence
.68 Assessing risks of material misstatement due to fraud through
out the audit. The auditor’s assessment of the risks of material misstatement

due to fraud should be ongoing throughout the audit. Conditions may be
identified during fieldwork that change or support a judgment regarding the
assessment of the risks, such as the following:
•

•

Discrepancies in the accounting records, including:
—

Transactions that are not recorded in a complete or timely manner
or are improperly recorded as to amount, accounting period,
classification, or entity policy

—

Unsupported or unauthorized balances or transactions

—

Last-minute adjustments that significantly affect financial re
sults

—

Evidence of employees’ access to systems and records inconsistent
with that necessary to perform their authorized duties

—

Tips or complaints to the auditor about alleged fraud

Conflicting or missing evidential matter, including:

—

Missing documents

—

Documents that appear to have been altered26

25 Section 334, Related Parties, provides guidance with respect to the identification of relatedparty relationships and transactions, including transactions that may be outside the ordinary course
of business (see, in particular, section 334.06).
26 As discussed in paragraph .09, auditors are not trained as or expected to be experts in the
authentication of documents; however, if the auditor believes that documents may not be authentic,
he or she should investigate further and consider using the work of a specialist to determine the
authenticity.
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•

—

Unavailability of other than photocopied or electronically trans
mitted documents when documents in original form are expected
to exist

—

Significant unexplained items on reconciliations

—

Inconsistent, vague, or implausible responses from management
or employees arising from inquiries or analytical procedures (See
paragraph .72.)

—

Unusual discrepancies between the entity’s records and confirma
tion replies

—

Missing inventory or physical assets of significant magnitude

—

Unavailable or missing electronic evidence, inconsistent with the
entity’s record retention practices or policies

—

Inability to produce evidence of key systems development and
program change testing and implementation activities for current-year system changes and deployments

Problematic or unusual relationships between the auditor and man
agement, including:
—

Denial of access to records, facilities, certain employees, customers,
vendors, or others from whom audit evidence might be sought27

—

Undue time pressures imposed by management to resolve com
plex or contentious issues

—

Complaints by management about the conduct of the audit or
management intimidation of audit team members, particularly in
connection with the auditor’s critical assessment of audit evidence
or in the resolution of potential disagreements with management

—

Unusual delays by the entity in providing requested information

—

Unwillingness to facilitate auditor access to key electronic files for
testing through the use of computer-assisted audit techniques

—

Denial of access to key IT operations staff and facilities, including
security, operations, and systems development personnel

—

An unwillingness to add or revise disclosures in the financial
statements to make them more complete and transparent

.69 Evaluating whether analytical procedures performed as sub
stantive tests or in the overall review stage of the audit indicate a
previously unrecognized risk of material misstatement due to fraud. As

discussed in paragraphs .28 through .30, the auditor should consider whether
analytical procedures performed in planning the audit result in identifying any
unusual or unexpected relationships that should be considered in assessing the

risks of material misstatement due to fraud. The auditor also should evaluate
whether analytical procedures that were performed as substantive tests or in
the overall review stage of the audit (see section 329) indicate a previously
unrecognized risk of material misstatement due to fraud.
27 Denial of access to information may constitute a limitation on the scope of the audit that may
require the auditor to consider qualifying or disclaiming an opinion on the financial statements. (See
section 508, Reports on Audited Financial Statements, paragraph .24.)
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.70 If not already performed during the overall review stage of the audit,
the auditor should perform analytical procedures relating to revenue, as
discussed in paragraph .29, through the end of the reporting period.

.71 Determining which particular trends and relationships may indicate
a risk of material misstatement due to fraud requires professional judgment.
Unusual relationships involving year-end revenue and income often are par
ticularly relevant. These might include, for example, (a) uncharacteristically
large amounts of income being reported in the last week or two of the reporting
period from unusual transactions, as well as (b) income that is inconsistent
with trends in cash flow from operations.
.72 Some unusual or unexpected analytical relationships may have been
identified and may indicate a risk of material misstatement due to fraud
because management or employees generally are unable to manipulate certain
information to create seemingly normal or expected relationships. Some exam
ples are as follows:

•

The relationship of net income to cash flows from operations may
appear unusual because management recorded fictitious revenues and
receivables but was unable to manipulate cash.

•

Changes in inventory, accounts payable, sales, or cost of sales from the
prior period to the current period may be inconsistent, indicating a
possible employee theft of inventory, because the employee was unable
to manipulate all of the related accounts.

•

A comparison of the entity’s profitability to industry trends, which
management cannot manipulate, may indicate trends or differences
for further consideration when identifying risks of material misstate
ment due to fraud.

•

A comparison of bad debt write-offs to comparable industry data,
which employees cannot manipulate, may provide unexplained rela
tionships that could indicate a possible theft of cash receipts.

•

An unexpected or unexplained relationship between sales volume as
determined from the accounting records and production statistics
maintained by operations personnel—which may be more difficult for
management to manipulate—may indicate a possible misstatement of
sales.

.73 The auditor also should consider whether responses to inquiries
throughout the audit about analytical relationships have been vague or im
plausible, or have produced evidence that is inconsistent with other evidential
matter accumulated during the audit.
.74 Evaluating the risks of material misstatement due to fraud at
or near the completion offieldwork. At or near the completion of fieldwork,

the auditor should evaluate whether the accumulated results of auditing
procedures and other observations (for example, conditions and analytical
relationships noted in paragraphs .69 through .73) affect the assessment of the
risks of material misstatement due to fraud made earlier in the audit. This
evaluation primarily is a qualitative matter based on the auditor’s judgment.
Such an evaluation may provide further insight about the risks of material
misstatement due to fraud and whether there is a need to perform additional
or different audit procedures. As part of this evaluation, the auditor with final
responsibility for the audit should ascertain that there has been appropriate
communication with the other audit team members throughout the audit
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regarding information or conditions indicative of risks of material misstate
ment due to fraud.28

.75 Responding to misstatements that may be the result of fraud.
When audit test results identify misstatements in the financial statements, the
auditor should consider whether such misstatements may be indicative of
fraud.29 That determination affects the auditor’s evaluation of materiality and
the related responses necessary as a result of that evaluation.30
.76 If the auditor believes that misstatements are or may be the result of
fraud, but the effect of the misstatements is not material to the financial
statements, the auditor nevertheless should evaluate the implications, espe
cially those dealing with the organizational position of the person(s) involved.
For example, fraud involving misappropriations of cash from a small petty cash
fund normally would be of little significance to the auditor in assessing the risk
of material misstatement due to fraud because both the manner of operating
the fund and its size would tend to establish a limit on the amount of potential
loss, and the custodianship of such funds normally is entrusted to a nonman
agement employee.31 Conversely, if the matter involves higher-level manage
ment, even though the amount itself is not material to the financial
statements, it may be indicative of a more pervasive problem, for example,
implications about the integrity of management.32 In such circumstances, the
auditor should reevaluate the assessment of the risk of material misstatement
due to fraud and its resulting impact on (a) the nature, timing, and extent of
the tests of balances or transactions and (b) the assessment of the effectiveness
of controls if control risk was assessed below the maximum.
.77 If the auditor believes that the misstatement is or may be the result
of fraud, and either has determined that the effect could be material to the
financial statements or has been unable to evaluate whether the effect is
material, the auditor should:

a.

Attempt to obtain additional evidential matter to determine whether
material fraud has occurred or is likely to have occurred, and, if so,
its effect on the financial statements and the auditor’s report
thereon.33

b.

Consider the implications for other aspects of the audit (see para
graph .76).

28 To accomplish this communication, the auditor with final responsibility for the audit may want
to arrange another discussion among audit team members about the risks of material misstatement
due to fraud (see paragraphs .14 through .18).
29 See footnote 4.

30 Section 312.34 states in part, “Qualitative considerations also influence the auditor in reach
ing a conclusion as to whether misstatements are material.” Section 312.11 states, “As a result of the
interaction of quantitative and qualitative considerations in materiality judgments, misstatements of
relatively small amounts that come to the auditor’s attention could have a material effect on the
financial statements.”
31 However, see paragraphs .79 through .82 of this section for a discussion of the auditor’s
communication responsibilities.

32 Section 312.08 states that there is a distinction between the auditor’s response to detected
misstatements due to error and those due to fraud. When fraud is detected, the auditor should
consider the implications for the integrity of management or employees and the possible effect on
other aspects of the audit.
33 See section 508 for guidance on auditors’ reports issued in connection with audits of financial
statements.
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c.

Discuss the matter and the approach for further investigation with
an appropriate level of management that is at least one level above those
involved, and with senior management and the audit committee.34

d.

If appropriate, suggest that the client consult with legal counsel.

.78 The auditor’s consideration of the risks of material misstatement and
the results of audit tests may indicate such a significant risk of material
misstatement due to fraud that the auditor should consider withdrawing from
the engagement and communicating the reasons for withdrawal to the audit
committee or others with equivalent authority and responsibility.35 Whether
the auditor concludes that withdrawal from the engagement is appropriate
may depend on (a) the implications about the integrity of management and (b)
the diligence and cooperation of management or the board of directors in
investigating the circumstances and taking appropriate action. Because of the
variety of circumstances that may arise, it is not possible to definitively
describe when withdrawal is appropriate.36 The auditor may wish to consult
with legal counsel when considering withdrawal from an engagement.

Communicating About Possible Fraud to Management,
the Audit Committee, and Others37
.79 Whenever the auditor has determined that there is evidence that
fraud may exist, that matter should be brought to the attention of an appropri
ate level of management. This is appropriate even if the matter might be
considered inconsequential, such as a minor defalcation by an employee at a
low level in the entity’s organization. Fraud involving senior management and
fraud (whether caused by senior management or other employees) that causes
a material misstatement of the financial statements should be reported di
rectly to the audit committee. In addition, the auditor should reach an under
standing with the audit committee regarding the nature and extent of
communications with the committee about misappropriations perpetrated by
lower-level employees.

.80 If the auditor, as a result of the assessment of the risks of material
misstatement, has identified risks of material misstatement due to fraud that
have continuing control implications (whether or not transactions or adjust
ments that could be the result of fraud have been detected), the auditor should
consider whether these risks represent significant deficiencies that must be
communicated to senior management and the audit committee.38 (See section
325, Communications About Control Deficiencies in An Audit of Financial
34 If the auditor believes senior management may be involved, discussion of the matter directly
with the audit committee may be appropriate.
35 See footnote 11.
36 If the auditor, subsequent to the date of the report on the audited financial statements,
becomes aware that facts existed at that date that might have affected the report had the auditor
been aware of such facts, the auditor should refer to section 561, Subsequent Discovery of Facts
Existing at the Date of the Auditor’s Report, for guidance. Furthermore, section 315, Communications
Between Predecessor and Successor Auditors, paragraphs .21 and .22, provide guidance regarding
communication with a predecessor auditor.
37 The requirements to communicate noted in paragraphs .79 through .82 extend to any
intentional misstatement of financial statements (see paragraph .03). However, the communication
may use terms other than fraud—for example, irregularity, intentional misstatement,
misappropriation, or defalcations—if there is possible confusion with a legal definition of fraud or
other reason to prefer alternative terms.
38 Alternatively, the auditor may decide to communicate solely with the audit committee.
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Statements, paragraph .04). The auditor also should consider whether the
absence of or deficiencies in programs and controls to mitigate specific risks of
fraud or to otherwise help prevent, deter, and detect fraud (see paragraph .44)
represent reportable conditions that should be communicated to senior man
agement and the audit committee. [As amended, effective for fiscal years
ending on or after November 15, 2004, by PCAOB Release No. 2004-008.]

.81 The auditor also may wish to communicate other risks of fraud
identified as a result of the assessment of the risks of material misstatements
due to fraud. Such a communication may be a part of an overall communication
to the audit committee of business and financial statement risks affecting the
entity and/or in conjunction with the auditor communication about the quality
of the entity’s accounting principles (see section 380.11).

.82 The disclosure of possible fraud to parties other than the client’s
senior management and its audit committee ordinarily is not part of the
auditor’s responsibility and ordinarily would be precluded by the auditor’s
ethical or legal obligations of confidentiality unless the matter is reflected in
the auditor’s report. The auditor should recognize, however, that in the follow
ing circumstances a duty to disclose to parties outside the entity may exist:
a.

To comply with certain legal and regulatory requirements39

b.

To a successor auditor when the successor makes inquiries in accord
ance with section 315, Communications Between Predecessor and
Successor Auditors40

c.

In response to a subpoena

d.

To a funding agency or other specified agency in accordance with
requirements for the audits of entities that receive governmental
financial assistance41

Because potential conflicts between the auditor’s ethical and legal obligations
for confidentiality of client matters may be complex, the auditor may wish to
consult with legal counsel before discussing matters covered by paragraphs .79
through .81 with parties outside the client.

Documenting the Auditor's Consideration of Fraud
.83 The auditor should document the following:
•

The discussion among engagement personnel in planning the audit
regarding the susceptibility of the entity’s financial statements to
material misstatement due to fraud, including how and when the
discussion occurred, the audit team members who participated, and
the subject matter discussed (See paragraphs .14 through .17.)

39 These requirements include reports in connection with the termination of the engagement,
such as when the entity reports an auditor change on Form 8-K and the fraud or related risk factors
constitute a reportable event or is the source of a disagreement, as these terms are defined in Item 304
of Regulation S-K. These requirements also include reports that may be required, under certain
circumstances, pursuant to Section 10A(b)l of the Securities Exchange Act of 1934 relating to an
illegal act that has a material effect on the financial statements.
40 Section 315 requires the specific permission of the client.
41 For example, Government Auditing Standards (the Yellow Book) require auditors to report
fraud or illegal acts directly to parties outside the audited entity in certain circumstances.
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•

The procedures performed to obtain information necessary to identify
and assess the risks of material misstatement due to fraud (See
paragraphs .19 through .34.)

•

Specific risks of material misstatement due to fraud that were identi
fied (see paragraphs .35 through .45), and a description of the auditor’s
response to those risks (See paragraphs .46 through .56.)

•

If the auditor has not identified in a particular circumstance, improper
revenue recognition as a risk of material misstatement due to fraud,
the reasons supporting the auditor’s conclusion (See paragraph .41.)

•

The results of the procedures performed to further address the risk of
management override of controls (See paragraphs .58 through .67.)

•

Other conditions and analytical relationships that caused the auditor
to believe that additional auditing procedures or other responses were
required and any further responses the auditor concluded were appro
priate, to address such risks or other conditions (See paragraphs .68
through .73.)

•

The nature of the communications about fraud made to management,
the audit committee, and others (See paragraphs .79 through .82.)

Effective Date
.84 This section is effective for audits of financial statements for periods
beginning on or after December 15, 2002. Early application of the provisions of
this section is permissible.
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Appendix

Examples of Fraud Risk Factors
.85
A.1 This appendix contains examples of risk factors discussed in para
graphs .31 through .33 of the section. Separately presented are examples
relating to the two types of fraud relevant to the auditor’s consideration—that
is, fraudulent financial reporting and misappropriation of assets. For each of
these types of fraud, the risk factors are further classified based on the three
conditions generally present when material misstatements due to fraud occur:
(a) incentives/pressures, (b) opportunities, and (c) attitudes/rationalizations.
Although the risk factors cover a broad range of situations, they are only
examples and, accordingly, the auditor may wish to consider additional or
different risk factors. Not all of these examples are relevant in all circum
stances, and some may be of greater or lesser significance in entities of different
size or with different ownership characteristics or circumstances. Also, the
order of the examples of risk factors provided is not intended to reflect their
relative importance or frequency of occurrence.

Risk Factors Relating to Misstatements Arising From
Fraudulent Financial Reporting
A.2 The following are examples of risk factors relating to misstatements
arising from fraudulent financial reporting.

Incentives/Pressures
a.

b.

Financial stability or profitability is threatened by economic, indus
try, or entity operating conditions, such as (or as indicated by):
—

High degree of competition or market saturation, accompanied
by declining margins

—

High vulnerability to rapid changes, such as changes in technol
ogy, product obsolescence, or interest rates

—

Significant declines in customer demand and increasing busi
ness failures in either the industry or overall economy

—

Operating losses making the threat of bankruptcy, foreclosure,
or hostile takeover imminent

—

Recurring negative cash flows from operations or an inability to
generate cash flows from operations while reporting earnings
and earnings growth

—

Rapid growth or unusual profitability, especially compared to
that of other companies in the same industry

—

New accounting, statutory, or regulatory requirements

Excessive pressure exists for management to meet the requirements
or expectations of third parties due to the following:

—

Profitability or trend level expectations of investment analysts,
institutional investors, significant creditors, or other external
parties (particularly expectations that are unduly aggressive or
unrealistic), including expectations created by management in,
for example, overly optimistic press releases or annual report
messages
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c.

d.

—

Need to obtain additional debt or equity financing to stay com
petitive—including financing of major research and develop
ment or capital expenditures

—

Marginal ability to meet exchange listing requirements or debt
repayment or other debt covenant requirements

—

Perceived or real adverse effects of reporting poor financial
results on significant pending transactions, such as business
combinations or contract awards

Information available indicates that management or the board of
directors’ personal financial situation is threatened by the entity’s
financial performance arising from the following:
—

Significant financial interests in the entity

—

Significant portions of their compensation (for example, bo
nuses, stock options, and earn-out arrangements) being contin
gent upon achieving aggressive targets for stock price, operating
results, financial position, or cash flow1

—

Personal guarantees of debts of the entity

There is excessive pressure on management or operating personnel
to meet financial targets set up by the board of directors or manage
ment, including sales or profitability incentive goals.

Opportunities
a.

The nature of the industry or the entity’s operations provides oppor
tunities to engage in fraudulent financial reporting that can arise
from the following:
—

Significant related-party transactions not in the ordinary course
of business or with related entities not audited or audited by
another firm

—

A strong financial presence or ability to dominate a certain
industry sector that allows the entity to dictate terms or condi
tions to suppliers or customers that may result in inappropriate
or non-arm’s-length transactions

—

Assets, liabilities, revenues, or expenses based on significant
estimates that involve subjective judgments or uncertainties
that are difficult to corroborate

—

Significant, unusual, or highly complex transactions, especially
those close to period end that pose difficult “substance over form”
questions

—

Significant operations located or conducted across international
borders in jurisdictions where differing business environments
and cultures exist

—

Significant bank accounts or subsidiary or branch operations in
tax-haven jurisdictions for which there appears to be no clear
business justification

1 Management incentive plans may be contingent upon achieving targets relating only to certain
accounts or selected activities of the entity, even though the related accounts or activities may not be
material to the entity as a whole.
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There is ineffective monitoring of management as a result of the
following:
—

Domination of management by a single person or small group
(in a nonowner-managed business) without compensating con
trols

—

Ineffective board of directors or audit committee oversight over
the financial reporting process and internal control

There is a complex or unstable organizational structure, as evidenced
by the following:
—

Difficulty in determining the organization or individuals that
have controlling interest in the entity

—

Overly complex organizational structure involving unusual legal
entities or managerial lines of authority

—

High turnover of senior management, counsel, or board mem
bers

Internal control components are deficient as a result of the following:
—

Inadequate monitoring of controls, including automated controls
and controls over interim financial reporting (where external
reporting is required)

—

High turnover rates or employment of ineffective accounting,
internal audit, or information technology staff

—

Ineffective accounting and information systems, including situ
ations involving reportable conditions

Attitudes/Rationalizations
Risk factors reflective of attitudes/rationalizations by board members, manage
ment, or employees, that allow them to engage in and/or justify fraudulent
financial reporting, may not be susceptible to observation by the auditor.
Nevertheless, the auditor who becomes aware of the existence of such informa
tion should consider it in identifying the risks of material misstatement arising
from fraudulent financial reporting. For example, auditors may become aware
of the following information that may indicate a risk factor:
•

Ineffective communication, implementation, support, or enforcement
of the entity’s values or ethical standards by management or the
communication of inappropriate values or ethical standards

•

Nonfinancial management’s excessive participation in or preoccupa
tion with the selection of accounting principles or the determination
of significant estimates

•

Known history of violations of securities laws or other laws and
regulations, or claims against the entity, its senior management, or
board members alleging fraud or violations of laws and regulations

•

Excessive interest by management in maintaining or increasing the
entity’s stock price or earnings trend

•

A practice by management of committing to analysts, creditors, and
other third parties to achieve aggressive or unrealistic forecasts

•

Management failing to correct known reportable conditions on a
timely basis
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•

An interest by management in employing inappropriate means to
minimize reported earnings for tax-motivated reasons

•

Recurring attempts by management to justify marginal or inappropri
ate accounting on the basis of materiality

•

The relationship between management and the current or predecessor
auditor is strained, as exhibited by the following:
—

Frequent disputes with the current or predecessor auditor on
accounting, auditing, or reporting matters

—

Unreasonable demands on the auditor, such as unreasonable time
constraints regarding the completion of the audit or the issuance
of the auditor’s report

—

Formal or informal restrictions on the auditor that inappropri
ately limit access to people or information or the ability to com
municate effectively with the board of directors or audit
committee

—

Domineering management behavior in dealing with the auditor,
especially involving attempts to influence the scope of the audi
tor’s work or the selection or continuance of personnel assigned to
or consulted on the audit engagement

Risk Factors Relating to Misstatements Arising From
Misappropriation of Assets
A.3 Risk factors that relate to misstatements arising from misappropria
tion of assets are also classified according to the three conditions generally
present when fraud exists: incentives/pressures, opportunities, and attitudes/
rationalizations. Some of the risk factors related to misstatements arising from
fraudulent financial reporting also may be present when misstatements arising
from misappropriation of assets occur. For example, ineffective monitoring of
management and weaknesses in internal control may be present when mis
statements due to either fraudulent financial reporting or misappropriation of
assets exist. The following are examples of risk factors related to misstatements
arising from misappropriation of assets.

Incentives/Pressures
а.

Personal financial obligations may create pressure on management
or employees with access to cash or other assets susceptible to theft
to misappropriate those assets.

b.

Adverse relationships between the entity and employees with access
to cash or other assets susceptible to theft may motivate those
employees to misappropriate those assets. For example, adverse
relationships may be created by the following:
—

Known or anticipated future employee layoffs

—

Recent or anticipated changes to employee compensation or
benefit plans

—

Promotions, compensation, or other rewards inconsistent with
expectations
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Opportunities
a.

b.

Certain characteristics or circumstances may increase the suscepti
bility of assets to misappropriation. For example, opportunities to
misappropriate assets increase when there are the following:
—

Large amounts of cash on hand or processed

—

Inventory items that are small in size, of high value, or in high
demand

—

Easily convertible assets, such as bearer bonds, diamonds, or
computer chips

—

Fixed assets that are small in size, marketable, or lacking
observable identification of ownership

Inadequate internal control over assets may increase the suscepti
bility of misappropriation of those assets. For example, misappro
priation of assets may occur because there is the following:
—

Inadequate segregation of duties or independent checks

—

Inadequate management oversight of employees responsible for
assets, for example, inadequate supervision or monitoring of
remote locations

—

Inadequate job applicant screening of employees with access to
assets

—

Inadequate recordkeeping with respect to assets

—

Inadequate system of authorization and approval of transac
tions (for example, in purchasing)

—

Inadequate physical safeguards over cash, investments, inven
tory, or fixed assets

—

Lack of complete and timely reconciliations of assets

—

Lack of timely and appropriate documentation of transactions,
for example, credits for merchandise returns

—

Lack of mandatory vacations for employees performing key
control functions

—

Inadequate management understanding of information technol
ogy, which enables information technology employees to perpe
trate a misappropriation

—

Inadequate access controls over automated records, including
controls over and review of computer systems event logs.

Attitudes/Rationalizations
Risk factors reflective of employee attitudes/rationalizations that allow them
to justify misappropriations of assets, are generally not susceptible to observa
tion by the auditor. Nevertheless, the auditor who becomes aware of the
existence of such information should consider it in identifying the risks of
material misstatement arising from misappropriation of assets. For example,
auditors may become aware of the following attitudes or behavior of employees
who have access to assets susceptible to misappropriation:

•

Disregard for the need for monitoring or reducing risks related to
misappropriations of assets
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•

Disregard for internal control over misappropriation of assets by
overriding existing controls or by failing to correct known internal
control deficiencies

•

Behavior indicating displeasure or dissatisfaction with the company
or its treatment of the employee

•

Changes in behavior or lifestyle that may indicate assets have been
misappropriated
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Amendment to Section 230, Due Professional Care in
the Performance of Work
.86
1. This section amends section 230, Due Professional Care in the Perform
ance of Work, paragraphs .12 and .13, to include a discussion about the
characteristics of fraud and a discussion about collusion. (The new language is
shown in boldface italics; deleted language is shown by strikethrough.)
Reasonable Assurance

.10 The exercise of due professional care allows the auditor to obtain reason
able assurance that the financial statements are free of material misstatement,
whether caused by error or fraud. Absolute assurance is not attainable because
of the nature of audit evidence and the characteristics of fraud. Therefore, an
audit conducted in accordance with generally accepted auditing standards may
not detect a material misstatement.
.11 The independent auditor’s objective is to obtain sufficient competent
evidential matter to provide him or her with a reasonable basis for forming an
opinion. The nature of most evidence derives, in part, from the concept of
selective testing of the data being audited, which involves judgment regarding
both the areas to be tested and the nature, timing, and extent of the tests to be
performed. In addition, judgment is required in interpreting the results of audit
testing and evaluating audit evidence. Even with good faith and integrity,
mistakes and errors in judgment can be made. Furthermore, accounting
presentations contain accounting estimates, the measurement of which is
inherently uncertain and depends on the outcome of future events. The auditor
exercises professional judgment in evaluating the reasonableness of accounting
estimates based on information that could reasonably be expected to be avail
able prior to the completion of field work.5 As a result of these factors, in the
great majority of cases, the auditor has to rely on evidence that is persuasive
rather than convincing.6
.12 Because of the characteristics of fraud, particularly those involving eon
cealment and falsified documentation (including forgery), a properly planned
and performed audit may not detect a material misstatement. Characteristics
of fraud include (a) concealment through collusion among manage
ment, employees, or third parties; (b) withheld, misrepresented, or
falsified documentation; and (c) the ability of management to override
or instruct others to override what otherwise appears to be effective
controls. For example, an audit conducted in accordance with generally
accepted auditing standards rarely involves authentication of documentation,
nor arc auditors trained as or expected to be experts in such authentication.
Also, auditing procedures may be ineffective for detecting an intentional
misstatement that is concealed through collusion among client personnel
within the entity and third parties or among management or employees of the
client entity. Collusion may cause the auditor who has properly per
formed the audit to conclude that evidence provided is persuasive when
it is, in fact, false. In addition, an audit conducted in accordance with
generally accepted auditing standards rarely involves authentication
of documentation, nor are auditors trained as or expected to be experts
in such authentication. Furthermore, an auditor may not discover the
existence of a modification ofdocumentation through a side agreement

5 See section 342, Auditing Accounting Estimates.

6 See section 326, Evidential Matter.
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that management or a third party has not disclosed. Finally, manage
ment has the ability to directly or indirectly manipulate accounting
records and present fraudulent financial information by overriding
controls in unpredictable ways.

.13 Since the auditor’s opinion on ,the financial statements is based on the
concept of obtaining reasonable assurance, the auditor is not an insurer and
his or her report does not constitute a guarantee. Therefore, the subsequent
discovery that a material misstatement, whether from error or fraud, exists in
the financial statements does not, in and of itself, evidence (a) failure to obtain
reasonable assurance, (b) inadequate planning, performance, or judgment, (c)
the absence of due professional care, or (d) a failure to comply with generally
accepted auditing standards.
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Amendment to Section 333, Management
Representations, paragraph .06 and Appendix A
[paragraph .16]
.87
1. This section requires the auditor to make inquiries of management about
fraud and the risk of fraud. In support of and consistent with these inquiries,
this amendment revises the guidance for management representations about
fraud currently found in section 333, Management Representations, paragraph
.06h, and Appendix A [paragraph .16]). New language is shown in boldface
italics; deleted language is shown by strikethrough.
h.

Management’s acknowledgment of its responsibility for the design
and implementation of programs and controls to prevent and detect
fraud

ih. Knowledge of fraud or suspected fraud affecting the entity
involving (1) management, (2) employees who have significant roles
in internal control, or (3) others where the fraud could have a
material effect on the financial statements6
j.

Knowledge of any allegations of fraud or suspected fraud affecting
the entity received in communications from employees, former em
ployees, analysts, regulators, short sellers, or others

2. Subsequent subparagraphs and footnotes are to be renumbered accord
ingly.
Appendix A
Illustrative Management Representation Letter
2. If matters exist that should be disclosed to the auditor, they should be
indicated by listing them following modifying the related representation. For
example, if an event subsequent to the date of the balance sheet has been
disclosed in the financial statements, the final paragraph could be modified as
follows: “To the best of our knowledge and belief, except as discussed in Note
X to the financial statements, no events have occurred....” Similarly, i/n
appropriate circumstances, item 97 could be modified as follows: “The company
has no plans or intentions that may materially affect the carrying value or ,
classification of assets and liabilities, except for its our plans to dispose of
segment A, as disclosed in foot Note X to the financial statements, which are
discussed in the minutes of the December 7, 20, 19X1, meeting of the board of
directors.” Similarly, if management has received a communication
regarding an allegation of fraud or suspected fraud, item 8 could be
modified as follows: “Except for the allegation discussed in the minutes
of the December 7, 20X1, meeting of the board of directors (or disclosed
to you at our meeting on October 15,20X1), we have no knowledge ofany
allegations offraud or suspected fraud affecting the company received
in communications from employees, former employees, analysts, regu
lators, short sellers, or others.”

3. The qualitative discussion of materiality used in the illustrative letter is
adapted from FASB Statement of Financial Accounting Concepts No. 2, Quali
tative Characteristics ofAccounting Information.
4. Certain terms are used in the illustrative letter that are described elsewhere
in authoritative literature. Examples are fraud, in section 316, and related
8 See section 316.
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parties, in section 334, footnote 1. To avoid misunderstanding concerning the
meaning of such terms, the auditor may wish to furnish those definitions to
management or request that the definitions be included in the written repre
sentations.

5. The illustrative letter assumes that management and the auditor have
reached an understanding on the limits of materiality for purposes of the
written representations. However, it should be noted that a materiality limit
would not apply for certain representations, as explained in paragraph .08 of
this section.
6.

[Date}
To [Independent Auditor]

We are providing this letter in connection with your audit(s) of the [identifica
tion offinancial statements} of [name of entity] as of [dates] and for the [periods]
for the purpose of expressing an opinion as to whether the [consolidated]
financial statements present fairly, in all material respects, the financial
position, results of operations, and cash flows of [name of entity] in conformity
with accounting principles generally accepted in the United States of America.
We confirm that we are responsible for the fair presentation in the [consoli
dated] financial statements of financial position, results of operations, and cash
flows in conformity with generally accepted accounting principles.
Certain representations in this letter are described as being limited to matters
that are material. Items are considered material, regardless of size, if they
involve an omission or misstatement of accounting information that, in the light
of surrounding circumstances, makes it probable that the judgment of a
reasonable person relying on the information would be changed or influenced
by the omission or misstatement.
We confirm, to the best of our knowledge and belief, [as of (date of auditor’s
report),] the following representations made to you during your audit(s).

1.

The financial statements referred to above are fairly presented in
conformity with accounting principles generally accepted in the United
States of America.

2.

We have made available to you all—

a.

Financial records and related data.

b.

Minutes of the meetings of stockholders, directors, and committees
of directors, or summaries of actions of recent meetings for which
minutes have not yet been prepared.

3.

There have been no communications from regulatory agencies concern
ing noncompliance with or deficiencies in financial reporting practices.

4.

There are no material transactions that have not been properly recorded
in the accounting records underlying the financial statements.

5.

We believe that the effects of the uncorrected financial statement
misstatements summarized in the accompanying schedule are immate
rial, both individually and in the aggregate, to the financial statements
taken as a whole. 1 [Footnote omitted]

6.

We acknowledge our responsibility for the design and implemen
tation ofprograms and controls to prevent and detect fraud.
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76. We have no knowledge of any fraud or suspected fraud affecting
the entity involvingThere has been no—
a. Management,Fraud involving management, or employees who
have significant roles in the internal control
b. Employees who have significant roles in internal control, or
c. Fraud involving oOthers where the fraud could have a material
effect on the financial statements.

8.

We have no knowledge of any allegations of fraud or suspected
fraud affecting the entity received in communications from em
ployees, former employees, analysts, regulators, short sellers, or
others.

3. Subsequent subparagraphs are to be renumbered accordingly.

AU §316.87

328

The Standards of Field Work

Exhibit

Management Antifraud Programs and Controls
Guidance to Help Prevent, Deter, and Detect Fraud
.88

(This exhibit is reprinted for the reader’s convenience but is not an integral
part of the section.)
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Preface
Some organizations have significantly lower levels of misappropriation of
assets and are less susceptible to fraudulent financial reporting than other
organizations because these organizations take proactive steps to prevent or
deter fraud. It is only those organizations that seriously consider fraud risks
and take proactive steps to create the right kind of climate to reduce its
occurrence that have success in preventing fraud. This document identifies the
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key participants in this antifraud effort, including the board of directors, manage
ment, internal and independent auditors, and certified fraud examiners.

Management may develop and implement some of these programs and
controls in response to specific identified risks of material misstatement of
financial statements due to fraud. In other cases, these programs and controls
may be a part of the entity’s enterprise-wide risk management activities.
Management is responsible for designing and implementing systems and
procedures for the prevention and detection of fraud and, along with the board
of directors, for ensuring a culture and environment that promotes honesty and
ethical behavior. However, because of the characteristics of fraud, a material
misstatement of financial statements due to fraud may occur notwithstanding
the presence of programs and controls such as those described in this document.

Introduction
Fraud can range from minor employee theft and unproductive behavior to
misappropriation of assets and fraudulent financial reporting. Material finan
cial statement fraud can have a significant adverse effect on an entity’s market
value, reputation, and ability to achieve its strategic objectives. A number of
highly publicized cases have heightened the awareness of the effects of fraudu
lent financial reporting and have led many organizations to be more proactive
in taking steps to prevent or deter its occurrence. Misappropriation of assets,
though often not material to the financial statements, can nonetheless result
in substantial losses to an entity if a dishonest employee has the incentive and
opportunity to commit fraud.
The risk of fraud can be reduced through a combination of prevention,
deterrence, and detection measures. However, fraud can be difficult to detect
because it often involves concealment through falsification of documents or
collusion among management, employees, or third parties. Therefore, it is
important to place a strong emphasis on fraud prevention, which may reduce
opportunities for fraud to take place, and fraud deterrence, which could per
suade individuals that they should not commit fraud because of the likelihood
of detection and punishment. Moreover, prevention and deterrence measures
are much less costly than the time and expense required for fraud detection
and investigation.

An entity’s management has both the responsibility and the means to
implement measures to reduce the incidence of fraud. The measures an organi
zation takes to prevent and deter fraud also can help create a positive workplace
environment that can enhance the entity’s ability to recruit and retain highquality employees.

Research suggests that the most effective way to implement measures to
reduce wrongdoing is to base them on a set of core values that are embraced by
the entity. These values provide an overarching message about the key princi
ples guiding all employees’ actions. This provides a platform upon which a more
detailed code of conduct can be constructed, giving more specific guidance about
permitted and prohibited behavior, based on applicable laws and the organiza
tion’s values. Management needs to clearly articulate that all employees will
be held accountable to act within the organization’s code of conduct.
This document identifies measures entities can implement to prevent, deter,
and detect fraud. It discusses these measures in the context of three fundamen
tal elements. Broadly stated, these fundamental elements are (1) create and
maintain a culture of honesty and high ethics; (2) evaluate the risks of fraud
and implement the processes, procedures, and controls needed to mitigate the
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risks and reduce the opportunities for fraud; and (3) develop an appropriate
oversight process. Although the entire management team shares the responsi
bility for implementing and monitoring these activities, with oversight from
the board of directors, the entity’s chief executive officer (CEO) should initiate
and support such measures. Without the CEO’s active support, these measures
are less likely to be effective.

The information presented in this document generally is applicable to
entities of all sizes. However, the degree to which certain programs and controls
are applied in smaller, less-complex entities and the formality of their applica
tion are likely to differ from larger organizations. For example, management
of a smaller entity (or the owner of an owner-managed entity), along with those
charged with governance of the financial reporting process, are responsible for
creating a culture of honesty and high ethics. Management also is responsible
for implementing a system of internal controls commensurate with the nature
and size of the organization, but smaller entities may find that certain types of
control activities are not relevant because of the involvement of and controls
applied by management. However, all entities must make it clear that unethi
cal or dishonest behavior will not be tolerated.

Creating a Culture of Honesty and High Ethics
It is the organization’s responsibility to create a culture of honesty and high
ethics and to clearly communicate acceptable behavior and expectations of each
employee. Such a culture is rooted in a strong set of core values (or value
system) that provides the foundation for employees as to how the organization
conducts its business. It also allows an entity to develop an ethical framework
that covers (1) fraudulent financial reporting, (2) misappropriation of assets,
and (3) corruption as well as other issues.1
Creating a culture of honesty and high ethics should include the following.

Setting the Tone at the Top

Directors and officers of corporations set the “tone at the top” for ethical
behavior within any organization. Research in moral development strongly
suggests that honesty can best be reinforced when a proper example is set—
sometimes referred to as the tone at the top. The management of an entity
cannot act one way and expect others in the entity to behave differently.
In many cases, particularly in larger organizations, it is necessary for
management to both behave ethically and openly communicate its expectations
for ethical behavior because most employees are not in a position to observe
management’s actions. Management must show employees through its words
and actions that dishonest or unethical behavior will not be tolerated, even if
the result of the action benefits the entity. Moreover, it should be evident that
all employees will be treated equally, regardless of their position.
For example, statements by management regarding the absolute need to
meet operating and financial targets can create undue pressures that may lead
employees to commit fraud to achieve them. Setting unachievable goals for
employees can give them two unattractive choices: fail or cheat. In contrast, a
statement from management that says, “We are aggressive in pursuing our
targets, while requiring truthful financial reporting at all times,” clearly
indicates to employees that integrity is a requirement. This message also
1 Corruption includes bribery and other illegal acts.
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conveys that the entity has “zero tolerance” for unethical behavior, including
fraudulent financial reporting.
The cornerstone of an effective antifraud environment is a culture with a
strong value system founded on integrity. This value system often is reflected
in a code of conduct.2 The code of conduct should reflect the core values of the
entity and guide employees in making appropriate decisions during their
workday. The code of conduct might include such topics as ethics, confiden
tiality, conflicts of interest, intellectual property, sexual harassment, and
fraud.3 For a code of conduct to be effective, it should be communicated to all
personnel in an understandable fashion. It also should be developed in a
participatory and positive manner that will result in both management and
employees taking ownership of its content. Finally, the code of conduct should
be included in an employee handbook or policy manual, or in some other formal
document or location (for example, the entity’s intranet) so it can be referred
to when needed.
Senior financial officers hold an important and elevated role in corporate
governance. While members of the management team, they are uniquely
capable and empowered to ensure that all stakeholders’ interests are appropri
ately balanced, protected, and preserved. For examples of codes of conduct, see
Attachment 1, “AICPA ‘CPA’s Handbook of Fraud and Commercial Crime
Prevention,’ An Organizational Code of Conduct,” and Attachment 2, “Finan
cial Executives International Code of Ethics Statement” provided by Financial
Executives International. In addition, visit the Institute of Management Ac
countant’s Ethics Center at www.imanet.org for their members’ standards of
ethical conduct.

Creating a Positive Workplace Environment
Research results indicate that wrongdoing occurs less frequently when
employees have positive feelings about an entity than when they feel abused,
threatened, or ignored. Without a positive workplace environment, there are
more opportunities for poor employee morale, which can affect an employee’s
attitude about committing fraud against an entity. Factors that detract from a
positive work environment and may increase the risk of fraud include:
•

Top management that does not seem to care about or reward appro
priate behavior

•

Negative feedback and lack of recognition for job performance

•

Perceived inequities in the organization

•

Autocratic rather than participative management

•

Low organizational loyalty or feelings of ownership

•

Unreasonable budget expectations or other financial targets

2 An entity’s value system also could be reflected in an ethics policy, a statement of business
principles, or some other concise summary of guiding principles.
3 Although the discussion in this document focuses on fraud, the subject of fraud often is
considered in the context of a broader set of principles that govern an organization. Some organiza
tions, however, may elect to develop a fraud policy separate from an ethics policy. Specific examples
of topics in a fraud policy might include a requirement to comply with all laws and regulations and
explicit guidance regarding making payments to obtain contracts, holding pricing discussions with
competitors, environmental discharges, relationships with vendors, and maintenance of accurate
books and records.
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•

Fear of delivering “bad news” to supervisors and/or management

•

Less-than-competitive compensation

•

Poor training and promotion opportunities

•

Lack of clear organizational responsibilities

•

Poor communication practices or methods within the organization

The entity’s human resources department often is instrumental in helping
to build a corporate culture and a positive work environment. Human resource
professionals are responsible for implementing specific programs and initia
tives, consistent with management’s strategies, that can help to mitigate many
of the detractors mentioned above. Mitigating factors that help create a positive
work environment and reduce the risk of fraud may include:

•

Recognition and reward systems that are in tandem with goals and
results

•

Equal employment opportunities

•

Team-oriented, collaborative decision-making policies

•

Professionally administered compensation programs

•

Professionally administered training programs and an organizational
priority of career development

Employees should be empowered to help create a positive workplace envi
ronment and support the entity’s values and code of conduct. They should be
given the opportunity to provide input to the development and updating of the
entity’s code of conduct, to ensure that it is relevant, clear, and fair. Involving
employees in this fashion also may effectively contribute to the oversight of the
entity’s code of conduct and an environment of ethical behavior (see the section
titled “Developing an Appropriate Oversight Process”).
Employees should be given the means to obtain advice internally before
making decisions that appear to have significant legal or ethical implications.
They should also be encouraged and given the means to communicate concerns,
anonymously if preferred, about potential violations of the entity’s code of
conduct, without fear of retribution. Many organizations have implemented a
process for employees to report on a confidential basis any actual or suspected
wrongdoing, or potential violations of the code of conduct or ethics policy. For
example, some organizations use a telephone “hotline” that is directed to or
monitored by an ethics officer, fraud officer, general counsel, internal audit
director, or another trusted individual responsible for investigating and report
ing incidents of fraud or illegal acts.
Hiring and Promoting Appropriate Employees

Each employee has a unique set of values and personal code of ethics. When
faced with sufficient pressure and a perceived opportunity, some employees
will behave dishonestly rather than face the negative consequences of honest
behavior. The threshold at which dishonest behavior starts, however, will vary
among individuals. If an entity is to be successful in preventing fraud, it must
have effective policies that minimize the chance of hiring or promoting indi
viduals with low levels of honesty, especially for positions of trust.
Proactive hiring and promotion procedures may include:
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•

Conducting background investigations on individuals being consid
ered for employment or for promotion to a position of trust4

•

Thoroughly checking a candidate’s education, employment history,
and personal references

•

Periodic training of all employees about the entity’s values and code
of conduct, (training is addressed in the following section)

•

Incorporating into regular performance reviews an evaluation of how
each individual has contributed to creating an appropriate workplace
environment in line with the entity’s values and code of conduct

•

Continuous objective evaluation of compliance with the entity’s values
and code of conduct, with violations being addressed immediately

Training
New employees should be trained at the time of hiring about the entity’s
values and its code of conduct. This training should explicitly cover expectations
of all employees regarding (1) their duty to communicate certain matters; (2) a
list of the types of matters, including actual or suspected fraud, to be commu
nicated along with specific examples; and (3) information on how to communi
cate those matters. There also should be an affirmation from senior
management regarding employee expectations and communication responsi
bilities. Such training should include an element of “fraud awareness,” the tone
of which should be positive but nonetheless stress that fraud can be costly (and
detrimental in other ways) to the entity and its employees.

In addition to training at the time of hiring, employees should receive
refresher training periodically thereafter. Some organizations may consider
ongoing training for certain positions, such as purchasing agents or employees
with financial reporting responsibilities. Training should be specific to an
employee’s level within the organization, geographic location, and assigned
responsibilities. For example, training for senior manager level personnel
would normally be different from that of nonsupervisory employees, and
training for purchasing agents would be different from that of sales repre
sentatives.
Confirmation

Management needs to clearly articulate that all employees will be held
accountable to act within the entity’s code of conduct. All employees within
senior management and the finance function, as well as other employees in
areas that might be exposed to unethical behavior (for example, procurement,
sales and marketing) should be required to sign a code of conduct statement
annually, at a minimum.
Requiring periodic confirmation by employees of their responsibilities will
not only reinforce the policy but may also deter individuals from committing
fraud and other violations and might identify problems before they become
significant. Such confirmation may include statements that the individual
understands the entity’s expectations, has complied with the code of conduct,
and is not aware of any violations of the code of conduct other than those the
individual lists in his or her response. Although people with low integrity may
4 Some organizations also have considered follow-up investigations, particularly for employees in
positions of trust, on a periodic basis (for example, every five years) or as circumstances dictate.
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not hesitate to sign a false confirmation, most people will want to avoid making
a false statement in writing. Honest individuals are more likely to return their
confirmations and to disclose what they know (including any conflicts of
interest or other personal exceptions to the code of conduct). Thorough follow-up
by internal auditors or others regarding nonreplies may uncover significant
issues.

Discipline
The way an entity reacts to incidents of alleged or suspected fraud will send
a strong deterrent message throughout the entity, helping to reduce the
number of future occurrences. The following actions should be taken in re
sponse to an alleged incident of fraud:

•

A thorough investigation of the incident should be conducted.5

•

Appropriate and consistent actions should be taken against violators.

•

Relevant controls should be assessed and improved.

•

Communication and training should occur to reinforce the entity’s
values, code of conduct, and expectations.

Expectations about the consequences of committing fraud must be clearly
communicated throughout the entity. For example, a strong statement from
management that dishonest actions will not be tolerated, and that violators
may be terminated and referred to the appropriate authorities, clearly estab
lishes consequences and can be a valuable deterrent to wrongdoing. If wrong
doing occurs and an employee is disciplined, it can be helpful to communicate
that fact, on a no-name basis, in an employee newsletter or other regular
communication to employees. Seeing that other people have been disciplined
for wrongdoing can be an effective deterrent, increasing the perceived likeli
hood of violators being caught and punished. It also can demonstrate that the
entity is committed to an environment of high ethical standards and integrity.

Evaluating Antifraud Processes and Controls
Neither fraudulent financial reporting nor misappropriation of assets can
occur without a perceived opportunity to commit and conceal the act. Organi
zations should be proactive in reducing fraud opportunities by (1) identifying
and measuring fraud risks, (2) taking steps to mitigate identified risks, and (3)
implementing and monitoring appropriate preventive and detective internal
controls and other deterrent measures.

Identifying and Measuring Fraud Risks

Management has primary responsibility for establishing and monitoring all
aspects of the entity’s fraud risk-assessment and prevention activities.6 Fraud
risks often are considered as part of an enterprise-wide risk management program,
5 Many entities of sufficient size are employing antifraud professionals, such as certified fraud
examiners, who are responsible for resolving allegations of fraud within the organization and who
also assist in the detection and deterrence of fraud. These individuals typically report their findings
internally to the corporate security, legal, or internal audit departments. In other instances, such
individuals may be empowered directly by the board of directors or its audit committee.
6 Management may elect to have internal audit play an active role in the development, monitor
ing, and ongoing assessment of the entity’s fraud risk-management program. This may include an
active role in the development and communication of the entity’s code of conduct or ethics policy, as
well as in investigating actual or alleged instances of noncompliance.
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though they may be addressed separately.7 The fraud risk-assessment process
should consider the vulnerability of the entity to fraudulent activity (fraudulent
financial reporting, misappropriation of assets, and corruption) and whether
any of those exposures could result in a material misstatement of the financial
statements or material loss to the organization. In identifying fraud risks,
organizations should consider organizational, industry, and country-specific
characteristics that influence the risk of fraud.

The nature and extent of management’s risk assessment activities should
be commensurate with the size of the entity and complexity of its operations.
For example, the risk assessment process is likely to be less formal and less
structured in smaller entities. However, management should recognize that
fraud can occur in organizations of any size or type, and that almost any
employee may be capable of committing fraud given the right set of circum
stances. Accordingly, management should develop a heightened “fraud aware
ness” and an appropriate fraud risk-management program, with oversight from
the board of directors or audit committee.

Mitigating Fraud Risks

It may be possible to reduce or eliminate certain fraud risks by making
changes to the entity’s activities and processes. An entity may choose to sell
certain segments of its operations, cease doing business in certain locations, or
reorganize its business processes to eliminate unacceptable risks. For example,
the risk of misappropriation of funds may be reduced by implementing a central
lockbox at a bank to receive payments instead of receiving money at the entity’s
various locations. The risk of corruption may be reduced by closely monitoring
the entity’s procurement process. The risk of financial statement fraud may be
reduced by implementing shared services centers to provide accounting serv
ices to multiple segments, affiliates, or geographic locations of an entity’s
operations. A shared services center may be less vulnerable to influence by local
operations managers and may be able to implement more extensive fraud
detection measures cost-effectively.
Implementing and Monitoring Appropriate Internal Controls

Some risks are inherent in the environment of the entity, but most can be
addressed with an appropriate system of internal control. Once fraud risk
assessment has taken place, the entity can identify the processes, controls, and
other procedures that are needed to mitigate the identified risks. Effective
internal control will include a well-developed control environment, an effective
and secure information system, and appropriate control and monitoring activi
ties.8 Because of the importance of information technology in supporting
operations and the processing of transactions, management also needs to
implement and maintain appropriate controls, whether automated or manual,
over computer-generated information.
7 Some organizations may perform a periodic self-assessment using questionnaires or other
techniques to identify and measure risks. Self-assessment may be less reliable in identifying the risk
of fraud due to a lack of experience with fraud (although many organizations experience some form of
fraud and abuse, material financial statement fraud or misappropriation of assets is a rare event for
most) and because management may be unwilling to acknowledge openly that they might commit
fraud given sufficient pressure and opportunity.
8 The report of the Committee of Sponsoring Organizations (COSO) of the Treadway Commis
sion, Internal Control—Integrated Framework, provides reasonable criteria for management to use in
evaluating the effectiveness of the entity’s system of internal control.
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In particular, management should evaluate whether appropriate internal
controls have been implemented in any areas management has identified as
posing a higher risk of fraudulent activity, as well as controls over the entity’s
financial reporting process. Because fraudulent financial reporting may begin
in an interim period, management also should evaluate the appropriateness of
internal controls over interim financial reporting.
Fraudulent financial reporting by upper-level management typically in
volves override of internal controls within the financial reporting process.
Because management has the ability to override controls, or to influence others
to perpetrate or conceal fraud, the need for a strong value system and a culture
of ethical financial reporting becomes increasingly important. This helps create
an environment in which other employees will decline to participate in commit
ting a fraud and will use established communication procedures to report any
requests to commit wrongdoing. The potential for management override also
increases the need for appropriate oversight measures by the board of directors
or audit committee, as discussed in the following section.
Fraudulent financial reporting by lower levels of management and employ
ees may be deterred or detected by appropriate monitoring controls, such as
having higher-level managers review and evaluate the financial results re
ported by individual operating units or subsidiaries. Unusual fluctuations in
results of particular reporting units, or the lack of expected fluctuations, may
indicate potential manipulation by departmental or operating unit managers
or staff.

Developing an Appropriate Oversight Process
To effectively prevent or deter fraud, an entity should have an appropriate
oversight function in place. Oversight can take many forms and can be per
formed by many within and outside the entity, under the overall oversight of
the audit committee (or board of directors where no audit committee exists).

Audit Committee or Board of Directors
The audit committee (or the board of directors where no audit committee
exists) should evaluate management’s identification of fraud risks, implemen
tation of antifraud measures, and creation of the appropriate “tone at the top.”
Active oversight by the audit committee can help to reinforce management’s
commitment to creating a culture with “zero tolerance” for fraud. An entity’s
audit committee also should ensure that senior management (in particular, the
CEO) implements appropriate fraud deterrence and prevention measures to
better protect investors, employees, and other stakeholders. The audit commit
tee’s evaluation and oversight not only helps make sure that senior manage
ment fulfills its responsibility, but also can serve as a deterrent to senior
management engaging in fraudulent activity (that is, by ensuring an environ
ment is created whereby any attempt by senior management to involve employ
ees in committing or concealing fraud would lead promptly to reports from such
employees to appropriate persons, including the audit committee).
The audit committee also plays an important role in helping the board of
directors fulfill its oversight responsibilities with respect to the entity’s finan
cial reporting process and the system of internal control.9 In exercising this
9 See the Report of the NACD Blue Ribbon Commission on the Audit Committee, (Washington,
D.C.: National Association of Corporate Directors, 2000). For the board’s role in the oversight of risk
management, see Report of the NACD Blue Ribbon Commission on Risk Oversight, (Washington,
D.C.: National Association of Corporate Directors, 2002).
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oversight responsibility, the audit committee should consider the potential for
management override of controls or other inappropriate influence over the
financial reporting process. For example, the audit committee may obtain from
the internal auditors and independent auditors their views on management’s
involvement in the financial reporting process and, in particular, the ability of
management to override information processed by the entity’s financial report
ing system (for example, the ability for management or others to initiate or
record nonstandard journal entries). The audit committee also may consider
reviewing the entity’s reported information for reasonableness compared with
prior or forecasted results, as well as with peers or industry averages. In
addition, information received in communications from the independent audi
tors1011
can assist the audit committee in assessing the strength of the entity’s
internal control and the potential for fraudulent financial reporting.
As part of its oversight responsibilities, the audit committee should encour
age management to provide a mechanism for employees to report concerns
about unethical behavior, actual or suspected fraud, or violations of the entity’s
code of conduct or ethics policy. The committee should then receive periodic
reports describing the nature, status, and eventual disposition of any fraud or
unethical conduct. A summary of the activity, follow-up and disposition also
should be provided to the full board of directors.

If senior management is involved in fraud, the next layer of management
may be the most likely to be aware of it. As a result, the audit committee (and
other directors) should consider establishing an open line of communication
with members of management one or two levels below senior management to
assist in identifying fraud at the highest levels of the organization or investi
gating any fraudulent activity that might occur.11 The audit committee typi
cally has the ability and authority to investigate any alleged or suspected
wrongdoing brought to its attention. Most audit committee charters empower
the committee to investigate any matters within the scope of its responsibilities,
and to retain legal, accounting, and other professional advisers as needed to
advise the committee and assist in its investigation.
All audit committee members should be financially literate, and each
committee should have at least one financial expert. The financial expert
should possess:

•

An understanding of generally accepted accounting principles and
audits of financial statements prepared under those principles. Such
understanding may have been obtained either through education or
experience. It is important for someone on the audit committee to have
a working knowledge of those principles and standards.

•

Experience in the preparation and/or the auditing of financial state
ments of an entity of similar size, scope and complexity as the entity
on whose board the committee member serves. The experience would
generally be as a chief financial officer, chief accounting officer, con
troller, or auditor of a similar entity. This background will provide a
necessary understanding of the transactional and operational envi

10 See section 325, Communication of Internal Control Related Matters Noted in an Audit, and
section 380, Communications With Audit Committees.
11 Report of the NACD Best Practices Council: Coping with Fraud and Other Illegal Activity, A
Guide for Directors, CEOs, and Senior Managers (1998) sets forth “basic principles” and “implemen
tation approaches” for dealing with fraud and other illegal activity.
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ronment that produces the issuer’s financial statements. It will also
bring an understanding of what is involved in, for example, appropri
ate accounting estimates, accruals, and reserve provisions, and an
appreciation of what is necessary to maintain a good internal control
environment.

•

Experience in internal governance and procedures of audit commit
tees, obtained either as an audit committee member, a senior corpo
rate manager responsible for answering to the audit committee, or an
external auditor responsible for reporting on the execution and results
of annual audits.

Management

Management is responsible for overseeing the activities carried out by
employees, and typically does so by implementing and monitoring processes
and controls such as those discussed previously. However, management also
may initiate, participate in, or direct the commission and concealment of a
fraudulent act. Accordingly, the audit committee (or the board of directors
where no audit committee exists) has the responsibility to oversee the activities
of senior management and to consider the risk of fraudulent financial reporting
involving the override of internal controls or collusion (see discussion on the
audit committee and board of directors above).
Public companies should include a statement in the annual report acknow
ledging management’s responsibility for the preparation of the financial state
ments and for establishing and maintaining an effective system of internal
control. This will help improve the public’s understanding of the respective
roles of management and the auditor. This statement has also been generally
referred to as a “Management Report” or “Management Certificate.” Such a
statement can provide a convenient vehicle for management to describe the
nature and manner of preparation of the financial information and the ade
quacy of the internal accounting controls. Logically, the statement should be
presented in close proximity to the formal financial statements. For example,
it could appear near the independent auditor’s report, or in the financial review
or management analysis section.

Internal Auditors
An effective internal audit team can be extremely helpful in performing
aspects of the oversight function. Their knowledge about the entity may enable
them to identify indicators that suggest fraud has been committed. The Stand
ards for the Professional Practice of Internal Auditing (IIA Standards), issued
by the Institute of Internal Auditors, state, “The internal auditor should have
sufficient knowledge to identify the indicators of fraud but is not expected to
have the expertise of a person whose primary responsibility is detecting and
investigating fraud.” Internal auditors also have the opportunity to evaluate
fraud risks and controls and to recommend action to mitigate risks and improve
controls. Specifically, the IIA Standards require internal auditors to assess
risks facing their organizations. This risk assessment is to serve as the basis
from which audit plans are devised and against which internal controls are
tested. The IIA Standards require the audit plan to be presented to and
approved by the audit committee (or board of directors where no audit commit
tee exists). The work completed as a result of the audit plan provides assurance
on which management’s assertion about controls can be made.

Internal audits can be both a detection and a deterrence measure. Internal
auditors can assist in the deterrence of fraud by examining and evaluating the
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adequacy and the effectiveness of the system of internal control, commensurate
with the extent of the potential exposure or risk in the various segments of the
organization’s operations. In carrying out this responsibility, internal auditors
should, for example, determine whether:

•

The organizational environment fosters control consciousness.

•

Realistic organizational goals and objectives are set.

•

Written policies (for example, a code of conduct) exist that describe
prohibited activities and the action required whenever violations are
discovered.

•

Appropriate authorization policies for transactions are established
and maintained.

•

Policies, practices, procedures, reports, and other mechanisms are
developed to monitor activities and safeguard assets, particularly in
high-risk areas.

•

Communication channels provide management with adequate and
reliable information.

•

Recommendations need to be made for the establishment or enhance
ment of cost-effective controls to help deter fraud.

Internal auditors may conduct proactive auditing to search for corruption,
misappropriation of assets, and financial statement fraud. This may include
the use of computer-assisted audit techniques to detect particular types of
fraud. Internal auditors also can employ analytical and other procedures to
isolate anomalies and perform detailed reviews of high-risk accounts and
transactions to identify potential financial statement fraud. The internal
auditors should have an independent reporting line directly to the audit
committee, to enable them to express any concerns about management’s com
mitment to appropriate internal controls or to report suspicions or allegations
of fraud involving senior management.
Independent Auditors
Independent auditors can assist management and the board of directors (or
audit committee) by providing an assessment of the entity’s process for identi
fying, assessing, and responding to the risks of fraud. The board of directors (or
audit committee) should have an open and candid dialogue with the inde
pendent auditors regarding management’s risk assessment process and the
system of internal control. Such a dialogue should include a discussion of the
susceptibility of the entity to fraudulent financial reporting and the entity’s
exposure to misappropriation of assets.

Certified Fraud Examiners

Certified fraud examiners may assist the audit committee and board of
directors with aspects of the oversight process either directly or as part of a
team of internal auditors or independent auditors. Certified fraud examiners
can provide extensive knowledge and experience about fraud that may not be
available within a corporation. They can provide more objective input into
management’s evaluation of the risk of fraud (especially fraud involving senior
management, such as financial statement fraud) and the development of
appropriate antifraud controls that are less vulnerable to management over
ride. They can assist the audit committee and board of directors in evaluating
the fraud risk assessment and fraud prevention measures implemented by
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management. Certified fraud examiners also conduct examinations to resolve
allegations or suspicions of fraud, reporting either to an appropriate level of
management or to the audit committee or board of directors, depending upon
the nature of the issue and the level of personnel involved.

Other Information
To obtain more information on fraud and implementing antifraud programs
and controls, please go to the following Web sites where additional materials,
guidance, and tools can be found.

American Institute of Certified Public Accountants

www.aicpa.org

Association of Certified Fraud Examiners

www.cfenet.com

Financial Executives International

www.fei.org

Information Systems Audit and Control
Association

www.isaca.org

The Institute of Internal Auditors

www.theiia.org

Institute of Management Accountants

www.imanet.org

National Association of Corporate Directors

www.nacdonline.org

Society for Human Resource Management

www.shrm.org

Attachment 1: AICPA "CPA's Handbook of Fraud and
Commercial Crime Prevention," An Organizational
Code of Conduct
The following is an example of an organizational code of conduct, which
includes definitions of what is considered unacceptable, and the consequences
of any breaches thereof. The specific content and areas addressed in an entity’s
code of conduct should be specific to that entity.

Organizational Code of Conduct

The Organization and its employees must, at all times, comply with all
applicable laws and regulations. The Organization will not condone the
activities of employees who achieve results through violation of the law or
unethical business dealings. This includes any payments for illegal acts,
indirect contributions, rebates, and bribery. The Organization does not
permit any activity that fails to stand the closest possible public scrutiny.
All business conduct should be well above the minimum standards re
quired by law. Accordingly, employees must ensure that their actions
cannot be interpreted as being, in any way, in contravention of the laws
and regulations governing the Organization’s worldwide operations.

Employees uncertain about the application or interpretation of any legal
requirements should refer the matter to their superior, who, if necessary,
should seek the advice of the legal department.
General Employee Conduct

The Organization expects its employees to conduct themselves in a busi
nesslike manner. Drinking, gambling, fighting, swearing, and similar
unprofessional activities are strictly prohibited while on the job.

Employees must not engage in sexual harassment, or conduct themselves
in a way that could be construed as such, for example, by using inappro
priate language, keeping or posting inappropriate materials in their work
area, or accessing inappropriate materials on their computer.
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Conflicts of Interest

The Organization expects that employees will perform their duties consci
entiously, honestly, and in accordance with the best interests of the
Organization. Employees must not use their position or the knowledge
gained as a result of their position for private or personal advantage.
Regardless of the circumstances, if employees sense that a course of action
they have pursued, are presently pursuing, or are contemplating pursuing
may involve them in a conflict of interest with their employer, they should
immediately communicate all the facts to their superior.

Outside Activities, Employment, and Directorships
All employees share a serious responsibility for the Organization’s good
public relations, especially at the community level. Their readiness to help
with religious, charitable, educational, and civic activities brings credit to
the Organization and is encouraged. Employees must, however, avoid
acquiring any business interest or participating in any other activity
outside the Organization that would, or would appear to:

•

Create an excessive demand upon their time and attention, thus
depriving the Organization of their best efforts on the job.

•

Create a conflict of interest—an obligation, interest, or distraction—
that may interfere with the independent exercise of judgment in the
Organization’s best interest.

Relationships With Clients and Suppliers

Employees should avoid investing in or acquiring a financial interest for
their own accounts in any business organization that has a contractual
relationship with the Organization, or that provides goods or services, or
both to the Organization, if such investment or interest could influence or
create the impression of influencing their decisions in the performance of
their duties on behalf of the Organization.
Gifts, Entertainment, and Favors
Employees must not accept entertainment, gifts, or personal favors that
could, in any way, influence, or appear to influence, business decisions in
favor of any person or organization with whom or with which the Organi
zation has, or is likely to have, business dealings. Similarly, employees
must not accept any other preferential treatment under these circum
stances because their position with the Organization might be inclined to,
or be perceived to, place them under obligation.
Kickbacks and Secret Commissions

Regarding the Organization’s business activities, employees may not re
ceive payment or compensation of any kind, except as authorized under
the Organization’s remuneration policies. In particular, the Organization
strictly prohibits the acceptance of kickbacks and secret commissions from
suppliers or others. Any breach of this rule will result in immediate

termination and prosecution to the fullest extent of the law.
Organization Funds and Other Assets

Employees who have access to Organization funds in any form must follow
the prescribed procedures for recording, handling, and protecting money
as detailed in the Organization’s instructional manuals or other explana
tory materials, or both. The Organization imposes strict standards to
prevent fraud and dishonesty. If employees become aware of any evidence
of fraud and dishonesty, they should immediately advise their superior or
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the Law Department so that the Organization can promptly investigate
further.

When an employee’s position requires spending Organization funds or
incurring any reimbursable personal expenses, that individual must use
good judgment on the Organization’s behalf to ensure that good value is
received for every expenditure.
Organization funds and all other assets of the Organization are for Organi
zation purposes only and not for personal benefit. This includes the
personal use of organizational assets, such as computers.

Organization Records and Communications
Accurate and reliable records of many kinds are necessary to meet the
Organization’s legal and financial obligations and to manage the affairs of
the Organization. The Organization’s books and records must reflect in an
accurate and timely manner all business transactions. The employees
responsible for accounting and recordkeeping must fully disclose and
record all assets, liabilities, or both, and must exercise diligence in enforc
ing these requirements.

Employees must not make or engage in any false record or communication
of any kind, whether internal or external, including but not limited to:

•

False expense, attendance, production, financial, or similar reports
and statements

•

False advertising, deceptive marketing practices, or other misleading
representations

Dealing With Outside People and Organizations

Employees must take care to separate their personal roles from their
Organization positions when communicating on matters not involving
Organization business. Employees must not use organization identifica
tion, stationery, supplies, and equipment for personal or political matters.
When communicating publicly on matters that involve Organization busi
ness, employees must not presume to speak for the Organization on any
topic, unless they are certain that the views they express are those of the
Organization, and it is the Organization’s desire that such views be
publicly disseminated.

When dealing with anyone outside the Organization, including public
officials, employees must take care not to compromise the integrity or
damage the reputation of either the Organization, or any outside individ
ual, business, or government body.
Prompt Communications

In all matters relevant to customers, suppliers, government authorities,
the public and others in the Organization, all employees must make every
effort to achieve complete, accurate, and timely communications—re
sponding promptly and courteously to all proper requests for information
and to all complaints.
Privacy and Confidentiality
When handling financial and personal information about customers or
others with whom the Organization has dealings, observe the following
principles:

1.

Collect, use, and retain only the personal information necessary for
the Organization’s business. Whenever possible, obtain any relevant
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information directly from the person concerned. Use only reputable
and reliable sources to supplement this information.
2.

Retain information only for as long as necessary or as required by
law. Protect the physical security of this information.

3.

Limit internal access to personal information to those with a legiti
mate business reason for seeking that information. Use only personal
information for the purposes for which it was originally obtained.
Obtain the consent of the person concerned before externally disclos
ing any personal information, unless legal process or contractual
obligation provides otherwise.

Attachment 2: Financial Executives International Code of
Ethics Statement
The mission of Financial Executives International (FEI) includes significant
efforts to promote ethical conduct in the practice of financial management
throughout the world. Senior financial officers hold an important and elevated
role in corporate governance. While members of the management team, they
are uniquely capable and empowered to ensure that all stakeholders’ interests
are appropriately balanced, protected, and preserved. This code provides prin
ciples that members are expected to adhere to and advocate. They embody rules
regarding individual and peer responsibilities, as well as responsibilities to
employers, the public, and other stakeholders.
All members of FEI will:

1.

Act with honesty and integrity, avoiding actual or apparent conflicts
of interest in personal and professional relationships.

2.

Provide constituents with information that is accurate, complete,
objective, relevant, timely, and understandable.

3.

Comply with rules and regulations of federal, state, provincial, and
local governments, and other appropriate private and public regula
tory agencies.

4.

Act in good faith; responsibly; and with due care, competence, and
diligence, without misrepresenting material facts or allowing one’s
independent judgment to be subordinated.

5.

Respect the confidentiality of information acquired in the course of
one’s work except when authorized or otherwise legally obligated to
disclose. Confidential information acquired in the course of one’s
work will not be used for personal advantage.

6.

Share knowledge and maintain skills important and relevant to

constituents’ needs.
7.

Proactively promote ethical behavior as a responsible partner among
peers, in the work environment, and in the community.

8.

Achieve responsible use of and control over all assets and resources
employed or entrusted.
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AU Section 317

Illegal Acts by Clients
(Supersedes section 328)

Source: SAS No. 54.

See section 9317 for interpretations of this section.
Effective for audits of financial statements for periods beginning on or after January
1, 1989, unless otherwise indicated

.01 This section prescribes the nature and extent of the consideration an
independent auditor should give to the possibility of illegal acts by a client in
an audit of financial statements in accordance with generally accepted audit
ing standards. The section also provides guidance on the auditor’s responsibili
ties when a possible illegal act is detected.

Definition of Illegal Acts
.02 The term illegal acts, for purposes of this section, refers to violations
of laws or governmental regulations. Illegal acts by clients are acts attributable
to the entity whose financial statements are under audit or acts by manage
ment or employees acting on behalf of the entity. Illegal acts by clients do not
include personal misconduct by the entity’s personnel unrelated to their busi
ness activities.

Dependence on Legal Judgment
.03 Whether an act is, in fact, illegal is a determination that is normally
beyond the auditor’s professional competence. An auditor, in reporting on
financial statements, presents himself as one who is proficient in accounting
and auditing. The auditor’s training, experience, and understanding of the
client and its industry may provide a basis for recognition that some client acts
coming to his attention may be illegal. However, the determination as to
whether a particular act is illegal would generally be based on the advice of an
informed expert qualified to practice law or may have to await final determi
nation by a court of law.

Relation to Financial Statements
.04 Illegal acts vary considerably in their relation to the financial state
ments. Generally, the further removed an illegal act is from the events and
transactions ordinarily reflected in financial statements, the less likely the
auditor is to become aware of the act or to recognize its possible illegality.
.05 The auditor considers laws and regulations that are generally recog
nized by auditors to have a direct and material effect on the determination of
financial statement amounts. For example, tax laws affect accruals and the
amount recognized as expense in the accounting period; applicable laws and
regulations may affect the amount of revenue accrued under government
contracts. However, the auditor considers such laws or regulations from the per-

AU §317.05

346

The Standards of Field Work

spective of their known relation to audit objectives derived from financial
statements assertions rather than from the perspective of legality per se. The
auditor’s responsibility to detect and report misstatements resulting from
illegal acts having a direct and material effect on the determination of financial
statement amounts is the same as that for misstatements caused by error or
fraud as described in section 110, Responsibilities and Functions of the Inde
pendent Auditor.
.06 Entities may be affected by many other laws or regulations, including
those related to securities trading, occupational safety and health, food and
drug administration, environmental protection, equal employment, and price
fixing or other antitrust violations. Generally, these laws and regulations
relate more to an entity’s operating aspects than to its financial and accounting
aspects, and their financial statement effect is indirect. An auditor ordinarily
does not have sufficient basis for recognizing possible violations of such laws
and regulations. Their indirect effect is normally the result of the need to
disclose a contingent liability because of the allegation or determination of
illegality. For example, securities may be purchased or sold based on inside
information. While the direct effects of the purchase or sale may be recorded
appropriately, their indirect effect, the possible contingent liability for violat
ing securities laws, may not be appropriately disclosed. Even when violations
of such laws and regulations can have consequences material to the financial
statements, the auditor may not become aware of the existence of the illegal
act unless he is informed by the client, or there is evidence of a governmental
agency investigation or enforcement proceeding in the records, documents, or
other information normally inspected in an audit of financial statements.

The Auditor's Consideration of the Possibility of
Illegal Acts
.07 As explained in paragraph .05, certain illegal acts have a direct and
material effect on the determination of financial statement amounts. Other
illegal acts, such as those described in paragraph .06, may, in particular
circumstances, be regarded as having material but indirect effects on financial
statements. The auditor’s responsibility with respect to detecting, considering
the financial statement effects of, and reporting these other illegal acts is
described in this section. These other illegal acts are hereinafter referred to
simply as illegal acts. The auditor should be aware of the possibility that such
illegal acts may have occurred. If specific information comes to the auditor’s
attention that provides evidence concerning the existence of possible illegal
acts that could have a material indirect effect on the financial statements, the
auditor should apply audit procedures specifically directed to ascertaining
whether an illegal act has occurred. However, because of the characteristics of
illegal acts explained above, an audit made in accordance with generally
accepted auditing standards provides no assurance that illegal acts will be
detected or that any contingent liabilities that may result will be disclosed.

Audit Procedures in the Absence of Evidence Concerning
Possible Illegal Acts
.08 Normally, an audit in accordance with generally accepted auditing
standards does not include audit procedures specifically designed to detect
illegal acts. However, procedures applied for the purpose of forming an opinion
on the financial statements may bring possible illegal acts to the auditor’s
attention. For example, such procedures include reading minutes; inquiring of
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the client’s management and legal counsel concerning litigation, claims, and
assessments; performing substantive tests of details of transactions or bal
ances. The auditor should make inquiries of management concerning the
client’s compliance with laws and regulations. Where applicable, the auditor
should also inquire of management concerning—
•

The client’s policies relative to the prevention of illegal acts.

•

The use of directives issued by the client and periodic representations
obtained by the client from management at appropriate levels of
authority concerning compliance with laws and regulations.

The auditor also obtains written representations from management concerning
the absence of violations or possible violations of laws or regulations whose
effects should be considered for disclosure in the financial statements or as a
basis for recording a loss contingency. (See Section 333, Management Repre
sentations.) The auditor need perform no further procedures in this area absent
specific information concerning possible illegal acts.

Specific information Concerning Possible Illegal Acts
.09 In applying audit procedures and evaluating the results of those
procedures, the auditor may encounter specific information that may raise a
question concerning possible illegal acts, such as the following:
•

Unauthorized transactions, improperly recorded transactions, or
transactions not recorded in a complete or timely manner in order to
maintain accountability for assets

•

Investigation by a governmental agency, an enforcement proceeding,
or payment of unusual fines or penalties

•

Violations of laws or regulations cited in reports of examinations by
regulatory agencies that have been made available to the auditor

•

Large payments for unspecified services to consultants, affiliates, or
employees

•

Sales commissions or agents’ fees that appear excessive in relation to
those normally paid by the client or to the services actually received

•

Unusually large payments in cash, purchases of bank cashiers’ checks
in large amounts payable to bearer, transfers to numbered bank
accounts, or similar transactions

•

Unexplained payments made to government officials or employees

•

Failure to file tax returns or pay government duties or similar fees

that are common to the entity’s industry or the nature of its business

Audit Procedures in Response to Possible Illegal Acts
.10 When the auditor becomes aware of information concerning a possible
illegal act, the auditor should obtain an understanding of the nature of the act,
the circumstances in which it occurred, and sufficient other information to
evaluate the effect on the financial statements. In doing so, the auditor should
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inquire of management at a level above those involved, if possible. If manage
ment does not provide satisfactory information that there has been no illegal
act, the auditor should—
a.

Consult with the client’s legal counsel or other specialists about the
application of relevant laws and regulations to the circumstances and
the possible effects on the financial statements. Arrangements for
such consultation with client’s legal counsel should be made by the
client.

b.

Apply additional procedures, if necessary, to obtain further under
standing of the nature of the acts.

.11 The additional audit procedures considered necessary, if any, might
include procedures such as the following:
a.

Examine supporting documents, such as invoices, canceled checks,
and agreements and compare with accounting records.

b.

Confirm significant information concerning the matter with the
other party to the transaction or with intermediaries, such as banks
or lawyers.

c.

Determine whether the transaction has been properly authorized.

d.

Consider whether other similar transactions or events may have
occurred, and apply procedures to identify them.

The Auditor's Response to Detected Illegal Acts
.12 When the auditor concludes, based on information obtained and, if
necessary, consultation with legal counsel, that an illegal act has or is likely to
have occurred, the auditor should consider the effect on the financial state
ments as well as the implications for other aspects of the audit.

The Auditor's Consideration of Financial Statement Effect
.13 In evaluating the materiality of an illegal act that comes to his
attention, the auditor should consider both the quantitative and qualitative
materiality of the act. For example, section 312, Audit Risk and Materiality in
Conducting an Audit, paragraph .11, states that “an illegal payment of an
otherwise immaterial amount could be material if there is a reasonable possi
bility that it could lead to a material contingent liability or a material loss of
revenue.”

.14 The auditor should consider the effect of an illegal act on the amounts
presented in financial statements including contingent monetary effects, such
as fines, penalties and damages. Loss contingencies resulting from illegal acts
that may be required to be disclosed should be evaluated in the same manner
as other loss contingencies. Examples of loss contingencies that may arise from
an illegal act are: threat of expropriation of assets, enforced discontinuance of
operations in another country, and litigation.
.15 The auditor should evaluate the adequacy of disclosure in the finan
cial statements of the potential effects of an illegal act on the entity’s opera
tions. If material revenue or earnings are derived from transactions involving
illegal acts, or if illegal acts create significant unusual risks associated with
material revenue or earnings, such as loss of a significant business relation
ship, that information should be considered for disclosure.
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Implications for Audit
.16 The auditor should consider the implications of an illegal act in
relation to other aspects of the audit, particularly the reliability of repre
sentations of management. The implications of particular illegal acts will
depend on the relationship of the perpetration and concealment, if any, of the
illegal act to specific control procedures and the level of management or
employees involved.

Communication With the Audit Committee
.17 The auditor should assure himself that the audit committee, or others
with equivalent authority and responsibility, is adequately informed with
respect to illegal acts that come to the auditor’s attention.1 The auditor need
not communicate matters that are clearly inconsequential and may reach
agreement in advance with the audit committee on the nature of such matters
to be communicated. The communication should describe the act, the circum
stances of its occurrence, and the effect on the financial statements. Senior
management may wish to have its remedial actions communicated to the audit
committee simultaneously. Possible remedial actions include disciplinary ac
tion against involved personnel, seeking restitution, adoption of preventive or
corrective company policies, and modifications of specific control activities. If
senior management is involved in an illegal act, the auditor should communi
cate directly with the audit committee. The communication may be oral or
written. If the communication is oral, the auditor should document it.

Effect on the Auditor's Report
.18 If the auditor concludes that an illegal act has a material effect on the
financial statements, and the act has not been properly accounted for or
disclosed, the auditor should express a qualified opinion or an adverse opinion
on the financial statements taken as a whole, depending on the materiality of
the effect on the financial statements.

.19 If the auditor is precluded by the client from obtaining sufficient
competent evidential matter to evaluate whether an illegal act that could be
material to the financial statements has, or is likely to have, occurred, the
auditor generally should disclaim an opinion on the financial statements.

.20 If the client refuses to accept the auditor’s report as modified for the
circumstances described in paragraphs .18 and .19, the auditor should with
draw from the engagement and indicate the reasons for withdrawal in writing
to the audit committee or board of directors.
.21 The auditor may be unable to determine whether an act is illegal
because of limitations imposed by the circumstances rather than by the client
or because of uncertainty associated with interpretation of applicable laws or
regulations or surrounding facts. In these circumstances, the auditor should
consider the effect on his report.1
2
1 For entities that do not have audit committees, the phrase “others with equivalent authority
and responsibility” may include the board of directors, the board of trustees, or the owner in
owner-managed entities.

2 See section 508, Reports on Audited Financial Statements.
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Other Considerations in an Audit in Accordance With
Generally Accepted Auditing Standards
.22 In addition to the need to withdraw from the engagement, as de
scribed in paragraph .20, the auditor may conclude that withdrawal is neces
sary when the client does not take the remedial action that the auditor
considers necessary in the circumstances even when the illegal act is not
material to the financial statements. Factors that should affect the auditor’s
conclusion include the implications of the failure to take remedial action, which
may affect the auditor’s ability to rely on management representations, and the
effects of continuing association with the client. In reaching a conclusion on
such matters, the auditor may wish to consult with his own legal counsel.
.23 Disclosure of an illegal act to parties other than the client’s senior
management and its audit committee or board of directors is not ordinarily
part of the auditor’s responsibility, and such disclosure would be precluded by
the auditor’s ethical or legal obligation of confidentiality, unless the matter
affects his opinion on the financial statements. The auditor should recognize,
however, that in the following circumstances a duty to notify parties outside
the client may exist:3

a.

When the entity reports an auditor change under the appropriate
securities law on Form 8-K4

b.

To a successor auditor when the successor makes inquiries in accord
ance with section 315, Communications Between Predecessor and
Successor Auditors5

c.

In response to a subpoena

d.

To a funding agency or other specified agency in accordance with
requirements for the audits of entities that receive financial assis
tance from a government agency

Because potential conflicts with the auditor’s ethical and legal obligations for
confidentiality may be complex, the auditor may wish to consult with legal
counsel before discussing illegal acts with parties outside the client.

Responsibilities in Other Circumstances
.24 An auditor may accept an engagement that entails a greater respon
sibility for detecting illegal acts than that specified in this section. For exam
ple, a governmental unit may engage an independent auditor to perform an
audit in accordance with the Single Audit Act of 1984. In such an engagement,
the independent auditor is responsible for testing and reporting on the
governmental unit’s compliance with certain laws and regulations applicable
3 Auditors may be required, under certain circumstances, pursuant to the Private Securities
Litigation Reform Act of 1995 (codified in section 10A(b)l of the Securities Exchange Act of 1934) to
make a report to the Securities and Exchange Commission relating to an illegal act that has a
material effect on the financial statements. [Footnote added, July 1997, to reflect conforming changes
necessary due to the issuance of the Private Securities Litigation Reform Act of 1995.]
4 Disclosure to the Securities and Exchange Commission may be necessary if, among other
matters, the auditor withdraws because the board of directors has not taken appropriate remedial
action. Such failure may be a reportable disagreement on Form 8-K. [Footnote renumbered, July
1997, to reflect conforming changes necessary due to the issuance of the Private Securities Litigation
Reform Act of 1995.]

5 In accordance with section 315, communications between predecessor and successor auditors
require the specific permission of the client. [Footnote renumbered, July 1997, to reflect conforming
changes necessary due to the issuance of the Private Securities Litigation Reform Act of 1995.]
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to Federal financial assistance programs. Also, an independent auditor may
undertake a variety of other special engagements. For example, a corporation’s
board of directors or its audit committee may engage an auditor to apply
agreed-upon procedures and report on compliance with the corporation’s code
of conduct under the attestation standards.

Effective Date
.25 This section is effective for audits of financial statements for periods
beginning on or after January 1, 1989. Early application of the provisions of
this section is permissible.
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AU Section 9317

Illegal Acts by Clients: Auditing
Interpretations of Section 317
1.

Consideration of Internal Control in a Financial Statement Audit
and the Foreign Corrupt Practices Act

.01 Question—The second standard of field work requires the auditor to
obtain a sufficient understanding of internal control to plan the audit and to
determine the nature, timing, and extent of tests to be performed. Is the
auditor of an entity subject to the Securities Exchange Act of 1934 required,
because of the Foreign Corrupt Practices Act of 1977 and the provisions of
section 317, to expand his consideration of internal control beyond that which
is required by the second standard of field work?

.02 Interpretation—No. There is nothing in the Act or the related legisla
tive history that purports to alter the auditor’s duty to his client or the purpose
of his consideration of internal control. The Act creates express new duties only
for companies subject to the Securities Exchange Act of 1934, not for auditors.
[Issue Date: October, 1978.]
2.

Material Weaknesses in Internal Control and the Foreign Corrupt
Practices Act

.03 Question—What course of action should be followed by the auditor of
an entity subject to the internal accounting control provision of the Foreign
Corrupt Practices Act of 1977 to comply with section 317 when a material
weakness in internal control comes to his attention?

.04 Interpretation—The standards applied by an auditor in determining
a material weakness in internal control may differ from the standards for
determining a violation of the Act. Nevertheless, a specific material weakness
may ultimately be determined to be a violation and, hence, an illegal act.
Therefore, the auditor should inquire of the client’s management and consult
with the client’s legal counsel as to whether the material weakness is a
violation of the Act.

.05 In consultation with management and legal counsel, consideration
should be given to corrective action taken or in process. If management has
concluded that corrective action for a material weakness is not practicable,
consideration should be given to the reasons underlying that conclusion,
including management’s evaluation of the costs of correction in relation to the
expected benefit to be derived.1 If it is determined that there has been a
violation of the Act and appropriate consideration is not given to the violation,
the auditor should consider withdrawing from the current engagement or
1 The legislative history of the Act indicates that cost-benefit considerations are appropriate in
determining compliance with the accounting provisions of the Act. For example, the Senate commit
tee report stated that “the size of the business, diversity of operations, degree of centralization of
financial and operating management, amount of contact by top management with day-to-day opera
tions, and numerous other circumstances are factors which management must consider in estab
lishing and maintaining an internal accounting control system.”
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dissociating himself from any future relationship with the client (see section
317.22).
.06 A violation of the internal accounting control provision of the Act
would not, in and of itself, have a direct effect on amounts presented in audited
financial statements. However, the contingent monetary effect on an entity
ultimately determined to have willfully violated the internal accounting con
trol provision of the Act could be fines of up to $10,000 for the violation. The
auditor should consider the materiality of such contingent monetary effect in
relation to the audited financial statements taken as a whole. Other loss
contingencies, as defined by FASB Statement No. 5 [AC section C59], ordinar
ily would not result from a weakness in internal control which gives rise to such
a violation of the Act.
[Issue Date: October, 1978.]
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AU Section 319

Consideration of Internal Control in a
Financial Statement Audit
Source: SAS No. 55; SAS No. 78; SAS No. 94; PCAOB Release No. 2004-008.*
Effective for audits of financial statements for periods beginning on or after January

1, 1990, unless otherwise indicated.

Introduction
.01 This section provides guidance on the independent auditor’s consid
eration of an entity’s internal control in an audit of financial statements in
accordance with generally accepted auditing standards. It defines internal
control,1 describes the objectives and components of internal control, and
explains how an auditor should consider internal control in planning and
performing an audit. In particular, this section provides guidance about imple
menting the second standard of field work: “A sufficient understanding of
internal control is to be obtained to plan the audit and to determine the nature,
timing, and extent of tests to be performed.”

.02 In all audits, the auditor should obtain an understanding of internal
control sufficient to plan the audit by performing procedures to understand the
design of controls relevant to an audit of financial statements and determining
whether they have been placed in operation. In obtaining this understanding,
the auditor considers how an entity’s use of information technology (IT)*
2 and
1
manual procedures may affect controls relevant to the audit. The auditor then
assesses control risk for the relevant assertions embodied in the account
balance, transaction class, and disclosure components of the financial state
ments. Regardless of the assessed level of control risk, the auditor should
perform substantive procedures for all relevant assertions related to all signifi
cant accounts and disclosures in the financial statements.

Note: Refer to paragraphs 68-70 of PCAOB Auditing Standard No. 2
for discussion of identifying relevant financial statement assertions.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
*This section has been revised to reflect the amendments and conforming changes necessary due
to the issuance of Statement on Auditing Standards No. 78, effective for audits of financial state
ments for periods beginning on or after January 1, 1997. The amendments are made to recognize the
definition and description of internal control contained in Internal Control—Integrated Framework,
published by the Committee of Sponsoring Organizations of the Treadway Commission (COSO
Report). This section has also been amended to reflect the issuance of Statement on Auditing
Standards No. 94, effective for audits of financial statements for periods beginning on or after June
1, 2001. Earlier application is permissible.
1 Internal control also may be referred to as internal control structure.

2 Information technology (IT) encompasses automated means of originating, processing, storing,
and communicating information, and includes recording devices, communication systems, computer
systems (including hardware and software components and data), and other electronic devices. An
entity’s use of IT may be extensive; however, the auditor is primarily interested in the entity’s use of
IT to initiate, record, process, and report transactions or other financial data.
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.03 The auditor may determine that assessing control risk below the
maximum level3 for certain assertions would be effective and more efficient
than performing only substantive tests. In addition, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable level
by performing only substantive tests for one or more financial statement
assertions. In such circumstances, the auditor should obtain evidential matter
about the effectiveness of both the design and operation of controls to reduce
the assessed level of control risk. Such evidential matter may be obtained from
tests of controls planned and performed concurrent with or subsequent to
obtaining the understanding.4 Such evidential matter also may be obtained
from procedures that were not specifically planned as tests of controls but that
nevertheless provide evidential matter about the effectiveness of the design
and operation of the controls. For certain assertions, the auditor may desire to
further reduce the assessed level of control risk. In such cases, the auditor
considers whether evidential matter sufficient to support a further reduction
is likely to be available and whether performing additional tests of controls to
obtain such evidential matter would be efficient.
.04 Alternatively, the auditor may assess control risk at the maximum
level because he or she believes controls are unlikely to pertain to an assertion
or are unlikely to be effective, or because evaluating the effectiveness of
controls would be inefficient. However, the auditor needs to be satisfied that
performing only substantive tests would be effective in restricting detection
risk to an acceptable level. When evidence of an entity’s initiation, recording,
or processing of financial data exists only in electronic form, the auditor’s
ability to obtain the desired assurance only from substantive tests would
significantly diminish.

.05 The auditor uses the understanding of internal control and the as
sessed level of control risk in determining the nature, timing, and extent of
substantive tests for financial statement assertions.

Definition of Internal Control
.06 Internal control is a process—effected by an entity’s board of directors,
management, and other personnel—designed to provide reasonable assurance
regarding the achievement of objectives in the following categories: (a) reliabil
ity of financial reporting, (b) effectiveness and efficiency of operations, and (c)
compliance with applicable laws and regulations.
.07 Internal control consists of five interrelated components:
a.

Control environment sets the tone of an organization, influencing the
control consciousness of its people. It is the foundation for all other
components of internal control, providing discipline and structure.

b.

Risk assessment is the entity’s identification and analysis of relevant
risks to achievement of its objectives, forming a basis for determining
how the risks should be managed.

3 Control risk may be assessed in quantitative terms, such as percentages, or in nonquantitative
terms that range, for example, from a maximum to a minimum. The term maximum level is used in
this section to mean the greatest probability that a material misstatement that could occur in a
financial statement assertion will not be prevented or detected on a timely basis by an entity’s
internal control.
4 If the auditor is unable to obtain such evidential matter, he or she should consider the guidance
in section 326, Evidential Matter, paragraphs .14 and .25.
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c.

Control activities are the policies and procedures that help ensure
that management directives are carried out.

d.

Information and communication systems support the identification,
capture, and exchange of information in a form and time frame that
enable people to carry out their responsibilities.

e.

Monitoring is a process that assesses the quality of internal control
performance over time.

Relationship Between Objectives and Components
.08 There is a direct relationship between objectives, which are what an
entity strives to achieve, and components, which represent what is needed to
achieve the objectives. In addition, internal control is relevant to the entire
entity, or to any of its operating units or business functions. This relationship
is depicted as follows:
objectives

.09 Although an entity’s internal control addresses objectives in each of
the categories referred to in paragraph .06, not all of these objectives and
related controls are relevant to an audit of the entity’s financial statements.
Also, although internal control is relevant to the entire entity or to any of its
operating units or business functions, an understanding of internal control
relevant to each of the entity’s operating units and business functions may not
be necessary to plan and perform an effective audit.

Note: When performing an integrated audit of financial statements and
internal control over financial reporting, refer to Appendix B, “Additional
Performance Requirements and Directions; Extent-of-Testing Exam
ples,” of PCAOB Auditing Standard No. 2 for discussion of considerations
when a company has multiple locations or business units.
[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]

Financial Reporting Objective
.10 Generally, controls that are relevant to an audit pertain to the entity’s
objective of preparing financial statements for external purposes that are fairly
presented in conformity with generally accepted accounting principles or a
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comprehensive basis of accounting other than generally accepted accounting
principles.5

Operations and Compliance Objectives
.11 The controls relating to operations and compliance6 objectives may be
relevant to an audit if they pertain to data the auditor evaluates or uses in
applying auditing procedures. For example, controls pertaining to nonfinancial
data that the auditor uses in analytical procedures, such as production statis
tics, or pertaining to detecting noncompliance with laws and regulations that
may have a direct and material effect on the financial statements, such as
controls over compliance with income tax laws and regulations used to deter
mine the income tax provision, may be relevant to an audit.

.12 An entity generally has controls relating to objectives that are not
relevant to an audit and therefore need not be considered. For example,
controls concerning compliance with health and safety regulations or concern
ing the effectiveness and efficiency of certain management decision-making
processes (such as the appropriate price to charge for its products or whether
to make expenditures for certain research and development or advertising
activities), although important to the entity, ordinarily do not relate to a
financial statement audit. Similarly, an entity may rely on a sophisticated
system of automated controls to provide efficient and effective operations (such
as a commercial airline’s system of automated controls to maintain flight
schedules), but these controls ordinarily would not be relevant to the financial
statement audit and therefore need not be considered.

Safeguarding of Assets
.13 Internal control over safeguarding of assets against unauthorized
acquisition, use, or disposition may include controls relating to financial re
porting and operations objectives. This relationship is depicted as follows:
Safeguarding
of Assets

5 The term comprehensive basis ofaccounting other than generally accepted accounting principles
is defined in section 623, Special Reports, paragraph .04. Hereafter, reference to generally accepted
accounting principles in this section includes, where applicable, an other comprehensive basis of
accounting.
6 An auditor may need to consider controls relevant to compliance objectives when performing an
audit in accordance with section 801, Compliance Auditing Considerations in Audits of Governmental
Entities and Recipients of Governmental Financial Assistance.
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In obtaining an understanding of each of the components of internal control to
plan the audit, the auditor’s consideration of safeguarding controls is generally
limited to those relevant to the reliability of financial reporting. For example,
use of a lockbox system for collecting cash or access controls, such as passwords,
that limit access to the data and programs that process cash disbursements
may be relevant to a financial statement audit. Conversely, controls to prevent
the excess use of materials in production generally are not relevant to a
financial statement audit.

Application of Components to a Financial
Statement Audit
.14 The division of internal control into five components provides a useful
framework for auditors to consider the impact of an entity’s internal control in
an audit. However, it does not necessarily reflect how an entity considers and
implements internal control. Also, the auditor’s primary consideration is
whether a specific control affects financial statement assertions rather than its
classification into any particular component. Controls relevant to the audit are
those that individually or in combination with others are likely to prevent or
detect material misstatements in financial statement assertions. Such controls
may exist in any of the five components.

.15 The five components of internal control are applicable to the audit of
every entity. The components should be considered in the context of—
•

The entity’s size.

•

The entity’s organization and ownership characteristics.

•

The nature of the entity’s business.

•

The diversity and complexity of the entity’s operations.

•

Applicable legal and regulatory requirements.

•

The nature and complexity of the systems that are part of the entity’s
internal control, including the use of service organizations.7

Effect of Information Technology on Internal Control
.16 An entity’s use of IT may affect any of the five components of internal
control relevant to the achievement of the entity’s financial reporting, opera
tions, or compliance objectives, and its operating units or business functions.
For example, an entity may use IT as part of discrete systems that support only
particular business units, functions, or activities, such as a unique accounts
receivable system for a particular business unit or a system that controls the
operation of factory equipment. Alternatively, an entity may have complex, highly
integrated systems that share data and that are used to support all aspects of the
entity’s financial reporting, operations, and compliance objectives.
.17 The use of IT also affects the fundamental manner in which transac
tions are initiated, recorded, processed, and reported.8 In a manual system, an
7 See section 324, Service Organizations, for guidance if an entity obtains services that are part
of its information system from another organization.

8 Paragraph 12 of the appendix [paragraph .110] defines initiation, recording, processing, and
reporting as used throughout this section.
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entity uses manual procedures and records in paper format (for example,
individuals may manually record sales orders on paper forms or journals,
authorize credit, prepare shipping reports and invoices, and maintain accounts
receivable records). Controls in such a system also are manual and may include
such procedures as approvals and reviews of activities, and reconciliations and
follow-up of reconciling items. Alternatively, an entity may have information
systems that use automated procedures to initiate, record, process, and report
transactions, in which case records in electronic format replace such paper
documents as purchase orders, invoices, shipping documents, and related
accounting records. Controls in systems that use IT consist of a combination of
automated controls (for example, controls embedded in computer programs)
and manual controls. Further, manual controls may be independent of IT, may
use information produced by IT, or may be limited to monitoring the effective
functioning of IT and of automated controls, and to handling exceptions. An
entity’s mix of manual and automated controls varies with the nature and
complexity of the entity’s use of IT.
.18 IT provides potential benefits of effectiveness and efficiency for an
entity’s internal control because it enables an entity to—

•

Consistently apply predefined business rules and perform complex
calculations in processing large volumes of transactions or data.

•

Enhance the timeliness, availability, and accuracy of information.

•

Facilitate the additional analysis of information.

•

Enhance the ability to monitor the performance of the entity’s activi
ties and its policies and procedures.

•

Reduce the risk that controls will be circumvented.

•

Enhance the ability to achieve effective segregation of duties by
implementing security controls in applications, databases, and oper
ating systems.

.19 IT also poses specific risks to an entity’s internal control, including—

•

Reliance on systems or programs that are inaccurately processing
data, processing inaccurate data, or both.

•

Unauthorized access to data that may result in destruction of data or
improper changes to data, including the recording of unauthorized or
nonexistent transactions or inaccurate recording of transactions.

•

Unauthorized changes to data in master files.

•

Unauthorized changes to systems or programs.

•

Failure to make necessary changes to systems or programs.

•

Inappropriate manual intervention.

•

Potential loss of data.

.20 The extent and nature of these risks to internal control vary depend
ing on the nature and characteristics of the entity’s information system. For
example, multiple users, either external or internal, may access a common
database of information that affects financial reporting. In such circumstances,
a lack of control at a single user entry point might compromise the security of
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the entire database, potentially resulting in improper changes to or destruction
of data. When IT personnel or users are given, or can gain, access privileges
beyond those necessary to perform their assigned duties, a breakdown in
segregation of duties can occur. This could result in unauthorized transactions
or changes to programs or data that affect the financial statements. Therefore,
the nature and characteristics of an entity’s use of IT in its information system
affect the entity’s internal control.

Limitations of an Entity's Internal Control
.21 Internal control, no matter how well designed and operated, can
provide only reasonable assurance of achieving an entity’s control objectives.
The likelihood of achievement is affected by limitations inherent to internal
control. These include the realities that human judgment in decision-making
can be faulty and that breakdowns in internal control can occur because of
human failures such as simple errors or mistakes. For example, errors may
occur in designing, maintaining, or monitoring automated controls. If an
entity’s IT personnel do not completely understand how an order entry system
processes sales transactions, they may erroneously design changes to the
system to process sales for a new line of products. On the other hand, such
changes may be correctly designed but misunderstood by individuals who
translate the design into program code. Errors also may occur in the use of
information produced by IT. For example, automated controls may be designed
to report transactions over a specified dollar limit for management review, but
individuals responsible for conducting the review may not understand the
purpose of such reports and, accordingly, may fail to review them or investigate
unusual items.

.22 Additionally, controls, whether manual or automated, can be circum
vented by the collusion of two or more people or inappropriate management
override of internal control. For example, management may enter into side
agreements with customers that alter the terms and conditions of the entity’s
standard sales contract in ways that would preclude revenue recognition. Also,
edit routines in a software program that are designed to identify and report
transactions that exceed specified credit limits may be overridden or disabled.
.23 Internal control is influenced by the quantitative and qualitative
estimates and judgments made by management in evaluating the cost-benefit
relationship of an entity’s internal control. The cost of an entity’s internal
control should not exceed the benefits that are expected to be derived. Although
the cost-benefit relationship is a primary criterion that should be considered in
designing internal control, the precise measurement of costs and benefits
usually is not possible.
.24 Custom, culture, and the corporate governance system may inhibit
fraud, but they are not absolute deterrents. An effective control environment,
too, may help reduce the risk of fraud. For example, an effective board of
directors, audit committee, and internal audit function may constrain im
proper conduct by management. Alternatively, the control environment may
reduce the effectiveness of other components. For example, when the nature of
management incentives increases the risk of material misstatement of finan
cial statements, the effectiveness of control activities may be reduced.

Obtaining an Understanding of Internal Control
.25 In all audits, the auditor should obtain an understanding of each of
the five components of internal control sufficient to plan the audit. A sufficient
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understanding is obtained by performing procedures to understand the design
of controls relevant to an audit of financial statements and determining
whether they have been placed in operation. In planning the audit, such
knowledge should be used to—

•

Identify types of potential misstatement.

•

Consider factors that affect the risk of material misstatement.

•

Design tests of controls, when applicable. Paragraphs .65 through .69
of this section discuss factors the auditor considers in determining
whether to perform tests of controls.

•

Design substantive tests.

.26 The nature, timing, and extent of procedures the auditor chooses to
perform to obtain the understanding will vary depending on the size and
complexity of the entity, previous experience with the entity, the nature of the
specific controls used by the entity including the entity’s use of IT, the nature
and extent of changes in systems and operations, and the nature of the entity’s
documentation of specific controls. For example, the understanding of risk
assessment needed to plan an audit for an entity operating in a relatively
stable environment may be limited. Also, the understanding of monitoring
needed to plan an audit for a small, noncomplex entity may be limited.
Similarly, the auditor may need only a limited understanding of control
activities to plan an audit for a noncomplex entity that has significant ownermanager approval and review of transactions and accounting records. On the
other hand, the auditor may need a greater understanding of control activities
to plan an audit for an entity that has a large volume of revenue transactions
and that relies on IT to measure and bill for services based on a complex,
frequently changing rate structure.
.27 Whether a control has been placed in operation at a point in time is
different from its operating effectiveness over a period of time. In obtaining
knowledge about whether controls have been placed in operation, the auditor
determines that the entity is using them. Operating effectiveness, on the other
hand, is concerned with how the control (whether manual or automated) was
applied, the consistency with which it was applied, and by whom it was applied.
The auditor determines whether controls have been placed in operation as part
of the understanding of internal control necessary to plan the audit. The
auditor evaluates the operating effectiveness of controls as part of assessing
control risk, as discussed in paragraphs .62 through .83 of this section. Al
though understanding internal control and assessing control risk are discussed
separately in this section, they may be performed concurrently in an audit.
Furthermore, some of the procedures performed to obtain the understanding
may provide evidential matter about the operating effectiveness of controls
relevant to certain assertions.

.28 The auditor’s understanding of internal control may sometimes raise
doubts about the auditability of an entity’s financial statements. Concerns
about the integrity of the entity’s management may be so serious as to cause
the auditor to conclude that the risk of management misrepresentation in the
financial statements is such that an audit cannot be conducted. Concerns about
the nature and extent of an entity’s records may cause the auditor to conclude
that it is unlikely that sufficient competent evidential matter will be available
to support an opinion on the financial statements.
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Understanding of Internal Control Necessary to Plan the Audit
.29 In making a judgment about the understanding of internal control
necessary to plan the audit, the auditor considers the knowledge obtained from
other sources about the types of misstatement that could occur, the risk that
such misstatements may occur, and the factors that influence the design of
tests of controls, when applicable, and substantive tests. Other sources of such
knowledge include information from previous audits and the auditor’s under
standing of the industry and market in which the entity operates. The auditor
also considers his or her assessment of inherent risk, judgments about materi
ality, and the complexity and sophistication of the entity’s operations and
systems, including the extent to which the entity relies on manual controls or
on automated controls.
.30 In making a judgment about the understanding of internal control
necessary to plan the audit, the auditor also considers IT risks that could result
in misstatements. For example, if an entity uses IT to perform complex
calculations, the entity receives the benefit of having the calculations consis
tently performed. However, the use of IT also presents risks, such as the risk
that improperly authorized, incorrectly defined, or improperly implemented
changes to the system or programs performing the calculations, or to related
program tables or master files, could result in consistently performing those
calculations inaccurately. As an entity’s operations and systems become more
complex and sophisticated, it becomes more likely that the auditor would need
to increase his or her understanding of the internal control components to
obtain the understanding necessary to design tests of controls, when applica
ble, and substantive tests.
.31 The auditor should consider whether specialized skills are needed for
the auditor to determine the effect of IT on the audit, to understand the IT
controls, or to design and perform tests of IT controls or substantive tests. A
professional possessing IT skills may be either on the auditor’s staff or an
outside professional. In determining whether such a professional is needed on
the audit team, the auditor considers factors such as the following:

•

The complexity of the entity’s systems and IT controls and the manner
in which they are used in conducting the entity’s business

•

The significance of changes made to existing systems, or the imple
mentation of new systems

•

The extent to which data is shared among systems

•

The extent of the entity’s participation in electronic commerce

•

The entity’s use of emerging technologies

•

The significance of audit evidence that is available only in electronic
form

.32 Procedures that the auditor may assign to a professional possessing
IT skills include inquiring of an entity’s IT personnel how data and transac
tions are initiated, recorded, processed, and reported and how IT controls are
designed; inspecting systems documentation; observing the operation of IT
controls; and planning and performing tests of IT controls. If the use of a
professional possessing IT skills is planned, the auditor should have sufficient
IT-related knowledge to communicate the audit objectives to the professional,
to evaluate whether the specified procedures will meet the auditor’s objectives,
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and to evaluate the results of the procedures as they relate to the nature,
timing, and extent of other planned audit procedures.9

.33 Paragraphs .34 through .57 of this section provide an overview of the
five internal control components and the auditor’s understanding of the com
ponents relating to a financial statement audit. A more detailed discussion of
these components is provided in the appendix [paragraph .110].

Control Environment

.34 The control environment sets the tone of an organization, influencing
the control consciousness of its people. It is the foundation for all other
components of internal control, providing discipline and structure. Control
environment factors include the following:
a.

Integrity and ethical values

b.

Commitment to competence

c.

Board of directors or audit committee participation

d.

Management’s philosophy and operating style

e.

Organizational structure

f.

Assignment of authority and responsibility

g.

Human resource policies and practices

.35 The auditor should obtain sufficient knowledge of the control environ
ment to understand management’s and the board of directors’ attitude, aware
ness, and actions concerning the control environment, considering both the
substance of controls and their collective effect. The auditor should concentrate
on the substance of controls rather than their form, because controls may be
established but not acted upon. For example, management may establish a
formal code of conduct but act in a manner that condones violations of that
code.

.36 When obtaining an understanding of the control environment, the
auditor considers the collective effect on the control environment of strengths
and weaknesses in various control environment factors. Management’s
strengths and weaknesses may have a pervasive effect on internal control. For
example, owner-manager controls may mitigate a lack of segregation of duties
in a small business, or an active and independent board of directors may
influence the philosophy and operating style of senior management in larger
entities. Alternatively, management’s failure to commit sufficient resources to
address security risks presented by IT may adversely affect internal control by
allowing improper changes to be made to computer programs or to data, or by
allowing unauthorized transactions to be processed. Similarly, human re
source policies and practices directed toward hiring competent financial, ac
counting, and IT personnel may not mitigate a strong bias by top management
to overstate earnings.

Risk Assessment
.37 An entity’s risk assessment for financial reporting purposes is its
identification, analysis, and management of risks relevant to the preparation
of financial statements that are fairly presented in conformity with generally
accepted accounting principles. For example, risk assessment may address how
the entity considers the possibility of unrecorded transactions or identifies and
9 See section 311, Planning and Supervision, paragraph .10.
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analyzes significant estimates recorded in the financial statements. Risks relevant
to reliable financial reporting also relate to specific events or transactions.
.38 Risks relevant to financial reporting include external and internal
events and circumstances that may occur and adversely affect an entity’s
ability to initiate, record, process, and report financial data consistent with the
assertions of management in the financial statements.10 Risks can arise or
change due to circumstances such as the following:

•

Changes in operating environment

•

New personnel

•

New or revamped information systems

•

Rapid growth

•

New technology

•

New business models, products, or activities

•

Corporate restructurings

•

Expanded foreign operations

•

New accounting pronouncements

.39 The auditor should obtain sufficient knowledge of the entity’s risk
assessment process to understand how management considers risks relevant
to financial reporting objectives and decides about actions to address those
risks. This knowledge might include understanding how management identi
fies risks, estimates the significance of the risks, assesses the likelihood of their
occurrence, and relates them to financial reporting. The use of IT may be an
important element in an entity’s risk assessment process, including providing
timely information to facilitate the identification and management of risks.
.40 An entity’s risk assessment differs from the auditor’s consideration of
audit risk in a financial statement audit. The purpose of an entity’s risk
assessment is to identify, analyze, and manage risks that affect entity objec
tives. In a financial statement audit, the auditor assesses inherent and control
risks to evaluate the likelihood that material misstatements could occur in the
financial statements.

Control Activities
.41 Control activities are the policies and procedures that help ensure
that management directives are carried out. They help ensure that necessary
actions are taken to address risks to achievement of the entity’s objectives.
Control activities, whether automated or manual, have various objectives and
are applied at various organizational and functional levels. Generally, control
activities that may be relevant to an audit may be categorized as policies and
procedures that pertain to the following:

•

Performance reviews

•

Information processing

•

Physical controls

•

Segregation of duties

10 These assertions are discussed in section 326.
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.42 The auditor should obtain an understanding of those control activities
relevant to planning the audit. As the auditor obtains an understanding of the
other components, he or she is also likely to obtain knowledge about some
control activities. For example, in obtaining an understanding of the docu
ments, records, and processing steps in the financial reporting information
system that pertain to cash, the auditor is likely to become aware of whether
bank accounts are reconciled. The auditor should consider the knowledge about
the presence or absence of control activities obtained from the understanding
of the other components in determining whether it is necessary to devote
additional attention to obtaining an understanding of control activities to plan
the audit. Ordinarily, audit planning does not require an understanding of the
control activities related to each account balance, transaction class, and disclo
sure component in the financial statements or to every assertion relevant to
them.

Note: For purposes of evaluating the effectiveness of internal control
over financial reporting, the auditor’s understanding of control activi
ties encompasses a broader range of accounts and disclosures than
what is normally obtained in a financial statement audit.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
.43 The auditor should obtain an understanding of how IT affects control
activities that are relevant to planning the audit. Some entities and auditors
may view the IT control activities in terms of application controls and general
controls. Application controls apply to the processing of individual applica
tions. Accordingly, application controls relate to the use of IT to initiate, record,
process, and report transactions or other financial data. These controls help
ensure that transactions occurred, are authorized, and are completely and
accurately recorded and processed. Examples include edit checks of input data,
numerical sequence checks, and manual follow-up of exception reports.
.44 Application controls may be performed by IT (for example, automated
reconciliation of subsystems) or by individuals. When application controls are
performed by people interacting with IT, they may be referred to as user
controls. The effectiveness of user controls, such as reviews of computer-pro
duced exception reports or other information produced by IT, may depend on
the accuracy of the information produced. For example, a user may review an
exception report to identify credit sales over a customer’s authorized credit
limit without performing procedures to verify its accuracy. In such cases, the
effectiveness of the user control (that is, the review of the exception report)
depends on both the effectiveness of the user review and the accuracy of the
information in the report produced by IT.
.45 General controls are policies and procedures that relate to many
applications and support the effective functioning of application controls by
helping to ensure the continued proper operation of information systems.
General controls commonly include controls over data center and network
operations; system software acquisition and maintenance; access security; and
application system acquisition, development, and maintenance.
.46 The use of IT affects the way that control activities are implemented.
For example, when IT is used in an information system, segregation of duties
often is achieved by implementing security controls.

Information and Communication
.47 The information system relevant to financial reporting objectives,
which includes the accounting system, consists of the procedures, whether
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automated or manual, and records established to initiate, record, process, and
report entity transactions (as well as events and conditions) and to maintain
accountability for the related assets, liabilities, and equity. The quality of
system-generated information affects management’s ability to make appropri
ate decisions in controlling the entity’s activities and to prepare reliable
financial reports.

.48 Communication involves providing an understanding of individual
roles and responsibilities pertaining to internal control over financial report
ing.
.49 The auditor should obtain sufficient knowledge of the information
system relevant to financial reporting to understand—

•

The classes of transactions in the entity’s operations that are signifi
cant to the financial statements.

•

The procedures, both automated and manual, by which transactions
are initiated, recorded, processed, and reported from their occurrence
to their inclusion in the financial statements.

•

The related accounting records, whether electronic or manual, sup
porting information, and specific accounts in the financial statements
involved in initiating, recording, processing, and reporting transac
tions.

•

How the information system captures other events and conditions that
are significant to the financial statements.

•

The financial reporting process used to prepare the entity’s financial
statements, including significant accounting estimates and disclo
sures.

.50 When IT is used to initiate, record, process, or report transactions or
other financial data for inclusion in financial statements, the systems and
programs may include controls related to the corresponding assertions for
significant accounts or may be critical to the effective functioning of manual
controls that depend on IT.
.51 In obtaining an understanding of the financial reporting process, the
auditor should understand the automated and manual procedures an entity
uses to prepare financial statements and related disclosures, and how mis
statements may occur. Such procedures include—

•

The procedures used to enter transaction totals into the general ledger.
In some information systems, IT may be used to automatically transfer
such information from transaction processing systems to general
ledger or financial reporting systems. The automated processes and
controls in such systems may reduce the risk of inadvertent error but
do not overcome the risk that individuals may inappropriately over
ride such automated processes, for example, by changing the amounts
being automatically passed to the general ledger or financial reporting
system. Furthermore, in planning the audit, the auditor should be
aware that when IT is used to automatically transfer information
there may be little or no visible evidence of such intervention in the
information systems.

•

The procedures used to initiate, record, and process journal entries in
the general ledger. An entity’s financial reporting process used to
prepare the financial statements typically includes the use of standard
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journal entries that are required on a recurring basis to record trans
actions such as monthly sales, purchases, and cash disbursements, or
to record accounting estimates that are periodically made by manage
ment such as changes in the estimate of uncollectible accounts receiv
able. An entity’s financial reporting process also includes the use of
nonstandard journal entries to record nonrecurring or unusual trans
actions or adjustments such as a business combination or disposal, or
a nonrecurring estimate such as an asset impairment. In manual,
paper-based general ledger systems, such journal entries may be
identified through inspection of ledgers, journals, and supporting
documentation. However, when IT is used to maintain the general
ledger and prepare financial statements, such entries may exist only
in electronic form and may be more difficult to identify through
physical inspection of printed documents.

•

Other procedures used to record recurring and nonrecurring adjust
ments to the financial statements. These are procedures that are not
reflected in formal journal entries, such as consolidating adjustments,
report combinations, and reclassifications.

.52 The auditor also should obtain sufficient knowledge of the means the
entity uses to communicate financial reporting roles and responsibilities and
significant matters relating to financial reporting.

Monitoring
.53 An important management responsibility is to establish and maintain
internal control. Management monitors controls to consider whether they are
operating as intended and that they are modified as appropriate for changes in
conditions.

.54 Monitoring is a process that assesses the quality of internal control
performance over time. It involves assessing the design and operation of
controls on a timely basis and taking necessary corrective actions. This process
is accomplished through ongoing activities, separate evaluations, or a combi
nation of the two. In many entities, internal auditors or personnel performing
similar functions contribute to the monitoring of an entity’s activities. Moni
toring activities may include using information from communications from
external parties such as customer complaints and regulator comments that
may indicate problems or highlight areas in need of improvement. In many
entities, much of the information used in monitoring may be produced by the
entity’s information system. If management assumes that data used for moni
toring are accurate without having a basis for that assumption, errors may
exist in the information, potentially leading management to incorrect conclu
sions from its monitoring activities.
.55 The auditor should obtain sufficient knowledge of the major types of
activities the entity uses to monitor internal control over financial reporting,
including the source of the information related to those activities, and how
those activities are used to initiate corrective actions. When obtaining an
understanding of the internal audit function, the auditor should follow the
guidance in section 322, The Auditor’s Consideration of the Internal Audit
Function in an Audit of Financial Statements, paragraphs .04 through .08.

Application to Small and Midsized Entities
.56 The way in which the objectives of internal control are achieved will
vary based on an entity’s size and complexity, among other considerations.
Specifically, small and midsized entities may use less formal means to ensure
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that internal control objectives are achieved. For example, smaller entities
with active management involvement in the financial reporting process may
not have extensive descriptions of accounting procedures, sophisticated infor
mation systems, or written policies. Smaller entities may not have a written
code of conduct but, instead, develop a culture that emphasizes the importance
of integrity and ethical behavior through oral communication and by manage
ment example. Similarly, smaller entities may not have an independent or
outside member on their board of directors.

.57 When small or midsized entities are involved in complex transactions
or are subject to legal and regulatory requirements also found in larger
entities, more formal means of ensuring that internal control objectives are
achieved may be present. Also, small and midsized entities may use IT in
various ways to achieve their objectives. For example, a small entity may use
sophisticated applications of IT as part of its information system. The impact
of IT on an entity’s internal control is related more to the nature and complex
ity of the systems in use than to the entity’s size.

Procedures to Obtain Understanding
.58 In obtaining an understanding of controls that are relevant to audit
planning, the auditor should perform procedures to obtain sufficient knowl
edge about the design of the relevant controls pertaining to each of the five
internal control components and determine whether they have been placed in
operation. This knowledge is ordinarily obtained through previous experience
with the entity and procedures such as inquiries of appropriate management,
supervisory, and staff personnel; inspection of entity documents and records;
and observation of entity activities and operations. The nature and extent of
the procedures performed generally vary from entity to entity and are influ
enced by the size and complexity of the entity, the auditor’s previous experi
ence with the entity, the nature of the particular control, and the nature of the
entity’s documentation of specific controls.

.59 For example, the auditor’s prior experience with the entity may
provide an understanding of its classes of transactions. Inquiries of appropri
ate entity personnel and inspection of documents and records, such as source
documents, journals, and ledgers, may provide an understanding of the ac
counting records. Similarly, in obtaining an understanding of the design of
automated controls and determining whether they have been placed in opera
tion, the auditor may make inquiries of appropriate entity personnel and
inspect relevant systems documentation, reports (for example, exception re
ports or reports evidencing the processing of transactions or application of
other controls), or other documents.
.60 The auditor’s assessments of inherent risk and judgments about
materiality for various account balances and transaction classes also affect the
nature and extent of the procedures performed to obtain the understanding.
For example, the auditor may conclude that planning the audit of the prepaid
insurance account does not require specific procedures to be included in obtain
ing the understanding Of internal control.

Documenting the Understanding
.61 The auditor should document the understanding of the entity’s inter
nal control components obtained to plan the audit. The form and extent of this
documentation is influenced by the nature and complexity of the entity’s
controls. For example, documentation of the understanding of internal control
of a complex information system in which a large volume of transactions are
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electronically initiated, recorded, processed, or reported may include flow
charts, questionnaires, or decision tables. For an information system making
limited or no use of IT or for which few transactions are processed (for example,
long-term debt), documentation in the form of a memorandum may be suffi
cient. Generally, the more complex the entity’s internal control and the more
extensive the procedures performed by the auditor, the more extensive the
auditor’s documentation should be.

Assessing Control Risk
.62 Section 326, Evidential Matter, states that most of the independent
auditor’s work in forming an opinion on financial statements consists of
obtaining and evaluating evidential matter concerning the assertions in such
financial statements. These assertions are embodied in the account balance,
transaction class, and disclosure components of financial statements and are
classified according to the following broad categories:

•

Existence or occurrence

•

Completeness

•

Rights and obligations

•

Valuation or allocation

•

Presentation and disclosure

In planning and performing an audit, an auditor considers these assertions in
the context of their relationship to a specific account balance or class of
transactions.
.63 The risk of material misstatement11 in financial statement assertions
consists of inherent risk, control risk, and detection risk. Inherent risk is the
susceptibility of an assertion to a material misstatement assuming there are
no related controls. Control risk is the risk that a material misstatement that
could occur in an assertion will not be prevented or detected on a timely basis
by the entity’s internal control. Detection risk is the risk that the auditor will
not detect a material misstatement that exists in an assertion.

.64 Assessing control risk is the process of evaluating the effectiveness of
an entity’s internal control in preventing or detecting material misstatements
in the financial statements. Control risk should be assessed in terms of
financial statement assertions.
.65 After obtaining the understanding of internal control, the auditor
may assess control risk at the maximum level11
12 for some or all assertions
because he or she believes controls are unlikely to pertain to an assertion or
are unlikely to be effective, or because evaluating the effectiveness of controls
would be inefficient. However, the auditor needs to be satisfied that performing
only substantive tests would be effective in restricting detection risk to an
acceptable level. For example, the auditor may determine that performing only
substantive tests would be effective and more efficient than performing tests
of controls for assertions related to fixed assets and to long-term debt in an
11 For purposes of this section, a material misstatement in a financial statement assertion is a
misstatement whether caused by error or fraud as discussed infection 312, Audit Risk and Material
ity in Conducting an Audit, that either individually or when aggregated with other misstatements in
other assertions would be material to the financial statements taken as a whole.

12 See footnote 3.
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entity where a limited number of transactions are related to those financial
statement components, and when the auditor can readily obtain corroborating
evidence in the form of documents and confirmations. In circumstances where
the auditor is performing only substantive tests in restricting detection risk to
an acceptable level and where the information used by the auditor to perform
such substantive tests is produced by the entity’s information system, the
auditor should obtain evidence about the accuracy and completeness of the
information.
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, if the auditor assesses
control risk as other than low for certain assertions or significant
accounts, the auditor should document the reasons for that conclusion.
[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]

.66 In other circumstances, the auditor may determine that assessing
control risk below the maximum level for certain assertions would be effective
and more efficient than performing only substantive tests. In addition, the
auditor may determine that it is not practical or possible to restrict detection
risk to an acceptable level by performing only substantive tests for one or more
financial statement assertions. In such circumstances, the auditor should
obtain evidential matter about the effectiveness of both the design and opera
tion of controls to reduce the assessed level of control risk.13

.67 In determining whether assessing control risk at the maximum level
or at a lower level would be an effective approach for specific assertions, the
auditor should consider—
•

The nature of the assertion.

•

The volume of transactions or data related to the assertion.

•

The nature and complexity of the systems, including the use of IT, by
which the entity processes and controls information supporting the
assertion.

•

The nature of the available evidential matter, including audit evidence
that is available only in electronic form.

.68 In circumstances where a significant amount of information support
ing one or more financial statement assertions is electronically initiated,
recorded, processed, or reported, the auditor may determine that it is not
possible to design effective substantive tests that by themselves would provide
sufficient evidence that the assertions are not materially misstated. For such
assertions, significant audit evidence may be available only in electronic form.
In such cases, its competence and sufficiency as evidential matter usually
depend on the effectiveness of controls over its accuracy and completeness.
Furthermore, the potential for improper initiation or alteration of information
to occur and not be detected may be greater if information is initiated, re
corded, processed, or reported only in electronic form and appropriate controls
are not operating effectively. In such circumstances, the auditor should perform
tests of controls to gather evidential matter to use in assessing control risk.
13 See footnote 4.
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.69 Examples of situations where the auditor may find it impossible to
design effective substantive tests that by themselves would provide sufficient
evidence that certain assertions are not materially misstated include the
following:

•

An entity that conducts business using IT to initiate orders for goods
based on predetermined decision rules and to pay the related payables
based on system-generated information regarding receipt of goods. No
other documentation of orders or goods received is produced or main
tained.

•

An entity that provides electronic services to customers (for example,
an Internet service provider or a telephone company) and uses IT to
log services provided to users, initiate bills for the services, process the
billing transactions, and automatically record such amounts in elec
tronic accounting records that are used to produce the financial state
ments.

Assessing Control Risk Below the Maximum Level
.70 Assessing control risk below the maximum level involves14

•

Identifying specific controls relevant to specific assertions,

•

Performing tests of controls.

•

Concluding on the assessed level of control risk.

Identifying Specific Controls Relevant to Specific Assertions

.71 The auditor’s understanding about internal control should be used to
identify the types of potential misstatements that could occur and to consider
factors that affect the risk of material misstatement. In assessing control risk,
the auditor should identify the controls that are likely to prevent or detect
material misstatement in specific assertions. In identifying controls relevant
to specific financial statement assertions, the auditor should consider that the
controls can have either a pervasive effect on many assertions or a specific
effect on an individual assertion, depending on the nature of the particular
internal control component involved. For example, the conclusion that an
entity’s control environment is highly effective may influence the auditor’s
decision about the number of an entity’s locations at which auditing procedures
are to be performed or whether to perform certain auditing procedures for some
account balances or transaction classes at an interim date. Either decision
affects the way in which auditing procedures are applied to specific assertions,
even though the auditor may not have specifically considered each individual
assertion that is affected by such decisions.

.72 Conversely, some control activities may have a specific effect on an
individual assertion embodied in a particular account balance or transaction
class. For example, the control activities that an entity established to ensure
that its personnel are properly counting and recording the annual physical
inventory relate directly to the existence assertion for the inventory account
balance.
14 Section 324 describes reports that an auditor may obtain that may assist in identifying
controls relevant to specific assertions and obtaining evidential matter regarding their operating
effectiveness when an entity uses a service organization.
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.73 Controls can be either directly or indirectly related to an assertion.
The more indirect the relationship, the less effective that control may be in
reducing control risk for that assertion. For example, a sales manager’s review
of a summary of sales activity for specific stores by region ordinarily is
indirectly related to the completeness assertion for sales revenue. Accordingly,
it may be less effective in reducing control risk for that assertion than controls
more directly related to that assertion, such as matching shipping documents
with billing documents.
.74 General controls relate to many applications and support the effective
functioning of application controls by helping to ensure the continued proper
operation of information systems. The auditor should consider the need to
identify not only application controls directly related to one or more assertions,
but also relevant general controls.

Performing Tests of Controls
.75 Procedures directed toward evaluating the effectiveness of the design
of a control are concerned with whether that control is suitably designed to
prevent or detect material misstatements in specific financial statement asser
tions. Procedures to obtain such evidential matter ordinarily include inquiries
of appropriate entity personnel; inspection of documents, reports, or electronic
files; and observation of the application of specific controls. For entities with
complex internal control, the auditor should consider the use of flowcharts,
questionnaires, or decision tables to facilitate the application of procedures
directed toward evaluating the effectiveness of the design of a control.

.76 Procedures to obtain evidential matter about the effectiveness of the
operation of a control are referred to as tests of controls (paragraphs .90
through .104 of this section discuss characteristics of evidential matter to
consider when performing tests of controls). Tests of controls directed toward
the operating effectiveness of a control are concerned with how the control
(whether manual or automated) was applied, the consistency with which it was
applied during the audit period, and by whom it was applied. These tests
ordinarily include procedures such as inquiries of appropriate entity person
nel; inspection of documents, reports, or electronic files, indicating perform
ance of the control; observation of the application of the control; and
reperformance of the application of the control by the auditor. In some circum
stances, a specific procedure may address the effectiveness of both design and
operation. However, a combination of procedures may be necessary to evaluate
the effectiveness of the design or operation of a control.
.77 In designing tests of automated controls, the auditor should consider
the need to obtain evidence supporting the effective operation of controls
directly related to the assertions as well as other indirect controls on which
these controls depend. For example, the auditor may identify a “user review of
an exception report of credit sales over a customer’s authorized credit limit” as
a direct control related to an assertion. In such cases, the auditor should
consider the effectiveness of the user review of the report and also the controls
related to the accuracy of the information in the report (for example, the
general controls).
.78 Because of the inherent consistency of IT processing, the auditor may
be able to reduce the extent of testing of an automated control. For example, a
programmed application control should function consistently unless the pro
gram (including the tables, files, or other permanent data used by the program)
is changed. Once the auditor determines that an automated control is function
ing as intended (which could be done at the time the control is initially
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implemented or at some other date), the auditor should consider performing
tests to determine that the control continues to function effectively. Such tests
might include determining that changes to the program are not made without
being subject to the appropriate program change controls, that the authorized
version of the program is used for processing transactions, and that other
relevant general controls are effective. Such tests also might include determin
ing that changes to the programs have not been made, as may be the case when
the entity uses packaged software applications without modifying or maintain
ing them.

.79 To test automated controls, the auditor may need to use techniques
that are different from those used to test manual controls. For example,
computer-assisted audit techniques may be used to test automated controls or
data related to assertions. Also, the auditor may use other automated tools or
reports produced by IT to test the operating effectiveness of general controls,
such as program change controls, access controls, and system software con
trols. The auditor should consider whether specialized skills are needed to
design and perform such tests of controls.
Concluding on the Assessed Level of Control Risk

.80 The conclusion reached as a result of assessing control risk is referred
to as the assessed level of control risk. In determining the evidential matter
necessary to support an assessed level of control risk below the maximum level,
the auditor should consider the characteristics of evidential matter about
control risk discussed in paragraphs .90 through .104. Generally, however, the
lower the assessed level of control risk, the greater the assurance the evidential
matter must provide that the controls relevant to an assertion are designed
and operating effectively.

.81 The auditor uses the assessed level of control risk (together with the
assessed level of inherent risk) to determine the acceptable level of detection
risk for financial statement assertions. The auditor uses the acceptable level of
detection risk to determine the nature, timing, and extent of the auditing
procedures to be applied to the account balance or class of transactions to
detect material misstatements in the financial statement assertions. Auditing
procedures designed to detect such misstatements are referred to in this
section as substantive tests.

.82 As the acceptable level of detection risk decreases, the assurance
provided from substantive tests should increase. Consequently, the auditor
may do one or more of the following:
•

Change the nature of substantive tests from a less effective to a more
effective procedure, such as using tests directed toward independent
parties outside the entity rather than tests directed toward parties or
documentation within the entity.

•

Change the timing of substantive tests, such as performing them at
year end rather than at an interim date.

•

Change the extent of substantive tests, such as using a larger sample
size.

Documenting the Assessed Level of Control Risk
.83 In addition to the documentation of the understanding of internal
control discussed in paragraph .61, the auditor should document his or her
conclusions about the assessed level of control risk. Conclusions about the
assessed level of control risk may differ as they relate to various account
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balances or classes of transactions. For those financial statement assertions
where control risk is assessed at the maximum level, the auditor should
document his or her conclusion that control risk is at the maximum level but
need not document the basis for that conclusion. For those assertions where
the assessed level of control risk is below the maximum level, the auditor
should document the basis for his or her conclusion that the effectiveness of the
design and operation of controls supports that assessed level. The nature and
extent of the auditor’s documentation are influenced by the assessed level of
control risk, the nature of the entity’s internal control, and the nature of the
entity’s documentation of internal control.
Note: In an integrated audit of financial statements and internal
control over financial reporting, PCAOB Auditing Standard No. 2
states, in part, that “If, however, the auditor assesses control risk as
other than low for certain assertions or significant accounts, the
auditor should document the reasons for that conclusion.” Accordingly,
if control risk is assessed at the maximum level, the auditor should
document the basis for that conclusion. Refer to paragraphs 159-161
of PCAOB Auditing Standard No. 2 for additional information regard
ing documentation requirements.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]

Relationship of Understanding to Assessing Control Risk
.84 Although understanding internal control and assessing control risk
are discussed separately in this section, they may be performed concurrently
in an audit. The objective of procedures performed to obtain an understanding
of internal control (discussed in paragraphs .58 through .60) is to provide the
auditor with knowledge necessary for audit planning. The objective of tests of
controls (discussed in paragraphs .75 through .79) is to provide the auditor
with evidential matter to use in assessing control risk. However, procedures
performed to achieve one objective may also pertain to the other objective.
.85 Based on the assessed level of control risk the auditor expects to
support and audit efficiency considerations, the auditor often plans to perform
some tests of controls concurrently with obtaining the understanding of inter
nal control. In addition, even though some of the procedures performed to
obtain the understanding were not specifically planned as tests of controls,
they may nevertheless provide evidential matter about the effectiveness of
both the design and operation of the controls relevant to certain assertions. For
example, because of the inherent consistency of IT processing, performing
procedures to determine whether an automated control has been placed in
operation may serve as a test of that control’s operating effectiveness, depend
ing on such factors as whether the program has been changed or whether there
is a significant risk of unauthorized change or other improper intervention.
Also, in obtaining an understanding of the control environment, the auditor
may have made inquiries about management’s use of budgets, observed man
agement’s comparison of monthly budgeted and actual expenses, and inspected
reports pertaining to the investigation of variances between budgeted and
actual amounts. Although these procedures provide knowledge about the
design of the entity’s budgeting policies and whether they have been placed in
operation, they may also provide evidential matter about the effectiveness of
the operation of budgeting policies in preventing or detecting material mis
statements in the classification of expenses. In some circumstances, that
evidential matter may be sufficient to support an assessed level of control risk
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that is below the maximum level for the presentation and disclosure assertions
pertaining to expenses in the income statement.

.86 When the auditor concludes that procedures performed to obtain the
understanding of internal control also provide evidential matter for assessing
control risk, he or she should consider the guidance in paragraphs .90 through
.104 in judging the degree of assurance provided by that evidential matter.
Although such evidential matter may not provide sufficient assurance to
support an assessed level of control risk that is below the maximum level for
certain assertions, it may do so for other assertions and thus provide a basis
for modifying the nature, timing, or extent of the substantive tests that the
auditor plans for those assertions. However, such procedures are not sufficient
to support an assessed level of control risk below the maximum level if they do
not provide sufficient evidential matter to evaluate the effectiveness of both the
design and operation of a control relevant to an assertion.

Further Reduction in the Assessed Level of Control Risk
.87 After obtaining the understanding of internal control and assessing
control risk, the auditor may desire to further reduce the assessed level of
control risk for certain assertions. In such cases, the auditor considers whether
additional evidential matter sufficient to support a further reduction is likely
to be available, and whether it would be efficient to perform tests of controls to
obtain that evidential matter. The results of the procedures performed to
obtain the understanding of internal control, as well as pertinent information
from other sources, help the auditor to evaluate those two factors.
.88 In considering efficiency, the auditor recognizes that additional evi
dential matter that supports a further reduction in the assessed level of control
risk for an assertion would result in less audit effort for the substantive tests
of that assertion. The auditor weighs the increase in audit effort associated
with the additional tests of controls that is necessary to obtain such evidential
matter against the resulting decrease in audit effort associated with the
reduced substantive tests.
.89 For those assertions for which the auditor performs additional tests
of controls, the auditor determines the assessed level of control risk that the
results of those tests will support. This assessed level of control risk is used in
determining the appropriate detection risk to accept for those assertions and,
accordingly, in determining the nature, timing, and extent of substantive tests
for such assertions.

Evidential Matter to Support the Assessed Level of
Control Risk
.90 When the auditor assesses control risk below the maximum level, he
or she should obtain sufficient evidential matter to support that assessed level.
The evidential matter15 that is sufficient to support a specific assessed level of
control risk is a matter of judgment. Evidential matter varies substantially in
the assurance it provides to the auditor as he or she develops an assessed level
of control risk. The type of evidential matter, its source, its timeliness, and the
existence of other evidential matter related to the conclusion to which it leads
all bear on the degree of assurance evidential matter provides.
15 See also section 326 for guidance on evidential matter.
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.91 These characteristics influence the nature, timing, and extent of the
tests of controls that the auditor applies to obtain evidential matter about
control risk. The auditor selects such tests from a variety of techniques such as
inquiry, observation, inspection, and reperformance of a control that pertains
to an assertion. No one specific test of controls is always necessary, applicable,
or equally effective in every circumstance.

Type of Evidential Matter
.92 The nature of the particular controls that pertain to an assertion
influences the type of evidential matter that is available to evaluate the
effectiveness of the design or operation of those controls. For some controls,
documentation of design or operation may exist. In such circumstances, the
auditor may decide to inspect the documentation to obtain evidential matter
about the effectiveness of design or operation.
.93 For other controls, however, such documentation may not be available
or relevant. For example, documentation of design or operation may not exist
for some factors in the control environment, such as assignment of authority
and responsibility, or for some types of control activities, such as undocu
mented monitoring controls or control activities performed by a computer. In
such circumstances, evidential matter about the effectiveness of design or
operation may be obtained through such methods as observation, inquiry, or
the use of computer-assisted audit techniques.

Source of Evidential Matter
.94 Generally, evidential matter about the effectiveness of the design and
operation of controls obtained directly by the auditor, such as through obser
vation, provides more assurance than evidential matter obtained indirectly or
by inference, such as through inquiry. For example, evidential matter that is
obtained by the auditor’s direct personal observation of the individual who
applies a control generally provides more assurance than making inquiries
about the application of the control. The auditor should consider, however, that
the observed application of a control might not be performed in the same
manner when the auditor is not present.
.95 Inquiry alone generally will not provide sufficient evidential matter
to support a conclusion about the effectiveness of design or operation of a
specific control. When the auditor determines that a specific control may have
a significant effect in reducing control risk to a low level for a specific assertion,
he or she ordinarily needs to perform additional tests to obtain sufficient
evidential matter to support the conclusion about the effectiveness of the
design or operation of that control.

Timeliness of Evidential Matter
.96 The timeliness of the evidential matter concerns when it was obtained
and the portion of the audit period to which it applies. In evaluating the degree
of assurance that is provided by evidential matter, the auditor should consider
that the evidential matter obtained by some tests of controls, such as observa
tion, pertains only to the point in time at which the auditing procedure was
applied. Consequently, such evidential matter may be insufficient to evaluate
the effectiveness of the design or operation of controls for periods not subjected
to such tests. In such circumstances, the auditor may decide to supplement
those tests with other tests of controls that are capable of providing evidential
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matter about the entire audit period. For example, for an application control
performed by a computer program, the auditor may test the operation of the
control at a particular point in time to obtain evidential matter about whether
the control is operating effectively at that point in time. The auditor may then
perform tests of controls directed toward obtaining evidential matter about
whether the application control operated consistently during the audit period,
such as tests of general controls pertaining to the modification and use of that
computer program during the audit period.
.97 Evidential matter about the effective design or operation of controls
that was obtained in prior audits may be considered by the auditor in assessing
control risk in the current audit. To evaluate the use of such evidential matter
for the current audit, the auditor should consider the significance of the
assertion involved, the specific controls that were evaluated during the prior
audits, the degree to which the effective design and operation of those controls
were evaluated, the results of the tests of controls used to make those evalu
ations, and the evidential matter about design or operation that may result
from substantive tests performed in the current audit. The auditor should also
consider that the longer the time elapsed since tests of controls were performed
to obtain evidential matter about control risk, the less assurance they may
provide.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
104-105 of PCAOB Auditing Standard No. 2 for discussion on the
extent of tests of controls.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
.98 When considering evidential matter obtained from prior audits, the
auditor should obtain evidential matter in the current period about whether
changes have occurred in internal control, including its policies, procedures,
and personnel, subsequent to the prior audits, as well as the nature and extent
of any such changes. For example, in performing the prior audit, the auditor
may have determined that an automated control was functioning as intended.
The auditor should obtain evidence to determine whether changes to the
automated control have been made that would affect its continued effective
functioning. Consideration of evidential matter about these changes, together
with the considerations in the preceding paragraph, may support either in
creasing or decreasing the evidential matter about the effectiveness of design
and operation to be obtained in the current period.
.99 When the auditor obtains evidential matter about the design or
operation of controls during an interim period, he or she should determine
what additional evidential matter should be obtained for the remaining period.
In making that determination, the auditor should consider the significance of
the assertion involved, the specific controls that were evaluated during the
interim period, the degree to which the effective design and operation of those
controls were evaluated, the results of the tests of controls used to make that
evaluation, the length of the remaining period, and the evidential matter about
design or operation that may result from the substantive tests performed in
the remaining period. The auditor should obtain evidential matter about the
nature and extent of any significant changes in internal control, including its
policies, procedures, and personnel, that occur subsequent to the interim
period.
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Interrelationship of Evidential Matter
.100 The auditor should consider the combined effect of various types of
evidential matter relating to the same assertion in evaluating the degree of
assurance that evidential matter provides. In some circumstances, a single
type of evidential matter may not be sufficient to evaluate the effective design
or operation of a control. To obtain sufficient evidential matter in such circum
stances, the auditor may perform other tests of controls pertaining to that
control. For example, an auditor may observe the procedures for opening the
mail and processing cash receipts to evaluate the operating effectiveness of
controls over cash receipts. Because an observation is pertinent only at the
point in time at which it is made, the auditor may supplement the observation
with inquiries of entity personnel and inspection of documentation about the
operation of such controls at other times during the audit period.
.101 In addition, when evaluating the degree of assurance provided by
evidential matter, the auditor should consider the interrelationship of an
entity’s control environment, risk assessment, control activities, information
and communication, and monitoring. Although an individual internal control
component may affect the nature, timing, or extent of substantive tests for a
specific financial statement assertion, the auditor should consider the eviden
tial matter about an individual component in relation to the evidential matter
about the other components in assessing control risk for a specific assertion.
.102 Generally, when various types of evidential matter support the same
conclusion about the design or operation of a control, the degree of assurance
provided increases. Conversely, if various types of evidential matter lead to
different conclusions about the design or operation of a control, the assurance
provided decreases. For example, based on the evidential matter that the
control environment is effective, the auditor may have reduced the number of
locations at which auditing procedures will be performed. If, however, when
evaluating specific control activities, the auditor obtains evidential matter that
such activities are ineffective, he or she may re-evaluate his or her conclusion
about the control environment and, among other things, decide to perform
auditing procedures at additional locations.

.103 Similarly, evidential matter indicating that the control environment
is ineffective may adversely affect an otherwise effective control for a particu
lar assertion. For example, a control environment that is likely to permit
unauthorized changes in a computer program may reduce the assurance
provided by evidential matter obtained from evaluating the effectiveness of the
program at a particular point in time. In such circumstances, the auditor may
decide to obtain additional evidential matter about the design and operation of
that program during the audit period. For example, the auditor might obtain
and control a copy of the program and use computer-assisted audit techniques
to compare that copy with the program that the entity uses to process data.
.104 An audit of financial statements is a cumulative process; as the

auditor assesses control risk, the information obtained may cause him or her
to modify the nature, timing, or extent of the other planned tests of controls for
assessing control risk. In addition, information may come to the auditor’s
attention as a result of performing substantive tests or from other sources
during the audit that differs significantly from the information on which his or
her planned tests of controls for assessing control risk were based. For exam
ple, the extent of misstatements that the auditor detects by performing sub
stantive tests may alter his or her judgment about the assessed level of control
risk. In such circumstances, the auditor may need to re-evaluate the planned
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substantive procedures, based on a revised consideration of the assessed level
of control risk for all or some of the financial statement assertions.

Correlation of Control Risk With Detection Risk
- .105 The ultimate purpose of assessing control risk is to contribute to the
auditor’s evaluation of the risk that material misstatements exist in the
financial statements. The process of assessing control risk (together with
assessing inherent risk) provides evidential matter about the risk that such
misstatements may exist in the financial statements. The auditor uses this
evidential matter as part of the reasonable basis for an opinion referred to in
the third standard of field work, which follows:
Sufficient competent evidential matter is to be obtained through inspection,
observation, inquiries, and confirmations to afford a reasonable basis for an
opinion regarding the financial statements under audit.

.106 After considering the level to which he or she seeks to restrict the
risk of a material misstatement in the financial statements and the assessed
levels of inherent risk and control risk, the auditor performs substantive tests
to restrict detection risk to an acceptable level. As the assessed level of control
risk decreases, the acceptable level of detection risk increases. Accordingly, the
auditor may alter the nature, timing, and extent of the substantive tests
performed.
.107 Although the inverse relationship between control risk and detection
risk may permit the auditor to change the nature or the timing of substantive
tests or limit their extent, ordinarily the assessed level of control risk cannot
be sufficiently low to eliminate the need to perform any substantive tests to
restrict detection risk for all of the assertions relevant to significant account
balances or transaction classes. Consequently, regardless of the assessed level
of control risk, the auditor should perform substantive procedures for all
relevant assertions related to all significant accounts and disclosures in the
financial statements. [As amended, effective for fiscal years ending on or after
November 15, 2004, by PCAOB Release No. 2004-008.]
.108 The substantive tests that the auditor performs consist of tests of
details of transactions and balances, and analytical procedures. In assessing
control risk, the auditor also may use tests of details of transactions as tests of
controls. The objective of tests of details of transactions performed as substan
tive tests is to detect material misstatements in the financial statements. The
objective of tests of details of transactions performed as tests of controls is to
evaluate whether a control operated effectively. Although these objectives are
different, both may be accomplished concurrently through performance of a
test of details on the same transaction. The auditor should recognize, however,
that careful consideration should be given to the design and evaluation of such
tests to ensure that both objectives will be accomplished.

Effective Date
.109 This amendment is effective for audits of financial statements for
periods beginning on or after June 1, 2001. Earlier application is permissible.
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Appendix

Internal Control Components
.110

1.

This appendix discusses the five internal control components set
forth in paragraph .07 and further described in paragraphs .34
through .57 as they relate to a financial statement audit.

Control Environment
2.

3.

The control environment sets the tone of an organization, influencing
the control consciousness of its people. It is the foundation for all
other components of internal control, providing discipline and struc
ture.
The control environment encompasses the following factors:

a.

Integrity and ethical values. The effectiveness of controls cannot
rise above the integrity and ethical values of the people who
create, administer, and monitor them. Integrity and ethical
values are essential elements of the control environment, affect
ing the design, administration, and monitoring of other compo
nents. Integrity and ethical behavior are the product of the
entity’s ethical and behavioral standards, how they are commu
nicated, and how they are reinforced in practice. They include
management’s actions to remove or reduce incentives and temp
tations that might prompt personnel to engage in dishonest,
illegal, or unethical acts. They also include the communication
of entity values and behavioral standards to personnel through
policy statements and codes of conduct and by example.

b.

Commitment to competence. Competence is the knowledge and
skills necessary to accomplish tasks that define the individual’s
job. Commitment to competence includes management’s consid
eration of the competence levels for particular jobs and how
those levels translate into requisite skills and knowledge.

c.

Board of directors or audit committee participation. An entity’s
control consciousness is influenced significantly by the entity’s
board of directors or audit committee. Attributes include the
board or audit committee’s independence from management, the
experience and stature of its members, the extent of its involve
ment and scrutiny of activities, the appropriateness of its ac
tions, the degree to which difficult questions are raised and
pursued with management, and its interaction with internal and
external auditors.

d.

Management’s philosophy and operating style. Management’s
philosophy and operating style encompass a broad range of
characteristics. Such characteristics may include the following:
management’s approach to taking and monitoring business
risks; management’s attitudes and actions toward financial re
porting (conservative or aggressive selection from available al
ternative accounting principles, and conscientiousness and
conservatism with which accounting estimates are developed);
and management’s attitudes toward information processing and
accounting functions and personnel.
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e.

Organizational structure. An entity’s organizational structure
provides the framework within which its activities for achieving
entity-wide objectives are planned, executed, controlled, and
monitored. Establishing a relevant organizational structure in
cludes considering key areas of authority and responsibility and
appropriate lines of reporting. An entity develops an organiza
tional structure suited to its needs. The appropriateness of an
entity’s organizational structure depends, in part, on its size and
the nature of its activities.

f.

Assignment of authority and responsibility. This factor includes
how authority and responsibility for operating activities are
assigned and how reporting relationships and authorization
hierarchies are established. It also includes policies relating to
appropriate business practices, knowledge and experience of key
personnel, and resources provided for carrying out duties. In
addition, it includes policies and communications directed at
ensuring that all personnel understand the entity’s objectives,
know how their individual actions interrelate and contribute to
those objectives, and recognize how and for what they will be
held accountable.

g.

Human resource policies and practices. Human resource policies
and practices relate to hiring, orientation, training, evaluating,
counseling, promoting, compensating, and remedial actions. For
example, standards for hiring the most qualified individuals—
with emphasis on educational background, prior work experi
ence, past accomplishments, and evidence of integrity and
ethical behavior—demonstrate an entity’s commitment to com
petent and trustworthy people. Training policies that communi
cate prospective roles and responsibilities and include practices
such as training schools and seminars illustrate expected levels
of performance and behavior. Promotions driven by periodic
performance appraisals demonstrate the entity’s commitment to
the advancement of qualified personnel to higher levels of re
sponsibility.

Application to Small and Midsized Entities
4.

Small and midsized entities may implement the control environment
factors differently than larger entities. For example, smaller entities
might not have a written code of conduct but, instead, develop a
culture that emphasizes the importance of integrity and ethical
behavior through oral communication and by management example.
Similarly, smaller entities may not have an independent or outside
member on their board of directors.

Risk Assessment
5.

An entity’s risk assessment for financial reporting purposes is its
identification, analysis, and management of risks relevant to the
preparation of financial statements that are fairly presented in
conformity with generally accepted accounting principles. For exam
ple, risk assessment may address how the entity considers the
possibility of unrecorded transactions or identifies and analyzes
significant estimates recorded in the financial statements. Risks
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relevant to reliable financial reporting also relate to specific events
or transactions.

6.

Risks relevant to financial reporting include external and internal
events and circumstances that may occur and adversely affect an
entity’s ability to initiate, record, process, and report financial data
consistent with the assertions of management in the financial state
ments. Once risks are identified, management considers their sig
nificance, the likelihood of their occurrence, and how they should be
managed. Management may initiate plans, programs, or actions to
address specific risks or it may decide to accept a risk because of cost
or other considerations. Risks can arise or change due to circum
stances such as the following:

•

Changes in operating environment. Changes in the regulatory or
operating environment can result in changes in competitive
pressures and significantly different risks.

•

New personnel. New personnel may have a different focus on or
understanding of internal control.

•

New or revamped information systems. Significant and rapid
changes in information systems can change the risk relating to
internal control.

•

Rapid growth. Significant and rapid expansion of operations can
strain controls and increase the risk of a breakdown in controls.

•

New technology. Incorporating new technologies into production
processes or information systems may change the risk associated
with internal control.

•

New business models, products, or activities. Entering into busi
ness areas or transactions with which an entity has little expe
rience may introduce new risks associated with internal control.

•

Corporate restructurings. Restructurings may be accompanied
by staff reductions and changes in supervision and segregation
of duties that may change the risk associated with internal
control.

•

Expanded foreign operations. The expansion or acquisition of
foreign operations carries new and often unique risks that may
affect internal control, for example, additional or changed risks
from foreign currency transactions.

•

New accounting pronouncements. Adoption of new accounting
principles or changing accounting principles may affect risks in
preparing financial statements.

Application to Small and Midsized Entities
7.

The basic concepts of the risk assessment process should be present
in every entity, regardless of size, but the risk assessment process is
likely to be less formal and less structured in small and midsized
entities than in larger ones. All entities should have established
financial reporting objectives, but they may be recognized implicitly
rather than explicitly in smaller entities. Management may be able
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to learn about risks related to these objectives through direct per
sonal involvement with employees and outside parties.

Control Activities
8.

Control activities are the policies and procedures that help ensure
that necessary actions are taken to address risks to achievement of
the entity’s objectives. Control activities, whether automated or
manual, have various objectives and are applied at various organiza
tional and functional levels.

9.

Generally, control activities that may be relevant to an audit may be
categorized as policies and procedures that pertain to the following:

•

Performance reviews. These control activities include reviews of
actual performance versus budgets, forecasts, and prior period
performance; relating different sets of data—operating or finan
cial—to one another, together with analyses of the relationships
and investigative and corrective actions; and review of func
tional or activity performance, such as a bank’s consumer loan
manager’s review of reports by branch, region, and loan type for
loan approvals and collections.

•

Information processing. A variety of controls are performed to
check accuracy, completeness, and authorization of transac
tions. The two broad groupings of information systems control
activities are application controls and general controls. Applica
tion controls apply to the processing of individual applications.
These controls help ensure that transactions occurred, are
authorized, and are completely and accurately recorded and
processed. General controls commonly include controls over data
center and network operations; system software acquisition and
maintenance; access security; and application system acquisi
tion, development, and maintenance. These controls apply to
mainframe, miniframe, and end-user environments. Examples
of such general controls are program change controls, controls
that restrict access to programs or data, controls over the imple
mentation of new releases of packaged software applications,
and controls over system software that restrict access to or
monitor the use of System utilities that could change financial
data or records without leaving an audit trail.

•

Physical controls. These activities encompass the physical secu
rity of assets, including adequate safeguards such as secured
facilities, over access to assets and records; authorization for
access to computer programs and data files; and periodic count
ing and comparison with amounts shown on control records. The
extent to which physical controls intended to prevent theft of
assets are relevant to the reliability of financial statement
preparation, and therefore the audit, depends on circumstances
such as when assets are highly susceptible to misappropriation.
For example, these controls would ordinarily not be relevant
when any inventory losses would be detected pursuant to periodic
physical inspection and recorded in the financial statements.
However, if for financial reporting purposes management relies
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solely on perpetual inventory records, the physical security
controls would be relevant to the audit.
•

Segregation of duties. Assigning different people the responsi
bilities of authorizing transactions, recording transactions, and
maintaining custody of assets is intended to reduce the opportu
nities to allow any person to be in a position to both perpetrate
and conceal errors or fraud in the normal course of his or her
duties.

Application to Small and Midsized Entities
10. The concepts underlying control activities in small or midsized
organizations are likely to be similar to those in larger entities, but
the formality with which they operate varies. Further, smaller enti
ties may find that certain types of control activities are not relevant
because of controls applied by management. For example, manage
ment’s retention of authority for approving credit sales, significant
purchases, and draw-downs on lines of credit can provide strong
control over those activities, lessening or removing the need for more
detailed control activities. An appropriate segregation of duties often
appears to present difficulties in smaller organizations. Even com
panies that have only a few employees, however, may be able to
assign their responsibilities to achieve appropriate segregation or, if
that is not possible, to use management oversight of the incompatible
activities to achieve control objectives.

Information and Communication
11. An information system consists of infrastructure (physical and hard
ware components), software, people, procedures (manual and auto
mated), and data. Infrastructure and software will be absent, or have
less significance, in systems that are exclusively or primarily man
ual. Many information systems make extensive use of information
technology.

12. The information system relevant to financial reporting objectives,
which includes the accounting system, consists of the procedures,
whether automated or manual, and records established to initiate,
record, process, and report entity transactions (as well as events and
conditions) and to maintain accountability for the related assets,
liabilities, and equity. Transactions may be initiated manually or
automatically by programmed procedures. Recording includes iden
tifying and capturing the relevant information for transactions or
events. Processing includes functions such as edit and validation,
calculation, measurement, valuation, summarization, and reconcili
ation, whether performed by automated or manual procedures. Re
porting relates to the preparation of financial reports as well as other
information, in electronic or printed format, that the entity uses in
monitoring and other functions. The quality of system-generated
information affects management’s ability to make appropriate deci
sions in managing and controlling the entity’s activities and to
prepare reliable financial reports.
13. Accordingly, an information system encompasses methods and re
cords that—
•

Identify and record all valid transactions.
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•

Describe on a timely basis the transactions in sufficient detail
to permit proper classification of transactions for financial re
porting.

•

Measure the value of transactions in a manner that permits
recording their proper monetary value in the financial state
ments.

•

Determine the time period in which transactions occurred to
permit recording of transactions in the proper accounting period.

•

Present properly the transactions and related disclosures in the
financial statements.

14. Communication involves providing an understanding of individual
roles and responsibilities pertaining to internal control over financial
reporting. It includes the extent to which personnel understand how
their activities in the financial reporting information system relate
to the work of others and the means of reporting exceptions to an
appropriate higher level within the entity. Open communication
channels help ensure that exceptions are reported and acted on.
15. Communication takes such forms as policy manuals, accounting and
financial reporting manuals, and memoranda. Communication also
can be made electronically, orally, and through the actions of man
agement.

Application to Small and Midsized Entities
16. Information systems in small or midsized organizations are likely to
be less formal than in larger organizations, but their role is just as
significant. Smaller entities with active management involvement
may not need extensive descriptions of accounting procedures, so
phisticated accounting records, or written policies. Communication
may be less formal and easier to achieve in a small or midsized
company than in a larger enterprise due to the smaller organization’s
size and fewer levels as well as management’s greater visibility and
availability.

Monitoring
17. Monitoring is a process that assesses the quality of internal control
performance over time. It involves assessing the design and opera
tion of controls on a timely basis and taking necessary corrective
actions. This process is accomplished through ongoing monitoring
activities, separate evaluations, or a combination of the two.
18. Ongoing monitoring activities are built into the normal recurring
activities of an entity and include regular management and supervi
sory activities. Managers of sales, purchasing, and production at
divisional and corporate levels are in touch with operations and may
question reports that differ significantly from their knowledge of
operations.
19. In many entities, internal auditors or personnel performing similar
functions contribute to the monitoring of an entity’s activities
through separate evaluations. They regularly provide information
about the functioning of internal control, focusing considerable at
tention on evaluating the design and operation of internal control.
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They communicate information about strengths and weaknesses and
recommendations for improving internal control.

20. Monitoring activities may include using information from communi
cations from external parties. Customers implicitly corroborate bill
ing data by paying their invoices or complaining about their charges.
In addition, regulators may communicate with the entity concerning
matters that affect the functioning of internal control, for example,
communications concerning examinations by bank regulatory agen
cies. Also, management may consider communications relating to
internal control from external auditors in performing monitoring
activities.

Application to Small and Midsized Entities
21. Ongoing monitoring activities of small and midsized entities are
more likely to be informal and are typically performed as a part of
the overall management of the entity’s operations. Management’s
close involvement in operations often will identify significant vari
ances from expectations and inaccuracies in financial data.
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AU Section 320

An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an
Audit of Financial Statements§
Source: PCAOB Release No. 2004-01.
Effective for fiscal years ending on or after November 15, 2004.

This standard was issued by the PCAOB in Release No. 2004-001 and has
been assigned this AU section at the discretion of the AICPA. The PCAOB
has not stated where to include this standard within this volume.

Applicability of Standard
.01 This standard establishes requirements and provides directions that
apply when an auditor is engaged to audit both a company’s financial state
ments and management’s assessment of the effectiveness of internal control
over financial reporting.
Note: The term auditor includes both public accounting firms regis
tered with the Public Company Accounting Oversight Board
(“PCAOB” or the “Board”) and associated persons thereof.
.02 A company subject to the reporting requirements of the Securities
Exchange Act of 1934 (an “issuer”) is required to include in its annual report a
report of management on the company’s internal control over financial report
ing. Registered investment companies, issuers of asset-backed securities, and
nonpublic companies are not subject to the reporting requirements mandated
by Section 404 of the Sarbanes-Oxley Act of 2002 (the “Act”) (PL 107-204). The
report of management is required to contain management’s assessment of the
effectiveness of the company’s internal control over financial reporting as of the
end of the company’s most recent fiscal year, including a statement as to
whether the company’s internal control over financial reporting is effective.
The auditor that audits the company’s financial statements included in the
§ On November 30, 2004, the SEC issued an Exemptive Order delaying the filing deadline for the
first report on management’s assessment of the effectiveness of internal control over financial
reporting for some accelerated filers. Accelerated filers with a market capitalization of less than $700
million and a fiscal year ending between and including November 15, 2004, and February 29, 2005
now have an additional 45 days to file management’s first report on internal control over financial
reporting and the related reports of their auditors as long as the company meets certain conditions.
To facilitate the SEC’s objectives, on November 30, 2004, the PCAOB adopted a temporary
transitional rule, which expires July 15,2005. The temporary rule relieves auditors from two PCAOB
Auditing Standard No. 2 requirements. The rule permits auditors to (1) date their reports on
management’s assessment of the effectiveness of internal control over financial reporting later than
the date of their reports on the financial statements of companies relying on the SEC’s Order; and (2)
not include a paragraph referencing the separate report on internal control over financial reporting
in the auditor’s separate report on the financial statements of companies relying on the SEC’s Order.
The SEC has published this temporary transitional rule for comment, and at the same time has
granted it accelerated approval.
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annual report is required to attest to and report on management’s assessment.
The company is required to file the auditor’s attestation report as part of the
annual report.

Note: The term issuer means an issuer (as defined in Section 3 of the
Securities Exchange Act of 1934), the securities of which are registered
under Section 12 of that Act, or that is required to file reports under
Section 15(d) of that Act, or that files or has filed a registration
statement with the Securities and Exchange Commission (“SEC” or
“Commission”) that has not yet become effective under the Securities
Act of 1933, and that it has not withdrawn.
Note: Various parts of this standard summarize legal requirements
imposed on issuers by the SEC, as well as legal requirements imposed
on auditors by regulatory authorities other than the PCAOB. These
parts of the standard are intended to provide context and to promote
the auditor’s understanding of the relationship between his or her
obligations under this standard and his or her other legal responsibili
ties. The standard does not incorporate these legal requirements by
reference and is not an interpretation of those other requirements and
should not be so construed. (This Note does not apply to references in
the standard to the existing professional standards and the Board’s
interim auditing and related professional practice standards.)
.03 This standard is the standard on attestation engagements referred to
in Section 404(b) of the Act. This standard is also the standard referred to in
Section 103(a)(2)(A)(iii) of the Act. Throughout this standard, the auditor’s
attestation of management’s assessment of the effectiveness of internal control
over financial reporting required by Section 404(b) of the Act is referred to as
the audit of internal control over financial reporting.

Note: The two terms audit of internal control over financial reporting
and attestation of management’s assessment of the effectiveness of
internal control over financial reporting refer to the same professional
service. The first refers to the process, and the second refers to the
result of that process.

Auditor's Objective in an Audit of Internal Control
Over Financial Reporting
.04 The auditor’s objective in an audit of internal control over financial
reporting is to express an opinion on management’s assessment of the effec
tiveness of the company’s internal control over financial reporting. To form a
basis for expressing such an opinion, the auditor must plan and perform the
audit to obtain reasonable assurance about whether the company maintained,
in all material respects, effective internal control over financial reporting as of
the date specified in management’s assessment. The auditor also must audit
the company’s financial statements as of the date specified in management’s
assessment because the information the auditor obtains during a financial
statement audit is relevant to the auditor’s conclusion about the effectiveness
of the company’s internal control over financial reporting. Maintaining effec
tive internal control over financial reporting means that no material weak
nesses exist; therefore, the objective of the audit of internal control over
financial reporting is to obtain reasonable assurance that no material weak
nesses exist as of the date specified in management’s assessment.
.05 To obtain reasonable assurance, the auditor evaluates the assessment
performed by management and obtains and evaluates evidence about whether
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the internal control over financial reporting was designed and operated effec
tively. The auditor obtains this evidence from a number of sources, including
using the work performed by others and performing auditing procedures
himself or herself.
.06 The auditor should be aware that persons who rely on the information
concerning internal control over financial reporting include investors, credi
tors, the board of directors and audit committee, and regulators in specialized
industries, such as banking or insurance. The auditor should be aware that
external users of financial statements are interested in information on internal
control over financial reporting because it enhances the quality of financial
reporting and increases their confidence in financial information, including
financial information issued between annual reports, such as quarterly infor
mation. Information on internal control over financial reporting is also in
tended to provide an early warning to those inside and outside the company
who are in a position to insist on improvements in internal control over
financial reporting, such as the audit committee and regulators in specialized
industries. Additionally, Section 302 of the Act and Securities Exchange Act
Rule 13a-14(a) or 15d-14(a),1 whichever applies, require management, with
the participation of the principal executive and financial officers, to make
quarterly and annual certifications with respect to the company’s internal
control over financial reporting.

Definitions Related to Internal Control Over
Financial Reporting
.07 For purposes of management’s assessment and the audit of internal
control over financial reporting in this standard, internal control over financial
reporting is defined as follows:
A process designed by, or under the supervision of, the company’s principal
executive and principal financial officers, or persons performing similar func
tions, and effected by the company’s board of directors, management, and other
personnel, to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles and includes those
policies and procedures that:

(1) Pertain to the maintenance of records that, in reasonable detail, accu
rately and fairly reflect the transactions and dispositions of the assets
of the company;
(2) Provide reasonable assurance that transactions are recorded as neces
sary to permit preparation of financial statements in accordance with
generally accepted accounting principles, and that receipts and expen
ditures of the company are being made only in accordance with authori
zations of management and directors of the company; and
(3) Provide reasonable assurance regarding prevention or timely detection
of unauthorized acquisition, use or disposition of the company’s assets
that could have a material effect on the financial statements.

Note: This definition is the same one used by the SEC in its rules
requiring management to report on internal control over financial
reporting, except the word “registrant” has been changed to “company”
1 See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.
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to conform to the wording in this standard. (See Securities Exchange
Act Rules 13a-15(f) and 15d-15(f).2

Note: Throughout this standard, internal control over financial report
ing (singular) refers to the process described in this paragraph. Indi
vidual controls or subsets of controls are referred to as controls or
controls over financial reporting.

.08 A control deficiency exists when the design or operation of a control
does not allow management or employees, in the normal course of performing
their assigned functions, to prevent or detect misstatements on a timely basis.
•

A deficiency in design exists when (a) a control necessary to meet the
control objective is missing or (b) an existing control is not properly
designed so that, even if the control operates as designed, the control
objective is not always met.

•

A deficiency in operation exists when a properly designed control does
not operate as designed, or when the person performing the control
does not possess the necessary authority or qualifications to perform
the control effectively.

.09 A significant deficiency is a control deficiency, or combination of
control deficiencies, that adversely affects the company’s ability to initiate,
authorize, record, process, or report external financial data reliably in accord
ance with generally accepted accounting principles such that there is more
than a remote likelihood that a misstatement of the company’s annual or
interim financial statements that is more than inconsequential will not be
prevented or detected.

Note: The term “remote likelihood” as used in the definitions of
significant deficiency and material weakness (paragraph .10) has the
same meaning as the term “remote” as used in Financial Accounting
Standards Board Statement No. 5, Accounting for Contingencies (“FAS
No. 5”). Paragraph 3 of FAS No. 5 states:
When a loss contingency exists, the likelihood that the future event or events
will confirm the loss or impairment of an asset or the incurrence of a liability
can range from probable to remote. This Statement uses the terms probable,
reasonably possible, and remote to identify three areas within that range, as
follows:

a.

Probable. The future event or events are likely to occur.

b.

Reasonably possible. The chance of the future event or events occurring
is more than remote but less than likely.

c.

Remote. The chance of the future events or events occurring is slight.

Therefore, the likelihood of an event is “more than remote” when it is either
reasonably possible or probable.

Note: A misstatement is inconsequential if a reasonable person would
conclude, after considering the possibility of further undetected mis
statements, that the misstatement, either individually or when aggre
gated with other misstatements, would clearly be immaterial to the
financial statements. If a reasonable person could not reach such a
conclusion regarding a particular misstatement, that misstatement is
more than inconsequential.
2 See 17 C.F.R. 240, 13a-15(f) and 15d-15(f).
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.10 A material weakness is a significant deficiency, or combination of
significant deficiencies, that results in more than a remote likelihood that a
material misstatement of the annual or interim financial statements will not
be prevented or detected.

Note: In evaluating whether a control deficiency exists and whether
control deficiencies, either individually or in combination with other
control deficiencies, are significant deficiencies or material weak
nesses, the auditor should consider the definitions in paragraphs .08,
.09 and .10, and the directions in paragraphs .130 through .137. As
explained in paragraph .23, the evaluation of the materiality of the
control deficiency should include both quantitative and qualitative
considerations. Qualitative factors that might be important in this
evaluation include the nature of the financial statement accounts and
assertions involved and the reasonably possible future consequences
of the deficiency. Furthermore, in determining whether a control
deficiency or combination of deficiencies is a significant deficiency or
a material weakness, the auditor should evaluate the effect of compen
sating controls and whether such compensating controls are effective.

.11 Controls over financial reporting may be preventive controls or detec
tive controls.
•

Preventive controls have the objective of preventing errors or fraud
from occurring in the first place that could result in a misstatement of
the financial statements.

•

Detective controls have the objective of detecting errors or fraud that
have already occurred that could result in a misstatement of the
financial statements.

.12 Even well-designed controls that are operating as designed might not
prevent a misstatement from occurring. However, this possibility may be
countered by overlapping preventive controls or partially countered by detec
tive controls. Therefore, effective internal control over financial reporting often
includes a combination of preventive and detective controls to achieve a specific
control objective. The auditor’s procedures as part of either the audit of
internal control over financial reporting or the audit of the financial state
ments are not part of a company’s internal control over financial reporting.

Framework Used by Management to Conduct
Its Assessment
.13 Management is required to base its assessment of the effectiveness of
the company’s internal control over financial reporting on a suitable, recog
nized control framework established by a body of experts that followed dueprocess procedures, including the broad distribution of the framework for
public comment. In addition to being available to users of management’s
reports, a framework is suitable only when it:
•

Is free from bias;

•

Permits reasonably consistent qualitative and quantitative measure
ments of a company’s internal control over financial reporting;

•

Is sufficiently complete so that those relevant factors that would alter
a conclusion about the effectiveness of a company’s internal control
over financial reporting are not omitted; and
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•

Is relevant to an evaluation of internal control over financial reporting.

Committee of Sponsoring Organizations Framework
.14 In the United States, the Committee of Sponsoring Organizations
(“COSO”) of the Treadway Commission has published Internal Control—Inte
grated Framework. Known as the COSO report, it provides a suitable and
available framework for purposes of management’s assessment. For that rea
son, the performance and reporting directions in this standard are based on the
COSO framework. Other suitable frameworks have been published in other
countries and may be developed in the future. Such other suitable frameworks
may be used in an audit of internal control over financial reporting. Although
different frameworks may not contain exactly the same elements as COSO,
they should have elements that encompass, in general, all the themes in
COSO. Therefore, the auditor should be able to apply the concepts and guid
ance in this standard in a reasonable manner.
.15 The COSO framework identifies three primary objectives of internal
control: efficiency and effectiveness of operations, financial reporting, and
compliance with laws and regulations. The COSO perspective on internal
control over financial reporting does not ordinarily include the other two
objectives of internal control, which are the effectiveness and efficiency of
operations and compliance with laws and regulations. However, the controls
that management designs and implements may achieve more than one objec
tive. Also, operations and compliance with laws and regulations directly re
lated to the presentation of and required disclosures in financial statements
are encompassed in internal control over financial reporting. Additionally, not
all controls relevant to financial reporting are accounting controls. Accord
ingly, all controls that could materially affect financial reporting, including
controls that focus primarily on the effectiveness and efficiency of operations
or compliance with laws and regulations and also have a material effect on the
reliability of financial reporting, are a part of internal control over financial
reporting. More information about the COSO framework is included in the
COSO report and in AU sec. 319, Consideration of Internal Control in a
Financial Statement Audit.3 The COSO report also discusses special consid
erations for internal control over financial reporting for small and medium
sized companies.

Inherent Limitations in Internal Control Over
Financial Reporting
.16 Internal control over financial reporting cannot provide absolute as
surance of achieving financial reporting objectives because of its inherent
limitations. Internal control over financial reporting is a process that involves
human diligence and compliance and is subject to lapses in judgment and
breakdowns resulting from human failures. Internal control over financial
reporting also can be circumvented by collusion or improper management
override. Because of such limitations, there is a risk that material misstate
3 The Board adopted the generally accepted auditing standards, as described in the AICPA
Auditing Standards Board’s (“ASB”) Statement on Auditing Standards No. 95, Generally Accepted
Auditing Standards, as in existence on April 16, 2003, on an initial, transitional basis. The State
ments on Auditing Standards promulgated by the ASB have been codified into the AICPA Profes
sional Standards, Volume 1, as AU sections 100 through 900. References in this standard to AU
sections refer to those generally accepted auditing standards, as adopted on an interim basis in
PCAOB Rule 3200.
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ments may not be prevented or detected on a timely basis by internal control
over financial reporting. However, these inherent limitations are known fea
tures of the financial reporting process. Therefore, it is possible to design into
the process safeguards to reduce, though not eliminate, this risk.

The Concept of Reasonable Assurance
.17 Management’s assessment of the effectiveness of internal control over
financial reporting is expressed at the level of reasonable assurance. The
concept of reasonable assurance is built into the definition of internal control
over financial reporting and also is integral to the auditor’s opinion.4 Reason
able assurance includes the understanding that there is a remote likelihood
that material misstatements will not be prevented or detected on a timely
basis. Although not absolute assurance, reasonable assurance is, nevertheless,
a high level of assurance.

.18 Just as there are inherent limitations on the assurance that effective
internal control over financial reporting can provide, as discussed in paragraph
.16, there are limitations on the amount of assurance the auditor can obtain as
a result of performing his or her audit of internal control over financial
reporting. Limitations arise because an audit is conducted on a test basis and
requires the exercise of professional judgment. Nevertheless, the audit of
internal control over financial reporting includes obtaining an understanding
of internal control over financial reporting, testing and evaluating the design
and operating effectiveness of internal control over financial reporting, and
performing such other procedures as the auditor considers necessary to obtain
reasonable assurance about whether internal control over financial reporting
is effective.
.19 There is no difference in the level of work performed or assurance
obtained by the auditor when expressing an opinion on management’s assess
ment of effectiveness or when expressing an opinion directly on the effective
ness of internal control over financial reporting. In either case, the auditor
must obtain sufficient evidence to provide a reasonable basis for his or her
opinion and the use and evaluation of management’s assessment is inherent in
expressing either opinion.

Note: The auditor’s report on internal control over financial reporting
does not relieve management of its responsibility for assuring users of
its financial reports about the effectiveness of internal control over
financial reporting.

Management's Responsibilities in an Audit of Internal
Control Over Financial Reporting
.20 For the auditor to satisfactorily complete an audit of internal control
over financial reporting, management must do the following:5

a.

Accept responsibility for the effectiveness of the company’s internal
control over financial reporting;

4 See Final Rule: Management’s Reports on Internal Control Over Financial Reporting and
Certification of Disclosure in Exchange Act Periodic Reports, Securities and Exchange Commission
Release No. 33-8238 (June 5, 2003) [68 FR 36636] for further discussion of reasonable assurance.
5 Management is required to fulfill these responsibilities. See Items 308(a) and (c) of Regulation
S-B and S-K, 17 C.F.R. 228.308 (a) and (c) and 229.308 (a) and (c), respectively.
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b.

Evaluate the effectiveness of the company’s internal control over
financial reporting using suitable control criteria;

c.

Support its evaluation with sufficient evidence, including documen
tation; and

d.

Present a written assessment of the effectiveness of the company’s
internal control over financial reporting as of the end of the com
pany’s most recent fiscal year.

.21 If the auditor concludes that management has not fulfilled the respon
sibilities enumerated in the preceding paragraph, the auditor should commu
nicate, in writing, to management and the audit committee that the audit of
internal control over financial reporting cannot be satisfactorily completed and
that he or she is required to disclaim an opinion. Paragraphs .40 through .46
provide information for the auditor about evaluating management’s process for
assessing internal control over financial reporting.

Materiality Considerations in an Audit of Internal
Control Over Financial Reporting
.22 The auditor should apply the concept of materiality in an audit of
internal control over financial reporting at both the financial-statement level
and at the individual account-balance level. The auditor uses materiality at the
financial-statement level in evaluating whether a deficiency, or combination of
deficiencies, in controls is a significant deficiency or a material weakness.
Materiality at both the financial-statement level and the individual accountbalance level is relevant to planning the audit and designing procedures.
Materiality at the account-balance level is necessarily lower than materiality
at the financial-statement level.
.23 The same conceptual definition of materiality that applies to financial
reporting applies to information on internal control over financial reporting,
including the relevance of both quantitative and qualitative considerations.6

•

The quantitative considerations are essentially the same as in an audit
of financial statements and relate to whether misstatements that
would not be prevented or detected by internal control over financial
reporting, individually or collectively, have a quantitatively material
effect on the financial statements.

•

The qualitative considerations apply to evaluating materiality with
respect to the financial statements and to additional factors that relate
to the perceived needs of reasonable persons who will rely on the
information. Paragraph 6 describes some qualitative considerations.

Fraud Considerations in an Audit of Internal Control
Over Financial Reporting
.24 The auditor should evaluate all controls specifically intended to ad
dress the risks of fraud that have at least a reasonably possible likelihood of
having a material effect on the company’s financial statements. These controls
may be a part of any of the five components of internal control over financial
reporting, as discussed in paragraph .49. Controls related to the prevention
6 AU sec. 312, Audit Risk and Materiality in Conducting an Audit, provides additional explana
tion of materiality.
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and detection of fraud often have a pervasive effect on the risk of fraud. Such
controls include, but are not limited to, the:

•

Controls restraining misappropriation of company assets that could
result in a material misstatement of the financial statements;

•

Company’s risk assessment processes;

•

Code of ethics/conduct provisions, especially those related to conflicts
of interest, related party transactions, illegal acts, and the monitoring
of the code by management and the audit committee or board;

•

Adequacy of the internal audit activity and whether the internal audit
function reports directly to the audit committee, as well as the extent
of the audit committee’s involvement and interaction with internal
audit; and

•

Adequacy of the company’s procedures for handling complaints and
for accepting confidential submissions of concerns about questionable
accounting or auditing matters.

.25 Part of management’s responsibility when designing a company’s
internal control over financial reporting is to design and implement programs
and controls to prevent, deter, and detect fraud. Management, along with those
who have responsibility for oversight of the financial reporting process (such
as the audit committee), should set the proper tone; create and maintain a
culture of honesty and high ethical standards; and establish appropriate
controls to prevent, deter, and detect fraud. When management and those
responsible for the oversight of the financial reporting process fulfill those
responsibilities, the opportunities to commit fraud can be reduced signifi
cantly.

.26 In an audit of internal control over financial reporting, the auditor’s
evaluation of controls is interrelated with the auditor’s evaluation of controls
in a financial statement audit, as required by AU sec. 316, Consideration of
Fraud in a Financial Statement Audit. Often, controls identified and evaluated
by the auditor during the audit of internal control over financial reporting also
address or mitigate fraud risks, which the auditor is required to consider in a
financial statement audit. If the auditor identifies deficiencies in controls
designed to prevent and detect fraud during the audit of internal control over
financial reporting, the auditor should alter the nature, timing, or extent of
procedures to be performed during the financial statement audit to be respon
sive to such deficiencies, as provided in paragraphs .44 and .45 of AU sec. 316.

Performing an Audit of Internal Control Over
Financial Reporting
.27 In an audit of internal control over financial reporting, the auditor
must obtain sufficient competent evidence about the design and operating
effectiveness of controls over all relevant financial statement assertions re
lated to all significant accounts and disclosures in the financial statements.
The auditor must plan and perform the audit to obtain reasonable assurance
that deficiencies that, individually or in the aggregate, would represent mate
rial weaknesses are identified. Thus, the audit is not designed to detect
deficiencies in internal control over financial reporting that, individually or in
the aggregate, are less severe than a material weakness. Because of the
potential significance of the information obtained during the audit of the
financial statements to the auditor’s conclusions about the effectiveness of
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internal control over financial reporting, the auditor cannot audit internal
control over financial reporting without also auditing the financial statements.
Note: However, the auditor may audit the financial statements with
out also auditing internal control over financial reporting, for example,
in the case of certain initial public offerings by a company. See the
discussion beginning at paragraph .145 for more information about
the importance of auditing both internal control over financial report
ing as well as the financial statements when the auditor is engaged to
audit internal control over financial reporting.

.28 The auditor must adhere to the general standards (See paragraphs
.30 through .36) and fieldwork and reporting standards (See paragraph .37) in
performing an audit of a company’s internal control over financial reporting.
This involves the following:
a.

Planning the engagement;

b.

Evaluating management’s assessment process;

c.

Obtaining an understanding of internal control over financial report
ing;

d.

Testing and evaluating design effectiveness of internal control over
financial reporting;

e.

Testing and evaluating operating effectiveness of internal control
over financial reporting; and

f.

Forming an opinion on the effectiveness of internal control over
financial reporting.

.29 Even though some requirements of this standard are set forth in a
manner that suggests a sequential process, auditing internal control over
financial reporting involves a process of gathering, updating, and analyzing
information. Accordingly, the auditor may perform some of the procedures and
evaluations described in this section on “Performing an Audit of Internal
Control Over Financial Reporting” concurrently.

Applying General, Fieldwork, and Reporting Standards
.30 The general standards (See AU sec. 150, Generally Accepted Auditing
Standards) are applicable to an audit of internal control over financial report
ing. These standards require technical training and proficiency as an auditor,
independence in fact and appearance, and the exercise of due professional care,
including professional skepticism.

.31 Technical Training and Proficiency. To perform an audit of internal
control over financial reporting, the auditor should have competence in the
subject matter of internal control over financial reporting.
.32 Independence. The applicable requirements of independence are
largely predicated on four basic principles: (1) an auditor must not act as
management or as an employee of the audit client, (2) an auditor must not
audit his or her own work, (3) an auditor must not serve in a position of being
an advocate for his or her client, and (4) an auditor must not have mutual or
conflicting interests with his or her audit client.7 If the auditor were to design
or implement controls, that situation would place the auditor in a management
role and result in the auditor auditing his or her own work. These requirements,
7 See the Preliminary Note of Rule 2-01 of Regulation S-X, 17 C.F.R. 210.2-01.
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however, do not preclude the auditor from making substantive recommenda
tions as to how management may improve the design or operation of the
company’s internal controls as a by-product of an audit.
.33 The auditor must not accept an engagement to provide internal
control-related services to an issuer for which the auditor also audits the
financial statements unless that engagement has been specifically pre-ap
proved by the audit committee. For any internal control services the auditor
provides, management must be actively involved and cannot delegate respon
sibility for these matters to the auditor. Management’s involvement must be
substantive and extensive. Management’s acceptance of responsibility for
documentation and testing performed by the auditor does not by itself satisfy
the independence requirements.
.34 Maintaining independence, in fact and appearance, requires careful
attention, as is the case with all independence issues when work concerning
internal control over financial reporting is performed. Unless the auditor and
the audit committee are diligent in evaluating the nature and extent of services
provided, the services might violate basic principles of independence and cause
an impairment of independence in fact or appearance.
.35 The independent auditor and the audit committee have significant
and distinct responsibilities for evaluating whether the auditor’s services
impair independence in fact or appearance. The test for independence in fact
is whether the activities would impede the ability of anyone on the engagement
team or in a position to influence the engagement team from exercising
objective judgment in the audits of the financial statements or internal control
over financial reporting. The test for independence in appearance is whether a
reasonable investor, knowing all relevant facts and circumstances, would
perceive an auditor as having interests which could jeopardize the exercise of
objective and impartial judgments on all issues encompassed within the audi
tor’s engagement.
.36 Due Professional Care. The auditor must exercise due professional
care in an audit of internal control over financial reporting. One important
tenet of due professional care is exercising professional skepticism. In an audit
of internal control over financial reporting, exercising professional skepticism
involves essentially the same considerations as in an audit of financial state
ments, that is, it includes a critical assessment of the work that management
has performed in evaluating and testing controls.
.37 Fieldwork and Reporting Standards. This standard establishes the
fieldwork and reporting standards applicable to an audit of internal control
over financial reporting.
.38 The concept of materiality, as discussed in paragraphs .22 and .23,
underlies the application of the general and fieldwork standards.

Planning the Engagement
.39 The audit of internal control over financial reporting should be prop
erly planned and assistants, if any, are to be properly supervised. When
planning the audit of internal control over financial reporting, the auditor
should evaluate how the following matters will affect the auditor’s procedures:
•

Knowledge of the company’s internal control over financial reporting
obtained during other engagements.

•

Matters affecting the industry in which the company operates, such
as financial reporting practices, economic conditions, laws and regu
lations, and technological changes.
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•

Matters relating to the company’s business, including its organization,
operating characteristics, capital structure, and distribution methods.

•

The extent of recent changes, if any, in the company, its operations, or
its internal control over financial reporting.

•

Management’s process for assessing the effectiveness of the company’s
internal control over financial reporting based upon control criteria.

•

Preliminary judgments about materiality, risk, and other factors
relating to the determination of material weaknesses.

•

Control deficiencies previously communicated to the audit committee
or management.

•

Legal or regulatory matters of which the company is aware.

•

The type and extent of available evidence related to the effectiveness
of the company’s internal control over financial reporting.

•

Preliminary judgments about the effectiveness of internal control over
financial reporting.

•

The number of significant business locations or units, including man
agement’s documentation and monitoring of controls over such loca
tions or business units. (Appendix B, paragraphs B1 through B17,
discusses factors the auditor should evaluate to determine the loca
tions at which to perform auditing procedures.)

Evaluating Management's Assessment Process
.40 The auditor must obtain an understanding of, and evaluate, manage
ment’s process for assessing the effectiveness of the company’s internal control
over financial reporting. When obtaining the understanding, the auditor
should determine whether management has addressed the following elements:

•

Determining which controls should be tested, including controls over
all relevant assertions related to all significant accounts and disclo
sures in the financial statements. Generally, such controls include:
—

Controls over initiating, authorizing, recording, processing, and
reporting significant accounts and disclosures and related asser
tions embodied in the financial statements.

—

Controls over the selection and application of accounting policies
that are in conformity with generally accepted accounting princi
ples.

—

Antifraud programs and controls.

—

Controls, including information technology general controls, on
which other controls are dependent.

—

Controls over significant nonroutine and nonsystematic transac
tions, such as accounts involving judgments and estimates.

—

Company level controls (as described in paragraph .53), including:
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the financial statements (for example, consolidating ad
justments, report combinations, and reclassifications).
Note: References to the period-end financial reporting
process in this standard refer to the preparation of
both annual and quarterly financial statements.

•

Evaluating the likelihood that failure of the control could result in a
misstatement, the magnitude of such a misstatement, and the degree to
which other controls, if effective, achieve the same control objectives.

•

Determining the locations or business units to include in the evalu
ation for a company with multiple locations or business units (See
paragraphs BI through B17).

•

Evaluating the design effectiveness of controls.

•

Evaluating the operating effectiveness of controls based on procedures
sufficient to assess their operating effectiveness. Examples of such
procedures include testing of the controls by internal audit, testing of
controls by others under the direction of management, using a service
organization’s reports (See paragraphs B18 through B29), inspection
of evidence of the application of controls, or testing by means of a
self-assessment process, some of which might occur as part of manage
ment’s ongoing monitoring activities. Inquiry alone is not adequate to
complete this evaluation. To evaluate the effectiveness of the com
pany’s internal control over financial reporting, management must
have evaluated controls over all relevant assertions related to all
significant accounts and disclosures.

•

Determining the deficiencies in internal control over financial report
ing that are of such a magnitude and likelihood of occurrence that they
constitute significant deficiencies or material weaknesses.

•

Communicating findings to the auditor and to others, if applicable.

•

Evaluating whether findings are reasonable and support manage
ment’s assessment.

.41 As part of the understanding and evaluation of management’s proc
ess, the auditor should obtain an understanding of the results of procedures
performed by others. Others include internal audit and third parties working
under the direction of management, including other auditors and accounting
professionals engaged to perform procedures as a basis for managettient’s
assessment. Inquiry of management and others is the beginning point for
obtaining an understanding of internal control over financial reporting, but
inquiry alone is not adequate for reaching a conclusion on any aspect of
internal control over financial reporting effectiveness.

Note: Management cannot use the auditor’s procedures as part of the
basis for its assessment of the effectiveness of internal control over
financial reporting.

.42 Management’s Documentation. When determining whether manage
ment’s documentation provides reasonable support for its assessment, the
auditor should evaluate whether such documentation includes the following:
•

The design of controls over all relevant assertions related to all
significant accounts and disclosures in the financial statements. The
documentation should include the five components of internal control
over financial reporting as discussed in paragraph .49, including the
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control environment and company-level controls as described in para
graph .53;

•

Information about how significant transactions are initiated, author
ized, recorded, processed and reported;

•

Sufficient information about the flow of transactions to identify the points
at which material misstatements due to error or fraud could occur;

•

Controls designed to prevent or detect fraud, including who performs
the controls and the related segregation of duties;

•

Controls over the period-end financial reporting process;

•

Controls over safeguarding of assets (See paragraphs C1 through C6);
and

•

The results of management’s testing and evaluation.

.43 Documentation might take many forms, such as paper, electronic
files, or other media, and can include a variety of information, including policy
manuals, process models, flowcharts, job descriptions, documents, and forms.
The form and extent of documentation will vary depending on the size, nature,
and complexity of the company.
.44 Documentation of the design of controls over relevant assertions
related to significant accounts and disclosures is evidence that controls related
to management’s assessment of the effectiveness of internal control over
financial reporting, including changes to those controls, have been identified,
are capable of being communicated to those responsible for their performance,
and are capable of being monitored by the company. Such documentation also
provides the foundation for appropriate communication concerning responsi
bilities for performing controls and for the company’s evaluation of and moni
toring of the effective operation of controls.

.45 Inadequate documentation of the design of controls over relevant
assertions related to significant accounts and disclosures is a deficiency in the
company’s internal control over financial reporting. As discussed in paragraph
.138, the auditor should evaluate this documentation deficiency. The auditor
might conclude that the deficiency is only a deficiency, or that the deficiency
represents a significant deficiency or a material weakness. In evaluating the
deficiency as to its significance, the auditor should determine whether manage
ment can demonstrate the monitoring component of internal control over
financial reporting.
.46 Inadequate documentation also could cause the auditor to conclude
that there is a limitation on the scope of the engagement.

Obtaining an Understanding of Internal Control Over
Financial Reporting
.47 The auditor should obtain an understanding of the design of specific
controls by applying procedures that include:
•

Making inquiries of appropriate management, supervisory, and staff
personnel;

•

Inspecting company documents;

•

Observing the application of specific controls; and

•

Tracing transactions through the information system relevant to
financial reporting.
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.48 The auditor could also apply additional procedures to obtain an
understanding of the design of specific controls.

.49 The auditor must obtain an understanding of the design of controls
related to each component of internal control over financial reporting, as
discussed below.
•

Control Environment. Because of the pervasive effect of the control
environment on the reliability of financial reporting, the auditor’s
preliminary judgment about its effectiveness often influences the
nature, timing, and extent of the tests of operating effectiveness
considered necessary. Weaknesses in the control environment should
cause the auditor to alter the nature, timing, or extent of tests of
operating effectiveness that otherwise should have been performed in
the absence of the weaknesses.

•

Risk Assessment. When obtaining an understanding of the company’s
risk assessment process, the auditor should evaluate whether man
agement has identified the risks of material misstatement in the
significant accounts and disclosures and related assertions of the
financial statements and has implemented controls to prevent or
detect errors or fraud that could result in material misstatements. For
example, the risk assessment process should address how manage
ment considers the possibility of unrecorded transactions or identifies
and analyzes significant estimates recorded in the financial state
ments. Risks relevant to reliable financial reporting also relate to
specific events or transactions.

•

Control Activities. The auditor’s understanding of control activities
relates to the controls that management has implemented to prevent
or detect errors or fraud that could result in material misstatement in
the accounts and disclosures and related assertions of the financial
statements. For the purposes of evaluating the effectiveness of inter
nal control over financial reporting, the auditor’s understanding of
control activities encompasses a broader range of accounts and disclo
sures than what is normally obtained for the financial statement
audit.

•

Information and Communication. The auditor’s understanding of
management’s information and communication involves under
standing the same systems and processes that he or she addresses in
an audit of financial statements. In addition, this understanding
includes a greater emphasis on comprehending the safeguarding con
trols and the processes for authorization of transactions and the
maintenance of records, as well as the period-end financial reporting
process (discussed further beginning at paragraph .76).

•

Monitoring. The auditor’s understanding of management’s monitoring
of controls extends to and includes its monitoring of all controls,
including control activities, which management has identified and
designed to prevent or detect material misstatement in the accounts
and disclosures and related assertions of the financial statements.

.50 Some controls (such as company-level controls, described in para
graph .53) might have a pervasive effect on the achievement of many overall
objectives of the control criteria. For example, information technology general
controls over program development, program changes, computer operations,
and access to programs and data help ensure that specific controls over the
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processing of transactions are operating effectively. In contrast, other controls
are designed to achieve specific objectives of the control criteria. For example,
management generally establishes specific controls, such as accounting for all
shipping documents, to ensure that all valid sales are recorded.

.51 The auditor should focus on combinations of controls, in addition to
specific controls in isolation, in assessing whether the objectives of the control
criteria have been achieved. The absence or inadequacy of a specific control
designed to achieve the objectives of a specific criterion might not be a defi
ciency if other controls specifically address the same criterion. Further, when
one or more controls achieve the objectives of a specific criterion, the auditor
might not need to evaluate other controls designed to achieve those same
objectives.
.52 Identifying Company-Level Controls. Controls that exist at the com
pany-level often have a pervasive impact on controls at the process, transac
tion, or application level. For that reason, as a practical consideration, it may
be appropriate for the auditor to test and evaluate the design effectiveness of
company-level controls first, because the results of that work might affect the
way the auditor evaluates the other aspects of internal control over financial
reporting.

.53 Company-level controls are controls such as the following:

•

Controls within the control environment, including tone at the top, the
assignment of authority and responsibility, consistent policies and
procedures, and company-wide programs, such as codes of conduct and
fraud prevention, that apply to all locations and business units (See
paragraphs .113 through .115 for further discussion);

•

Management’s risk assessment process;

•

Centralized processing and controls, including shared service environ
ments;

•

Controls to monitor results of operations;

•

Controls to monitor other controls, including activities of the internal
audit function, the audit committee, and self-assessment programs;

•

The period-end financial reporting process; and

•

Board-approved policies that address significant business control and
risk management practices.

Note: The controls listed above are not intended to be a complete list
of company-level controls nor is a company required to have all the
controls in the list to support its assessment of effective company-level
controls. However, ineffective company-level controls are a deficiency
that will affect the scope of work performed, particularly when a
company has multiple locations or business units, as described in
Appendix B.

.54 Testing company-level controls alone is not sufficient for the purpose
of expressing an opinion on the effectiveness of a company’s internal control
over financial reporting.
.55 Evaluating the Effectiveness of the Audit Committee’s Oversight of the
Company’s External Financial Reporting and Internal Control Over Financial
Reporting. The company’s audit committee plays an important role within the
control environment and monitoring components of internal control over finan
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cial reporting. Within the control environment, the existence of an effective
audit committee helps to set a positive tone at the top. Within the monitoring
component, an effective audit committee challenges the company’s activities in
the financial arena.
Note: Although the audit committee plays an important role within
the control environment and monitoring components of internal con
trol over financial reporting, management is responsible for maintain
ing effective internal control over financial reporting. This standard
does not suggest that this responsibility has been transferred to the
audit committee.
Note: If no such committee exists with respect to the company, all
references to the audit committee in this standard apply to the entire
board of directors of the company.8 The auditor should be aware that
companies whose securities are not listed on a national securities
exchange or an automated inter-dealer quotation system of a national
securities association (such as the New York Stock Exchange, Ameri
can Stock Exchange, or NASDAQ) may not be required to have inde
pendent directors for their audit committees. In this case, the auditor
should not consider the lack of independent directors at these compa
nies indicative, by itself, of a control deficiency. Likewise, the inde
pendence requirements of Securities Exchange Act Rule 10A-39 are
not applicable to the listing of non-equity securities of a consolidated
or at least 50 percent beneficially owned subsidiary of a listed issuer
that is subject to the requirements of Securities Exchange Act Rule
10A-3(c)(2).1011
Therefore, the auditor should interpret references to the
audit committee in this standard, as applied to a subsidiary registrant,
as being consistent with the provisions of Securities Exchange Act
Rule 10A-3(c)(2).11 Furthermore, for subsidiary registrants, commu
nications required by this standard to be directed to the audit
committee should be made to the same committee or equivalent body
that pre-approves the retention of the auditor by or on behalf of
the subsidiary registrant pursuant to Rule 2-01(c)(7) of Regulation
S-X12 (which might be, for example, the audit committee of the
subsidiary registrant, the full board of the subsidiary registrant, or
the audit committee of the subsidiary registrant’s parent). In all cases,
the auditor should interpret the terms “board of directors” and “audit
committee” in this standard as being consistent with provisions for the
use of those terms as defined in relevant SEC rules.
.56 The company’s board of directors is responsible for evaluating the
performance and effectiveness of the audit committee; this standard does not
suggest that the auditor is responsible for performing a separate and distinct
evaluation of the audit committee. However, because of the role of the audit
committee within the control environment and monitoring components of
internal control over financial reporting, the auditor should assess the effec
tiveness of the audit committee as part of understanding and evaluating those
components.
8 See 15 U.S.C. 78c(a)58 and 15 U.S.C. 7201(a)(3).

9 See 17 C.F.R. 240.10A-3.
10 See 17 C.F.R. 240.10A-3(c)(2).

11 See 17 C.F.R. 240.10A-3(c)(2).
12 See 17 C.F.R. 210.2-01(c)(7).
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.57 The aspects of the audit committee’s effectiveness that are important
may vary considerably with the circumstances. The auditor focuses on factors
related to the effectiveness of the audit committee’s oversight of the company’s
external financial reporting and internal control over financial reporting, such
as the independence of the audit committee members from management and
the clarity with which the audit committee’s responsibilities are articulated
(for example, in the audit committee’s charter) and how well the audit commit
tee and management understand those responsibilities. The auditor might also
consider the audit committee’s involvement and interaction with the inde
pendent auditor and with internal auditors, as well as interaction with key
members of financial management, including the chief financial officer and
chief accounting officer.
.58 The auditor might also evaluate whether the right questions are
raised and pursued with management and the auditor, including questions
that indicate an understanding of the critical accounting policies and judg
mental accounting estimates, and the responsiveness to issues raised by the
auditor.
.59 Ineffective oversight by the audit committee of the company’s exter
nal financial reporting and internal control over financial reporting should be
regarded as at least a significant deficiency and is a strong indicator that a
material weakness in internal control over financial reporting exists.

.60 Identifying Significant Accounts. The auditor should identify signifi
cant accounts and disclosures, first at the financial-statement level and then
at the account or disclosure-component level. Determining specific controls to
test begins by identifying significant accounts and disclosures within the
financial statements. When identifying significant accounts, the auditor
should evaluate both quantitative and qualitative factors.
.61 An account is significant if there is more than a remote likelihood that
the account could contain misstatements that individually, or when aggre
gated with others, could have a material effect on the financial statements,
considering the risks of both overstatement and understatement. Other ac
counts may be significant on a qualitative basis based on the expectations of a
reasonable user. For example, investors might be interested in a particular
financial statement account even though it is not quantitatively large because
it represents an important performance measure.

Note: For purposes of determining significant accounts, the assess
ment as to likelihood should be made without giving any consideration
to the effectiveness of internal control over financial reporting.

.62 Components of an account balance subject to differing risks (inherent
and control) or different controls should be considered separately as potential
significant accounts. For instance, inventory accounts often consist of raw
materials (purchasing process), work in process (manufacturing process), fin
ished goods (distribution process), and an allowance for obsolescence.
.63 In some cases, separate components of an account might be a signifi
cant account because of the company’s organizational structure. For example,
for a company that has a number of separate business units, each with
different management and accounting processes, the accounts at each separate
business unit are considered individually as potential significant accounts.
.64 An account also may be considered significant because of the exposure
to unrecognized obligations represented by the account. For example, loss
reserves related to a self-insurance program or unrecorded contractual obliga
tions at a construction contracting subsidiary may have historically been
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insignificant in amount, yet might represent a more than remote likelihood of
material misstatement due to the existence of material unrecorded claims.

.65 When deciding whether an account is significant, it is important for
the auditor to evaluate both quantitative and qualitative factors, including the:
•

Size and composition of the account;

•

Susceptibility of loss due to errors or fraud;

•

Volume of activity, complexity, and homogeneity of the individual
transactions processed through the account;

•

Nature of the account (for example, suspense accounts generally
warrant greater attention);

•

Accounting and reporting complexities associated with the account;

•

Exposure to losses represented by the account (for example, loss accruals
related to a consolidated construction contracting subsidiary);

•

Likelihood (or possibility) of significant contingent liabilities arising
from the activities represented by the account;

•

Existence of related party transactions in the account; and

•

Changes from the prior period in account characteristics (for example,
new complexities or subjectivity or new types of transactions).

.66 For example, in a financial statement audit, the auditor might not
consider the fixed asset accounts significant when there is a low volume of
transactions and when inherent risk is assessed as low, even though the
balances are material to the financial statements. Accordingly, he or she might
decide to perform only substantive procedures on such balances. In an audit of
internal control over financial reporting, however, such accounts are signifi
cant accounts because of their materiality to the financial statements.
.67 As another example, the auditor of the financial statements of a
financial institution might not consider trust accounts significant to the insti
tution’s financial statements because such accounts are not included in the
institution’s balance sheet and the associated fee income generated by trust
activities is not material. However, in determining whether trust accounts are
a significant account for purposes of the audit of internal control over financial
reporting, the auditor should assess whether the activities of the trust depart
ment are significant to the institution’s financial reporting, which also would
include considering the contingent liabilities that could arise if a trust depart
ment failed to fulfill its fiduciary responsibilities (for example, if investments
were made that were not in accordance with stated investment policies). When
assessing the significance of possible contingent liabilities, consideration of the
amount of assets under the trust department’s control may be useful. For this
reason, an auditor who has not considered trust accounts significant accounts
for purposes of the financial statement audit might determine that they are
significant for purposes of the audit of internal control over financial reporting.

.68 Identifying Relevant Financial Statement Assertions. For each signifi
cant account, the auditor should determine the relevance of each of these
financial statement assertions:13
13 See AU sec. 326, Evidential Matter, which provides additional information on financial state
ment assertions.
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•

Existence or occurrence;

•

Completeness;

•

Valuation or allocation;

•

Rights and obligations; and

•

Presentation and disclosure.

.69 To identify relevant assertions, the auditor should determine the
source of likely potential misstatements in each significant account. In deter
mining whether a particular assertion is relevant to a significant account
balance or disclosure, the auditor should evaluate:

•

The nature of the assertion;

•

The volume of transactions or data related to the assertion; and

•

The nature and complexity of the systems, including the use of infor
mation technology by which the company processes and controls
information supporting the assertion.

.70 Relevant assertions are assertions that have a meaningful bearing on
whether the account is fairly stated. For example, valuation may not be
relevant to the cash account unless currency translation is involved; however,
existence and completeness are always relevant. Similarly, valuation may not
be relevant to the gross amount of the accounts receivable balance, but is
relevant to the related allowance accounts. Additionally, the auditor might, in
some circumstances, focus on the presentation and disclosure assertion sepa
rately in connection with the period-end financial reporting process.
.71 Identifying Significant Processes and Major Classes of Transactions.
The auditor should identify each significant process over each major class of
transactions affecting significant accounts or groups of accounts. Major classes
of transactions are those classes of transactions that are significant to the
company’s financial statements. For example, at a company whose sales may
be initiated by customers through personal contact in a retail store or electroni
cally through use of the internet, these types of sales would be two major
classes of transactions within the sales process if they were both significant to
the company’s financial statements. As another example, at a company for
which fixed assets is a significant account, recording depreciation expense
would be a major class of transactions.

.72 Different types of major classes of transactions have different levels
of inherent risk associated with them and require different levels of manage
ment supervision and involvement. For this reason, the auditor might further
categorize the identified major classes of transactions by transaction type:
routine, nonroutine, and estimation.
•

Routine transactions are recurring financial activities reflected in the
accounting records in the normal course of business (for example,
sales, purchases, cash receipts, cash disbursements, payroll).

•

Nonroutine transactions are activities that occur only periodically (for
example, taking physical inventory, calculating depreciation expense,
adjusting for foreign currencies). A distinguishing feature of non
routine transactions is that data involved are generally not part of the
routine flow of transactions.
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•

Estimation transactions are activities that involve management judg
ments or assumptions in formulating account balances in the absence
of a precise means of measurement (for example, determining the
allowance for doubtful accounts, establishing warranty reserves, as
sessing assets for impairment).

,73 Most processes involve a series of tasks such as capturing input data,
sorting and merging data, making calculations, updating transactions and
master files, generating transactions, and summarizing and displaying or
reporting data. The processing procedures relevant for the auditor to under
stand the flow of transactions generally are those activities required to initiate,
authorize, record, process and report transactions. Such activities include, for
example, initially recording sales orders, preparing shipping documents and
invoices, and updating the accounts receivable master file. The relevant proc
essing procedures also include procedures for correcting and reprocessing
previously rejected transactions and for correcting erroneous transactions
through adjusting journal entries.
.74 For each significant process, the auditor should:

•

Understand the flow of transactions, including how transactions are
initiated, authorized, recorded, processed, and reported.

•

Identify the points within the process at which a misstatement—in
cluding a misstatement due to fraud—related to each relevant finan
cial statement assertion could arise.

•

Identify the controls that management has implemented to address
these potential misstatements.

•

Identify the controls that management has implemented over the
prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets.

Note: The auditor frequently obtains the understanding and identifies
the controls described above as part of his or her performance of
walkthroughs (as described beginning in paragraph .79).
.75 The nature and characteristics of a company’s use of information
technology in its information system affect the company’s internal control over
financial reporting. AU sec. 319, Consideration of Internal Control in a Finan
cial Statement Audit, paragraphs .16 through .20, .30 through .32, and .77
through .79, discuss the effect of information technology on internal control
over financial reporting.
.76 Understanding the Period-End Financial Reporting Process. The pe
riod-end financial reporting process includes the following:

•

The procedures used to enter transaction totals into the general ledger;

•

The procedures used to initiate, authorize, record, and process journal
entries in the general ledger;

•

Other procedures used to record recurring and nonrecurring adjust
ments to the annual and quarterly financial statements, such as consoli
dating adjustments, report combinations, and classifications; and

•

Procedures for drafting annual and quarterly financial statements
and related disclosures.
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.77 As part of understanding and evaluating the period-end financial
reporting process, the auditor should evaluate:

•

The inputs, procedures performed, and outputs of the processes the
company uses to produce its annual and quarterly financial statements;

•

The extent of information technology involvement in each period-end
financial reporting process element;

•

Who participates from management;

•

The number of locations involved;

•

Types of adjusting entries (for example, standard, nonstandard, elimi
nating, and consolidating); and

•

The nature and extent of the oversight of the process by appropriate
parties, including management, the board of directors, and the audit
committee.

.78 The period-end financial reporting process is always a significant
process because of its importance to financial reporting and to the auditor’s
opinions on internal control over financial reporting and the financial state
ments. The auditor’s understanding of the company’s period-end financial
reporting process and how it interrelates with the company’s other significant
processes assists the auditor in identifying and testing controls that are the
most relevant to financial statement risks.
.79 Performing Walkthroughs. The auditor should perform at least one
walkthrough for each major class of transactions (as identified in paragraph
.71). In a walkthrough, the auditor traces a transaction from origination
through the company’s information systems until it is reflected in the com
pany’s financial reports. Walkthroughs provide the auditor with evidence to:

•

Confirm the auditor’s understanding of the process flow of transac
tions;

•

Confirm the auditor’s understanding of the design of controls identi
fied for all five components of internal control over financial reporting,
including those related to the prevention or detection of fraud;

•

Confirm that the auditor’s understanding of the process is complete
by determining whether all points in the process at which misstate
ments related to each relevant financial statement assertion that
could occur have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

Note: The auditor can often gain an understanding of the transaction
flow, identify and understand controls, and conduct the walkthrough
simultaneously.
.80 The auditor’s walkthroughs should encompass the entire process of
initiating, authorizing, recording, processing, and reporting individual trans
actions and controls for each of the significant processes identified, including
controls intended to address the risk of fraud. During the walkthrough, at each
point at which important processing procedures or controls occur, the auditor
should question the company’s personnel about their understanding of what is
required by the company’s prescribed procedures and controls and determine
whether the processing procedures are performed as originally understood and
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on a timely basis. (Controls might not be performed regularly but still be
timely.) During the walkthrough, the auditor should be alert for exceptions to
the company’s prescribed procedures and controls.

.81 While performing a walkthrough, the auditor should evaluate the
quality of the evidence obtained and perform walkthrough procedures that
produce a level of evidence consistent with the objectives listed in paragraph
.79. Rather than reviewing copies of documents and making inquiries of a
single person at the company, the auditor should follow the process flow of
actual transactions using the same documents and information technology
that company personnel use and make inquiries of relevant personnel involved
in significant aspects of the process or controls. To corroborate information at
various points in the walkthrough, the auditor might ask personnel to describe
their understanding of the previous and succeeding processing or control
activities and to demonstrate what they do. In addition, inquiries should
include follow-up questions that could help identify the abuse of controls or
indicators of fraud. Examples of follow-up inquiries include asking personnel:

•

What they do when they find an error or what they are looking for to
determine if there is an error (rather than simply asking them if they
perform listed procedures and controls); what kind of errors they have
found; what happened as a result of finding the errors, and how the
errors were resolved. If the person being interviewed has never found
an error, the auditor should evaluate whether that situation is due to
good preventive controls or whether the individual performing the
control lacks the necessary skills.

•

Whether they have ever been asked to override the process or controls,
and if so, to describe the situation, why it occurred, and what hap
pened.

.82 During the period under audit, when there have been significant
changes in the process flow of transactions, including the supporting computer
applications, the auditor should evaluate the nature of the change(s) and the
effect on related accounts to determine whether to walk through transactions
that were processed both before and after the change.
Note: Unless significant changes in the process flow of transactions,
including the supporting computer applications, make it more efficient
for the auditor to prepare new documentation of a walkthrough, the
auditor may carry his or her documentation forward each year, after
updating it for any changes that have taken place.

.83 Identifying Controls to Test. The auditor should obtain evidence about
the effectiveness of controls (either by performing tests of controls himself or
herself, or by using the work of others)14 for all relevant assertions related to
all significant accounts and disclosures in the financial statements. After
identifying significant accounts, relevant assertions, and significant processes,
the auditor should evaluate the following to identify the controls to be tested:
•

Points at which errors or fraud could occur;

•

The nature of the controls implemented by management;

•

The significance of each control in achieving the objectives of the
control criteria and whether more than one control achieves a particu

14 See paragraphs .108 through .126 for additional direction on using the work of others.
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lar objective or whether more than one control is necessary to achieve
a particular objective; and
•

The risk that the controls might not be operating effectively. Factors
that affect whether the control might not be operating effectively
include the following:
—

Whether there have been changes in the volume or nature of
transactions that might adversely affect control design or operat
ing effectiveness;

—

Whether there have been changes in the design of controls;

—

The degree to which the control relies on the effectiveness of other
controls (for example, the control environment or information
technology general controls);

—

Whether there have been changes in key personnel who perform
the control or monitor its performance;

—

Whether the control relies on performance by an individual or is
automated; and

—

The complexity of the control.

.84 The auditor should clearly link individual controls with the signifi
cant accounts and assertions to which they relate.
.85 The auditor should evaluate whether to test preventive controls,
detective controls, or a combination of both for individual relevant assertions
related to individual significant accounts. For instance, when performing tests
of preventive and detective controls, the auditor might conclude that a deficient
preventive control could be compensated for by an effective detective control
and, therefore, not result in a significant deficiency or material weakness. For
example, a monthly reconciliation control procedure, which is a detective
control, might detect an out-of-balance situation resulting from an unauthor
ized transaction being initiated due to an ineffective authorization procedure,
which is a preventive control. When determining whether the detective control
is effective, the auditor should evaluate whether the detective control is
sufficient to achieve the control objective to which the preventive control
relates.

Note: Because effective internal control over financial reporting often
includes a combination of preventive and detective controls, the audi
tor ordinarily will test a combination of both.
.86 The auditor should apply tests of controls to those controls that are
important to achieving each control objective. It is neither necessary to test all
controls nor is it necessary to test redundant controls (that is, controls that
duplicate other controls that achieve the same objective and already have been
tested), unless redundancy is itself a control objective, as in the case of certain
computer controls.

.87 Appendix B, paragraphs B1 through B17, provide additional direction
to the auditor in determining which controls to test when a company has
multiple locations or business units. In these circumstances, the auditor should
determine significant accounts and their relevant assertions, significant proc
esses, and major classes of transactions based on those that are relevant and
significant to the consolidated financial statements. Having made those deter
minations in relation to the consolidated financial statements, the auditor
should then apply the directions in Appendix B.
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Testing and Evaluating Design Effectiveness
.88 Internal control over financial reporting is effectively designed when
the controls complied with would be expected to prevent or detect errors or
fraud that could result in material misstatements in the financial statements.
The auditor should determine whether the company has controls to meet the
objectives of the control criteria by:

•

Identifying the company’s control objectives in each area;

•

Identifying the controls that satisfy each objective; and

•

Determining whether the controls, if operating properly, can effec
tively prevent or detect errors or fraud that could result in material
misstatements in the financial statements.

89. Procedures the auditor performs to test and evaluate design effective
ness include inquiry, observation, walkthroughs, inspection of relevant docu
mentation, and a specific evaluation of whether the controls are likely to
prevent or detect errors or fraud that could result in misstatements if they are
operated as prescribed by appropriately qualified persons.
.90 The procedures that the auditor performs in evaluating manage
ment’s assessment process and obtaining an understanding of internal control
over financial reporting also provide the auditor with evidence about the
design effectiveness of internal control over financial reporting.
.91 The procedures the auditor performs to test and evaluate design
effectiveness also might provide evidence about operating effectiveness.

Testing and Evaluating Operating Effectiveness
.92 An auditor should evaluate the operating effectiveness of a control by
determining whether the control is operating as designed and whether the
person performing the control possesses the necessary authority and qualifica
tions to perform the control effectively.

.93 Nature of Tests of Controls. Tests of controls over operating effective
ness should include a mix of inquiries of appropriate personnel, inspection of
relevant documentation, observation of the company’s operations, and reper
formance of the application of the control. For example, the auditor might
observe the procedures for opening the mail and processing cash receipts to test
the operating effectiveness of controls over cash receipts. Because an observa
tion is pertinent only at the point in time at which it is made, the auditor should
supplement the observation with inquiries of company personnel and inspec
tion of documentation about the operation of such controls at other times.
These inquiries might be made concurrently with performing walkthroughs.
.94 Inquiry is a procedure that consists of seeking information, both
financial and nonfinancial, of knowledgeable persons throughout the company.
Inquiry is used extensively throughout the audit and often is complementary
to performing other procedures. Inquiries may range from formal written
inquiries to informal oral inquiries.

.95 Evaluating responses to inquiries is an integral part of the inquiry
procedure. Examples of information that inquiries might provide include the
skill and competency of those performing the control, the relative sensitivity of
the control to prevent or detect errors or fraud, and the frequency with which
the control operates to prevent or detect errors or fraud. Responses to inquiries
might provide the auditor with information not previously possessed or with
corroborative evidence. Alternatively, responses might provide information
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that differs significantly from other information the auditor obtains (for exam
ple, information regarding the possibility of management override of controls).
In some cases, responses to inquiries provide a basis for the auditor to modify
or perform additional procedures.

.96 Because inquiry alone does not provide sufficient evidence to support
the operating effectiveness of a control, the auditor should perform additional
tests of controls. For example, if the company implements a control activity
whereby its sales manager reviews and investigates a report of invoices with
unusually high or low gross margins, inquiry of the sales manager as to
whether he or she investigates discrepancies would be inadequate. To obtain
sufficient evidence about the operating effectiveness of the control, the auditor
should corroborate the sales manager’s responses by performing other proce
dures, such as inspecting reports or other documentation used in or generated
by the performance of the control, and evaluate whether appropriate actions
were taken regarding discrepancies.
.97 The nature of the control also influences the nature of the tests of
controls the auditor can perform. For example, the auditor might examine
documents regarding controls for which documentary evidence exists. How
ever, documentary evidence regarding some aspects of the control environ
ment, such as management’s philosophy and operating style, might not exist.
In circumstances in which documentary evidence of controls or the perform
ance of controls does not exist and is not expected to exist, the auditor’s tests
of controls would consist of inquiries of appropriate personnel and observation
of company activities. As another example, a signature on a voucher package
to indicate that the signer approved it does not necessarily mean that the
person carefully reviewed the package before signing. The package may have
been signed based on only a cursory review (or without any review). As a result,
the quality of the evidence regarding the effective operation of the control
might not be sufficiently persuasive. If that is the case, the auditor should
reperform the control (for example, checking prices, extensions, and additions)
as part of the test of the control. In addition, the auditor might inquire of the
person responsible for approving voucher packages what he or she looks for
when approving packages and how many errors have been found within
voucher packages. The auditor also might inquire of supervisors whether they
have any knowledge of errors that the person responsible for approving the
voucher packages failed to detect.

.98 Timing of Tests of Controls. The auditor must perform tests of controls
over a period of time that is adequate to determine whether, as of the date
specified in management’s report, the controls necessary for achieving the
objectives of the control criteria are operating effectively. The period of time
over which the auditor performs tests of controls varies with the nature of the
controls being tested and with the frequency with which specific controls
operate and specific policies are applied. Some controls operate continuously
(for example, controls over sales), while others operate only at certain times
(for example, controls over the preparation of monthly or quarterly financial
statements and controls over physical inventory counts).
.99 The auditor’s testing of the operating effectiveness of such controls
should occur at the time the controls are operating. Controls “as of” a specific
date encompass controls that are relevant to the company’s internal control
over financial reporting “as of’ that specific date, even though such controls
might not operate until after that specific date. For example, some controls
over the period-end financial reporting process normally operate only after the
“as of’ date. Therefore, if controls over the December 31, 20X4 period-end
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financial reporting process operate in January 20X5, the auditor should test
the control operating in January 20X5 to have sufficient evidence of operating
effectiveness “as of’ December 31, 20X4.
.100 When the auditor reports on the effectiveness of controls “as of’ a
specific date and obtains evidence about the operating effectiveness of controls
at an interim date, he. or she should determine what additional evidence to
obtain concerning the operation of the control for the remaining period. In
making that determination, the auditor should evaluate:

•

The specific controls tested prior to the “as of’ date and the results of
those tests;

•

The degree to which evidence about the operating effectiveness of
those controls was obtained;

•

The length of the remaining period; and

•

The possibility that there have been any significant changes in inter
nal control over financial reporting subsequent to the interim date.

.101 For controls over significant nonroutine transactions, controls over
accounts or processes with a high degree of subjectivity or judgment in meas
urement, or controls over the recording of period-end adjustments, the auditor
should perform tests of controls closer to or at the “as of’ date rather than at
an interim date. However, the auditor should balance performing the tests of
controls closer to the “as of” date with the need to obtain sufficient evidence of
operating effectiveness.

.102 Prior to the date specified in management’s report, management
might implement changes to the company’s controls to make them more
effective or efficient or to address control deficiencies. In that case, the auditor
might not need to evaluate controls that have been superseded. For example,
if the auditor determines that the new controls achieve the related objectives
of the control criteria and have been in effect for a sufficient period to permit
the auditor to assess their design and operating effectiveness by performing
tests of controls,15 he or she will not need to evaluate the design and operating
effectiveness of the superseded controls for purposes of expressing an opinion
on internal control over financial reporting.
.103 As discussed in paragraph .207, however, the auditor must commu
nicate all identified significant deficiencies and material weaknesses in con
trols to the audit committee in writing. In addition, the auditor should evaluate
how the design and operating effectiveness of the superseded controls relates
to the auditor’s reliance on controls for financial statement audit purposes.
.104 Extent of Tests of Controls. Each year the auditor must obtain
sufficient evidence about whether the company’s internal control over financial
reporting, including the controls for all internal control components, is operat
ing effectively. This means that each year the auditor must obtain evidence
about the effectiveness of controls for all relevant assertions related to all
significant accounts and disclosures in the financial statements. The auditor
also should vary from year to year the nature, timing, and extent of testing of
controls to introduce unpredictability into the testing and respond to changes
in circumstances. For example, each year the auditor might test the controls
15 Paragraph .179 provides reporting directions in these circumstances when the auditor has not
been able to obtain evidence that the new controls were appropriately designed or have been
operating effectively for a sufficient period of time.
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at a different interim period; increase or reduce the number and types of tests
performed; or change the combination of procedures used.
.105 In determining the extent of procedures to perform, the auditor
should design the procedures to provide a high level of assurance that the
control being tested is operating effectively. In making this determination, the
auditor should assess the following factors:

•

Nature of the control. The auditor should subject manual controls to
more extensive testing than automated controls. In some circum
stances, testing a single operation of an automated control may be
sufficient to obtain a high level of assurance that the control operated
effectively, provided that information technology general controls also
are operating effectively. For manual controls, sufficient evidence
about the operating effectiveness of the controls is obtained by evalu
ating multiple operations of the control and the results of each opera
tion. The auditor also should assess the complexity of the controls, the
significance of the judgments that must be made in connection with
their operation, and the level of competence of the person performing
the controls that is necessary for the control to operate effectively. As
the complexity and level of judgment increase or the level of compe
tence of the person performing the control decreases, the extent of the
auditor’s testing should increase.

•

Frequency of operation. Generally, the more frequently a manual
control operates, the more operations of the control the auditor should
test. For example, for a manual control that operates in connection
with each transaction, the auditor should test multiple operations of
the control over a sufficient period of time to obtain a high level of
assurance that the control operated effectively. For controls that
operate less frequently, such as monthly account reconciliations and
controls over the period-end financial reporting process, the auditor
may test significantly fewer operations of the control. However, the
auditor’s evaluation of each operation of controls operating less fre
quently is likely to be more extensive. For example, when evaluating
the operation of a monthly exception report, the auditor should evalu
ate whether the judgments made with regard to the disposition of the
exceptions were appropriate and adequately supported.
Note: When sampling is appropriate and the population of con
trols to be tested is large, increasing the population size does not
proportionately increase the required sample size.

•

Importance of the control. Controls that are relatively more important
should be tested more extensively. For example, some controls may
address multiple financial statement assertions, and certain periodend detective controls might be considered more important than
related preventive controls. The auditor should test more operations
of such controls or, if such controls operate infrequently, the auditor
should evaluate each operation of the control more extensively.

.106 Use of Professional Skepticism when Evaluating the Results of Test
ing. The auditor must conduct the audit of internal control over financial
reporting and the audit of the financial statements with professional skepti
cism, which is an attitude that includes a questioning mind and a critical
assessment of audit evidence. For example, even though a control is performed
by the same employee whom the auditor believes performed the control effec
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tively in prior periods, the control may not be operating effectively during the
current period because the employee could have become complacent, dis
tracted, or otherwise not be effectively carrying out his or her responsibilities.
Also, regardless of any past experience with the entity or the auditor’s beliefs
about management’s honesty and integrity, the auditor should recognize the
possibility that a material misstatement due to fraud could be present. Fur
thermore, professional skepticism requires the auditor to consider whether
evidence obtained suggests that a material misstatement due to fraud has
occurred. In exercising professional skepticism in gathering and evaluating
evidence, the auditor must not be satisfied with less-than-persuasive evidence
because of a belief that management is honest.

.107 When the auditor identifies exceptions to the company’s prescribed
control procedures, he or she should determine, using professional skepticism,
the effect of the exception on the nature and extent of additional testing that
may be appropriate or necessary and on the operating effectiveness of the
control being tested. A conclusion that an identified exception does not repre
sent a control deficiency is appropriate only if evidence beyond what the
auditor had initially planned and beyond inquiry supports that conclusion.

Using the Work of Others
.108 In all audits of internal control over financial reporting, the auditor
must perform enough of the testing himself or herself so that the auditor’s
own work provides the principal evidence for the auditor’s opinion. The auditor
may, however, use the work of others to alter the nature, timing, or extent of
the work he or she otherwise would have performed. For these purposes, the
work of others includes relevant work performed by internal auditors, com
pany personnel (in addition to internal auditors), and third parties working
under the direction of management or the audit committee that provides
information about the effectiveness of internal control over financial reporting.
Note: Because the amount of work related to obtaining sufficient
evidence to support an opinion about the effectiveness of controls is
not susceptible to precise measurement, the auditor’s judgment about
whether he or she has obtained the principal evidence for the opinion
will be qualitative as well as quantitative. For example, the auditor
might give more weight to work he or she performed on pervasive
controls and in areas such as the control environment than on other
controls, such as controls over low-risk, routine transactions.

.109 The auditor should evaluate whether to use the work performed by
others in the audit of internal control over financial reporting. To determine
the extent to which the auditor may use the work of others to alter the nature,
timing, or extent of the work the auditor would have otherwise performed, in
addition to obtaining the principal evidence for his or her opinion, the auditor
should:
a.

Evaluate the nature of the controls subjected to the work of others
(See paragraphs .112 through .116);

b.

Evaluate the competence and objectivity of the individuals who
performed the work (See paragraphs .117 through .122); and

c.

Test some of the work performed by others to evaluate the quality
and effectiveness of their work (See paragraphs .123 through .125).
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Note: AU sec. 322, The Auditor’s Consideration of the Internal Audit
Function in an Audit of Financial Statements, applies to using the
work of internal auditors in an audit of the financial statements. The
auditor may apply the relevant concepts described in that section to
using the work of others in the audit of internal control over financial
reporting.

.110 The auditor must obtain sufficient evidence to support his or her
opinion. Judgments about the sufficiency of evidence obtained and other
factors affecting the auditor’s opinion, such as the significance of identified
control deficiencies, should be those of the auditor. Evidence obtained through
the auditor’s direct personal knowledge, observation, reperformance, and in
spection is generally more persuasive than information obtained indirectly
from others, such as from internal auditors, other company personnel, or third
parties working under the direction of management.
.111 The requirement that the auditor’s own work must provide the
principal evidence for the auditor’s opinion is one of the boundaries within
which the auditor determines the work he or she must perform himself or
herself in the audit of internal control over financial reporting. Paragraphs
.112 through .125 provide more specific and definitive direction on how the
auditor makes this determination, but the directions allow the auditor signifi
cant flexibility to use his or her judgment to determine the work necessary to
obtain the principal evidence and to determine when the auditor can use the
work of others rather than perform the work himself or herself. Regardless of
the auditor’s determination of the work that he or she must perform himself or
herself, the auditor’s responsibility to report on the effectiveness of internal
control over financial reporting rests solely with the auditor; this responsibility
cannot be shared with the other individuals whose work the auditor uses.
Therefore, when the auditor uses the work of others, the auditor is responsible
for the results of their work.

.112 Evaluating the Nature of the Controls Subjected to the Work of
Others. The auditor should evaluate the following factors when evaluating the
nature of the controls subjected to the work of others. As these factors increase
in significance, the need for the auditor to perform his or her own work on those
controls increases. As these factors decrease in significance, the need for the
auditor to perform his or her own work on those controls decreases.
•

The materiality of the accounts and disclosures that the control ad
dresses and the risk of material misstatement.

•

The degree of judgment required to evaluate the operating effective
ness of the control (that is, the degree to which the evaluation of the
effectiveness of the control requires evaluation of subjective factors
rather than objective testing).

•

The pervasiveness of the control.

•

The level of judgment or estimation required in the account or disclo
sure.

•

The potential for management override of the control.

.113 Because of the nature of the controls in the control environment, the
auditor should not use the work of others to reduce the amount of work he or
she performs on controls in the control environment. The auditor should,
however, consider the results of work performed in this area by others because
it might indicate the need for the auditor to increase his or her work.
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.114 The control environment encompasses the following factors:16

•

Integrity and ethical values;

•

Commitment to competence;

•

Board of directors or audit committee participation;

•

Management’s philosophy and operating style;

•

Organizational structure;

•

Assignment of authority and responsibility; and

•

Human resource policies and procedures.

.115 Controls that are part of the control environment include, but are not
limited to, controls specifically established to prevent and detect fraud that is
at least reasonably possible to result in material misstatement of the financial
statements.

Note: The term “reasonably possible” has the same meaning as in FAS
No. 5. See the first note to paragraph .09 for further discussion.
.116 The auditor should perform the walkthroughs (as discussed begin
ning at paragraph .79) himself or herself because of the degree of judgment
required in performing this work. However, to provide additional evidence, the
auditor may also review the work of others who have performed and docu
mented walkthroughs. In evaluating whether his or her own evidence provides
the principal evidence, the auditor’s work on the control environment and in
performing walkthroughs constitutes an important part of the auditor’s own
work.
.117 Evaluating the Competence and Objectivity of Others. The extent to
which the auditor may use the work of others depends on the degree of
competence and objectivity of the individuals performing the work. The higher
the degree of competence and objectivity, the greater use the auditor may make
of the work; conversely, the lower the degree of competence and objectivity, the
less use the auditor may make of the work. Further, the auditor should not use
the work of individuals who have a low degree of objectivity, regardless of their
level of competence. Likewise, the auditor should not use the work of individu
als who have a low level of competence regardless of their degree of objectivity.
.118 When evaluating the competence and objectivity of the individuals
performing the tests of controls, the auditor should obtain, or update informa
tion from prior years, about the factors indicated in the following paragraph.
The auditor should determine whether to test the existence and quality of
those factors and, if so, the extent to which to test the existence and quality of
those factors, based on the intended effect of the work of others on the audit of
internal control over financial reporting.

.119 Factors concerning the competence of the individuals performing the
tests of controls include:
•

Their educational level and professional experience.

•

Their professional certification and continuing education.

16 See the COSO report and paragraph .110 of AU sec. 319, Internal Control in a Financial
Statement Audit, for additional information about the factors included in the control environment.
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•

Practices regarding the assignment of individuals to work areas.

•

Supervision and review of their activities.

•

Quality of the documentation of their work, including any reports or
recommendations issued.

•

Evaluation of their performance.

.120 Factors concerning the objectivity of the individuals performing the
tests of controls include:
•

•

The organizational status of the individuals responsible for the work
of others (“testing authority”) in testing controls, including—
a.

Whether the testing authority reports to an officer of sufficient
status to ensure sufficient testing coverage and adequate con
sideration of, and action on, the findings and recommendations
of the individuals performing the testing.

b.

Whether the testing authority has direct access and reports
regularly to the board of directors or the audit committee.

c.

Whether the board of directors or the audit committee oversees
employment decisions related to the testing authority.

Policies to maintain the individuals’ objectivity about the areas being
tested, including—
a.

Policies prohibiting individuals from testing controls in areas in
which relatives are employed in important or internal controlsensitive positions.

b.

Policies prohibiting individuals from testing controls in areas to
which they were recently assigned or are scheduled to be as
signed upon completion of their controls testing responsibilities.

.121 Internal auditors normally are expected to have greater competence
with regard to internal control over financial reporting and objectivity than
other company personnel. Therefore, the auditor may be able to use their work
to a greater extent than the work of other company personnel. This is particu
larly true in the case of internal auditors who follow the International Stand
ards for the Professional Practice of Internal Auditing issued by the Institute
of Internal Auditors. If internal auditors have performed an extensive amount
of relevant work and the auditor determines they possess a high degree of
competence and objectivity, the auditor could use their work to the greatest
extent an auditor could use the work of others. On the other hand, if the
internal audit function reports solely to management, which would reduce
internal auditors’ objectivity, or if limited resources allocated to the internal
audit function result in very limited testing procedures on its part or reduced
competency of the internal auditors, the auditor should use their work to a
much lesser extent and perform more of the testing himself or herself.

.122 When determining how the work of others will alter the nature,
timing, or extent of the auditor’s work, the auditor should assess the interrela
tionship of the nature of the controls, as discussed in paragraph .112, and the
competence and objectivity of those who performed the work, as discussed in
paragraphs .117 through .121. As the significance of the factors listed in
paragraph .112 increases, the ability of the auditor to use the work of others
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decreases at the same time that the necessary level of competence and objec
tivity of those who perform the work increases. For example, for some perva
sive controls, the auditor may determine that using the work of internal
auditors to a limited degree would be appropriate and that using the work of
other company personnel would not be appropriate because other company
personnel do not have a high enough degree of objectivity as it relates to the
nature of the controls.
.123 Testing the Work of Others. The auditor should test some of the work
of others to evaluate the quality and effectiveness of the work. The auditor’s
tests of the work of others may be accomplished by either (a) testing some of
the controls that others tested or (b) testing similar controls not actually tested
by others.
.124 The nature and extent of these tests depend on the effect of the work
of others on the auditor’s procedures but should be sufficient to enable the
auditor to make an evaluation of the overall quality and effectiveness of the
work the auditor is considering. The auditor also should assess whether this
evaluation has an effect on his or her conclusions about the competence and
objectivity of the individuals performing the work.
.125 In evaluating the quality and effectiveness of the work of others, the
auditor should evaluate such factors as to whether the:

•

Scope of work is appropriate to meet the objectives.

•

Work programs are adequate.

•

Work performed is adequately documented, including evidence of
supervision and review.

•

Conclusions are appropriate in the circumstances.

•

Reports are consistent with the results of the work performed.

.126 The following examples illustrate how to apply the directions dis
cussed in this section:

•

Controls over the period-end financial reporting process. Many of the
controls over the period-end financial reporting process address sig
nificant risks of misstatement of the accounts and disclosures in the
annual and quarterly financial statements, may require significant
judgment to evaluate their operating effectiveness, may have a higher
potential for management override, and may affect accounts that
require a high level of judgment or estimation. Therefore, the auditor
could determine that, based on the nature of controls over the periodend financial reporting process, he or she would need to perform more
of the tests of those controls himself or herself. Further, because of the
nature of the controls, the auditor should use the work of others only
if the degree of competence and objectivity of the individuals perform
ing the work is high; therefore, the auditor might use the work of
internal auditors to some extent but not the work of others within the
company.

•

Information technology general controls. Information technology gen
eral controls are part of the control activities component of internal
control; therefore, the nature of the controls might permit the auditor
to use the work of others. For example, program change controls over
routine maintenance changes may have a highly pervasive effect, yet
involve a low degree of judgment in evaluating their operating effec
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tiveness, can be subjected to objective testing, and have a low potential
for management override. Therefore, the auditor could determine
that, based on the nature of these program change controls, the auditor
could use the work of others to a moderate extent so long as the degree
of competence and objectivity of the individuals performing the test is
at an appropriate level. On the other hand, controls to detect attempts
to override controls that prevent unauthorized journal entries from
being posted may have a highly pervasive effect, may involve a high
degree of judgment in evaluating their operating effectiveness, may
involve a subjective evaluation, and may have a reasonable possibility
for management override. Therefore, the auditor could determine
that, based on the nature of these controls over systems access, he or
she would need to perform more of the tests of those controls himself
or herself. Further, because of the nature of the controls, the auditor
should use the work of others only if the degree of competence and
objectivity of the individuals performing the tests is high.
•

Management self-assessment of controls. As described in paragraph
.40, management may test the operating effectiveness of controls using
a self-assessment process. Because such an assessment is made by the
same personnel who are responsible for performing the control, the
individuals performing the self-assessment do not have sufficient
objectivity as it relates to the subject matter. Therefore, the auditor
should not use their work.

•

Controls over the calculation of depreciation of fixed assets. Controls
over the calculation of depreciation of fixed assets are usually not
pervasive, involve a low degree of judgment in evaluating their oper
ating effectiveness, and can be subjected to objective testing. If these
conditions describe the controls over the calculation of depreciation of
fixed assets and if there is a low potential for management override,
the auditor could determine that, based on the nature of these controls,
the auditor could use the work of others to a large extent (perhaps
entirely) so long as the degree of competence and objectivity of the
individuals performing the test is at an appropriate level.

•

Alternating tests of controls. Many of the controls over accounts pay
able, including controls over cash disbursements, are usually not
pervasive, involve a low degree of judgment in evaluating their oper
ating effectiveness, can be subjected to objective testing, and have a
low potential for management override. When these conditions de
scribe the controls over accounts payable, the auditor could determine
that, based on the nature of these controls, he or she could use the
work of others to a large extent (perhaps entirely) so long as the degree
of competence and objectivity of the individuals performing the test is
at an appropriate level. However, if the company recently imple
mented a major information technology change that significantly
affected controls over cash disbursements, the auditor might decide to
use the work of others to a lesser extent in the audit immediately
following the information technology change and then return, in
subsequent years, to using the work of others to a large extent in this
area. As another example, the auditor might use the work of others
for testing controls over the depreciation of fixed assets (as described
in the point above) for several years’ audits but decide one year to
perform some extent of the work himself or herself to gain an under
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standing of these controls beyond that provided by performing a
walkthrough.

Forming an Opinion on the Effectiveness of Internal Control
Over Financial Reporting
.127 When forming an opinion on internal control over financial report
ing, the auditor should evaluate all evidence obtained from all sources, including:

•

The adequacy of the assessment performed by management and the
results of the auditor’s evaluation of the design and tests of operating
effectiveness of controls;

•

The negative results of substantive procedures performed during the
financial statement audit (for example, recorded and unrecorded ad
justments identified as a result of the performance of the auditing
procedures); and

•

Any identified control deficiencies.

.128 As part of this evaluation, the auditor should review all reports
issued during the year by internal audit (or similar functions, such as loan
review in a financial institution) that address controls related to internal
control over financial reporting and evaluate any control deficiencies identified
in those reports. This review should include reports issued by internal audit as
a result of operational audits or specific reviews of key processes if those
reports address controls related to internal control over financial reporting.
.129 Issuing an Unqualified Opinion. The auditor may issue an unquali
fied opinion only when there are no identified material weaknesses and when
there have been no restrictions on the scope of the auditor’s work. The exist
ence of a material weakness requires the auditor to express an adverse opinion
on the effectiveness of internal control over financial reporting (See paragraph
.175), while a scope limitation requires the auditor to express a qualified
opinion or a disclaimer of opinion, depending on the significance of the limita
tion in scope (See paragraph .178).
.130 Evaluating Deficiencies in Internal Control Over Financial Report
ing. The auditor must evaluate identified control deficiencies and determine
whether the deficiencies, individually or in combination, are significant defi
ciencies or material weaknesses. The evaluation of the significance of a defi
ciency should include both quantitative and qualitative factors.

.131 The auditor should evaluate the significance of a deficiency in inter
nal control over financial reporting initially by determining the following:
•

The likelihood that a deficiency, or a combination of deficiencies, could
result in a misstatement of an account balance or disclosure; and

•

The magnitude of the potential misstatement resulting from the
deficiency or deficiencies.

.132 The significance of a deficiency in internal control over financial
reporting depends on the potential for a misstatement, not on whether a
misstatement actually has occurred.
.133 Several factors affect the likelihood that a deficiency, or a combina
tion of deficiencies, could result in a misstatement of an account balance or
disclosure. The factors include, but are not limited to, the following:
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•

The nature of the financial statement accounts, disclosures, and as
sertions involved; for example, suspense accounts and related party
transactions involve greater risk.

•

The susceptibility of the related assets or liability to loss or fraud; that
is, greater susceptibility increases risk.

•

The subjectivity, complexity, or extent of judgment required to deter
mine the amount involved; that is, greater subjectivity, complexity, or
judgment, like that related to an accounting estimate, increases risk.

•

The cause and frequency of known or detected exceptions for the
operating effectiveness of a control; for example, a control with an
observed non-negligible deviation rate is a deficiency.

•

The interaction or relationship of the control with other controls; that
is, the interdependence or redundancy of the control.

•

The interaction of the deficiencies; for example, when evaluating a
combination of two or more deficiencies, whether the deficiencies could
affect the same financial statement accounts and assertions.

•

The possible future consequences of the deficiency.

.134 When evaluating the likelihood that a deficiency or combination of
deficiencies could result in a misstatement, the auditor should evaluate how
the controls interact with other controls. There are controls, such as informa
tion technology general controls, on which other controls depend. Some con
trols function together as a group of controls. Other controls overlap, in the
sense that these other controls achieve the same objective.
.135 Several factors affect the magnitude of the misstatement that could
result from a deficiency or deficiencies in controls. The factors include, but are
not limited to, the following:

•

The financial statement amounts or total of transactions exposed to
the deficiency.

•

The volume of activity in the account balance or class of transactions
exposed to the deficiency that has occurred in the current period or
that is expected in future periods.

.136 In evaluating the magnitude of the potential misstatement, the
auditor should recognize that the maximum amount that an account balance
or total of transactions can be overstated is generally the recorded amount.
However, the recorded amount is not a limitation on the amount of potential
understatement. The auditor also should recognize that the risk of misstate
ment might be different for the maximum possible misstatement than for
lesser possible amounts.
.137 When evaluating the significance of a deficiency in internal control
over financial reporting, the auditor also should determine the level of detail
and degree of assurance that would satisfy prudent officials in the conduct of
their own affairs that they have reasonable assurance that transactions are
recorded as necessary to permit the preparation of financial statements in
conformity with generally accepted accounting principles. If the auditor deter
mines that the deficiency would prevent prudent officials in the conduct of their

AU §320.134

425

Audit of Internal Control Over Financial Reporting

own affairs from concluding that they have reasonable assurance,17 then the
auditor should deem the deficiency to be at least a significant deficiency.
Having determined in this manner that a deficiency represents a significant
deficiency, the auditor must further evaluate the deficiency to determine
whether individually, or in combination with other deficiencies, the deficiency
is a material weakness.
Note: Paragraphs .09 and .10 provide the definitions of significant
deficiency and material weakness, respectively.

.138 Inadequate documentation of the design of controls and the absence
of sufficient documented evidence to support management’s assessment of the
operating effectiveness of internal control over financial reporting are control
deficiencies. As with other control deficiencies, the auditor should evaluate
these deficiencies as to their significance.

.139 The interaction of qualitative considerations that affect internal
control over financial reporting with quantitative considerations ordinarily
results in deficiencies in the following areas being at least significant deficien
cies in internal control over financial reporting:
•

Controls over the selection and application of accounting policies that
are in conformity with generally accepted accounting principles;

•

Antifraud programs and controls;

•

Controls over non-routine and non-systematic transactions; and

•

Controls over the period-end financial reporting process, including
controls over procedures used to enter transaction totals into the
general ledger; initiate, authorize, record, and process journal entries
into the general ledger; and record recurring and nonrecurring adjust
ments to the financial statements.

.140 Each of the following circumstances should be regarded as at least a
significant deficiency and as a strong indicator that a material weakness in
internal control over financial reporting exists:

•

Restatement of previously issued financial statements to reflect the
correction of a misstatement.

Note: The correction of a misstatement includes misstatements
due to error or fraud; it does not include restatements to reflect a
change in accounting principle to comply with a new accounting
principle or a voluntary change from one generally accepted
accounting principle to another generally accepted accounting
principle.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by
the company’s internal control over financial reporting. (This is a
strong indicator of a material weakness even if management sub
sequently corrects the misstatement.)

•

Oversight of the company’s external financial reporting and internal
control over financial reporting by the company’s audit committee is

17 See SEC Staff Accounting Bulletin Topic 1M2, Immaterial Misstatements That Are Intentional,
for further discussion about the level of detail and degree of assurance that would satisfy prudent
officials in the conduct of their own affairs.
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ineffective. (Paragraphs .55 through .59 present factors to evaluate
when determining whether the audit committee is ineffective.)
•

The internal audit function or the risk assessment function is ineffec
tive at a company for which such a function needs to be effective for
the company to have an effective monitoring or risk assessment
component, such as for very large or highly complex companies.

Note: The evaluation of the internal audit or risk assessment
functions is similar to the evaluation of the audit committee, as
described in paragraphs .55 through .59, that is, the evaluation is
made within the context of the monitoring and risk assessment
components. The auditor is not required to make a separate evalu
ation of the effectiveness and performance of these functions. In
stead, the auditor should base his or her evaluation on evidence
obtained as part of evaluating the monitoring and risk assessment
components of internal control over financial reporting.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. This relates solely to those aspects of
the ineffective regulatory compliance function in which associated
violations of laws and regulations could have a material effect on the
reliability of financial reporting.

•

Identification of fraud of any magnitude on the part of senior manage
ment.

Note: The auditor is required to plan and perform procedures to
obtain reasonable assurance that material misstatement caused
by fraud is detected by the auditor. However, for the purposes of
evaluating and reporting deficiencies in internal control over
financial reporting, the auditor should evaluate fraud of any
magnitude (including fraud resulting in immaterial misstate
ments) on the part of senior management of which he or she is
aware. Furthermore, for the purposes of this circumstance, “sen
ior management” includes the principal executive and financial
officers signing the company’s certifications as required under
Section 302 of the Act as well as any other member of management
who play a significant role in the company’s financial reporting
process.

•

Significant deficiencies that have been communicated to management
and the audit committee remain uncorrected after some reasonable
period of time.

•

An ineffective control environment.

.141 Appendix D provides examples of significant deficiencies and mate
rial weaknesses.

Requirement for Written Representations
.142 In an audit of internal control over financial reporting, the auditor
should obtain written representations from management:

a.

Acknowledging management’s responsibility for establishing and
maintaining effective internal control over financial reporting;
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b.

Stating that management has performed an assessment of the effec
tiveness of the company’s internal control over financial reporting
and specifying the control criteria;

c.

Stating that management did not use the auditor’s procedures per
formed during the audits of internal control over financial reporting
or the financial statements as part of the basis for management’s
assessment of the effectiveness of internal control over financial
reporting;

d.

Stating management’s conclusion about the effectiveness of the
company’s internal control over financial reporting based on the
control criteria as of a specified date;

e.

Stating that management has disclosed to the auditor all deficiencies
in the design or operation of internal control over financial reporting
identified as part of management’s assessment, including separately
disclosing to the auditor all such deficiencies that it believes to be
significant deficiencies or material weaknesses in internal control
over financial reporting;

f.

Describing any material fraud and any other fraud that, although
not material, involves senior management or management or other
employees who have a significant role in the company’s internal
control over financial reporting;

g.

Stating whether control deficiencies identified and communicated to
the audit committee during previous engagements pursuant to para
graph .207 have been resolved, and specifically identifying any that
have not; and

Stating whether there were, subsequent to the date being reported
on, any changes in internal control over financial reporting or other
factors that might significantly affect internal control over financial
reporting, including any corrective actions taken by management
with regard to significant deficiencies and material weaknesses.
.143 The failure to obtain written representations from management,
including management’s refusal to furnish them, constitutes a limitation on
the scope of the audit sufficient to preclude an unqualified opinion. As dis
cussed further in paragraph .178, when management limits the scope of the
audit, the auditor should either withdraw from the engagement or disclaim an
opinion. Further, the auditor should evaluate the effects of management’s
refusal on his or her ability to rely on other representations, including, if
applicable, representations obtained in an audit of the company’s financial
statements.

h.

.144 AU sec. 333, Management Representations, explains matters such as
who should sign the letter, the period to be covered by the letter, and when to
obtain an updating letter.

Relationship of an Audit of Internal Control Over
Financial Reporting to an Audit of Financial Statements
.145 The audit of internal control over financial reporting should be
integrated with the audit of the financial statements. The objectives of the
procedures for the audits are not identical, however, and the auditor must plan
and perform the work to achieve the objectives of both audits.
.146 The understanding of internal control over financial reporting the
auditor obtains and the procedures the auditor performs for purposes of
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expressing an opinion on management’s assessment are interrelated with the
internal control over financial reporting understanding the auditor obtains
and procedures the auditor performs to assess control risk for purposes of
expressing an opinion on the financial statements. As a result, it is efficient for
the auditor to coordinate obtaining the understanding and performing the
procedures.

Tests of Controls in an Audit of Internal Control Over
Financial Reporting
.147 The objective of the tests of controls in an audit of internal control
over financial reporting is to obtain evidence about the effectiveness of controls
to support the auditor’s opinion on whether management’s assessment of the
effectiveness of the company’s internal control over financial reporting is fairly
stated. The auditor’s opinion relates to the effectiveness of the company’s
internal control over financial reporting as of a point in time and taken as a
whole.

.148 To express an opinion on internal control over financial reporting
effectiveness as of a point in time, the auditor should obtain evidence that
internal control over financial reporting has operated effectively for a sufficient
period of time, which may be less than the entire period (ordinarily one year)
covered by the company’s financial statements. To express an opinion on
internal control over financial reporting effectiveness taken as a whole, the
auditor must obtain evidence about the effectiveness of controls over all
relevant assertions related to all significant accounts and disclosures in the
financial statements. This requires that the auditor test the design and oper
ating effectiveness of controls he or she ordinarily would not test if expressing
an opinion only on the financial statements.
.149 When concluding on the effectiveness of internal control over finan
cial reporting for purposes of expressing an opinion on management’s assess
ment, the auditor should incorporate the results of any additional tests of
controls performed to achieve the objective related to expressing an opinion on
the financial statements, as discussed in the following section.

Tests of Controls in an Audit of Financial Statements
.150 To express an opinion on the financial statements, the auditor
ordinarily performs tests of controls and substantive procedures. The objective
of the tests of controls the auditor performs for this purpose is to assess control
risk. To assess control risk for specific financial statement assertions at less
than the maximum, the auditor is required to obtain evidence that the relevant
controls operated effectively during the entire period upon which the auditor
plans to place reliance on those controls. However, the auditor is not required
to assess control risk at less than the maximum for all relevant assertions and,
for a variety of reasons, the auditor may choose not to do so.18
.151 When concluding on the effectiveness of controls for the purpose of
assessing control risk, the auditor also should evaluate the results of any
additional tests of controls performed to achieve the objective related to ex
pressing an opinion on management’s assessment, as discussed in paragraphs
.147 through .149. Consideration of these results may require the auditor to
alter the nature, timing, and extent of substantive procedures and to plan and
18 See paragraph .160 for additional documentation requirements when the auditor assesses
control risk as other than low.
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perform further tests of controls, particularly in response to identified control
deficiencies.

Effect of Tests of Controls on Substantive Procedures
.152 Regardless of the assessed level of control risk or the assessed risk
of material misstatement in connection with the audit of the financial state
ments, the auditor should perform substantive procedures for all relevant
assertions related to all significant accounts and disclosures. Performing pro
cedures to express an opinion on internal control over financial reporting does
not diminish this requirement.

.153 The substantive procedures that the auditor should perform consist
of tests of details of transactions and balances and analytical procedures.
Before using the results obtained from substantive analytical procedures, the
auditor should either test the design and operating effectiveness of controls
over financial information used in the substantive analytical procedures or
perform other procedures to support the completeness and accuracy of the
underlying information. For significant risks of material misstatement, it is
unlikely that audit evidence obtained from substantive analytical procedures
alone will be sufficient.

.154 When designing substantive analytical procedures, the auditor also
should evaluate the risk of management override of controls. As part of this
process, the auditor should evaluate whether such an override might have
allowed adjustments outside of the normal period-end financial reporting
process to have been made to the financial statements. Such adjustments
might have resulted in artificial changes to the financial statement relation
ships being analyzed, causing the auditor to draw erroneous conclusions. For
this reason, substantive analytical procedures alone are not well suited to
detecting fraud.
.155 The auditor’s substantive procedures must include reconciling the
financial statements to the accounting records. The auditor’s substantive
procedures also should include examining material adjustments made during
the course of preparing the financial statements. Also, other auditing stand
ards require auditors to perform specific tests of details in the financial
statement audit. For instance, AU sec. 316, Consideration of Fraud in a
Financial Statement Audit, requires the auditor to perform certain tests of
details to further address the risk of management override, whether or not a
specific risk of fraud has been identified. Paragraph .34 of AU Sec. 330, The
Confirmation Process, states that there is a presumption that the auditor will
request the confirmation of accounts receivable. Similarly, paragraph .01 of AU
Sec. 331, Inventories, states that observation of inventories is a generally
accepted auditing procedure and that the auditor who issues an opinion
without this procedure “has the burden of justifying the opinion expressed.”
.156 If, during the audit of internal control over financial reporting, the
auditor identifies a control deficiency, he or she should determine the effect on
the nature, timing, and extent of substantive procedures to be performed to
reduce the risk of material misstatement of the financial statements to an
appropriately low level.

Effect of Substantive Procedures on the Auditor's Conclusions
About the Operating Effectiveness of Controls
.157 In an audit of internal control over financial reporting, the auditor
should evaluate the effect of the findings of all substantive auditing procedures
performed in the audit of financial statements on the effectiveness of internal
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control over financial reporting. This evaluation should include, but not be
limited to:

•

The auditor’s risk evaluations in connection with the selection and
application of substantive procedures, especially those related to fraud
(See paragraph .26);

•

Findings with respect to illegal acts and related party transactions;

•

Indications of management bias in making accounting estimates and
in selecting accounting principles; and

•

Misstatements detected by substantive procedures. The extent of such
misstatements might alter the auditor’s judgment about the effective
ness of controls.

.158 However, the absence of misstatements detected by substantive
procedures does not provide evidence that controls related to the assertion
being tested are effective.

Documentation Requirements
.159 In addition to the documentation requirements in AU sec. 339, Audit
Documentation, the auditor should document:
•

The understanding obtained and the evaluation of the design of each
of the five components of the company’s internal control over financial
reporting;

•

The process used to determine significant accounts and disclosures
and major classes of transactions, including the determination of the
locations or business units at which to perform testing;

•

The identification of the points at which misstatements related to
relevant financial statement assertions could occur within significant
accounts and disclosures and major classes of transactions;

•

The extent to which the auditor relied upon work performed by others
as well as the auditor’s assessment of their competence and objectivity;

•

The evaluation of any deficiencies noted as a result of the auditor’s
testing; and

•

Other findings that could result in a modification to the auditor’s
report.

.160 For a company that has effective internal control over financial
reporting, the auditor ordinarily will be able to perform sufficient testing of
controls to be able to assess control risk for all relevant assertions related to
significant accounts and disclosures at a low level. If, however, the auditor
assesses control risk as other than low for certain assertions or significant
accounts, the auditor should document the reasons for that conclusion. Exam
ples of when it is appropriate to assess control risk as other than low include:

•

When a control over a relevant assertion related to a significant
account or disclosure was superseded late in the year and only the new
control was tested for operating effectiveness.

•

When a material weakness existed during the period under audit and
was corrected by the end of the period.
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.161 The auditor also should document the effect of a conclusion that
control risk is other than low for any relevant assertions related to any
significant accounts in connection with the audit of the financial statements on
his or her opinion on the audit of internal control over financial reporting.

Reporting on Internal Control Over Financial Reporting
Management's Report
.162 Management is required to include in its annual report its assess
ment of the effectiveness of the company’s internal control over financial
reporting in addition to its audited financial statements as of the end of the
most recent fiscal year. Management’s report on internal control over financial
reporting is required to include the following:19

•

A statement of management’s responsibility for establishing and main
taining adequate internal control over financial reporting for the company;

•

A statement identifying the framework used by management to con
duct the required assessment of the effectiveness of the company’s
internal control over financial reporting;

•

An assessment of the effectiveness of the company’s internal control
over financial reporting as of the end of the company’s most recent
fiscal year, including an explicit statement as to whether that internal
control over financial reporting is effective; and

•

A statement that the registered public accounting firm that audited
the financial statements included in the annual report has issued an
attestation report on management’s assessment of the company’s
internal control over financial reporting.

.163 Management should provide, both in its report on internal control
over financial reporting and in its representation letter to the auditor, a
written conclusion about the effectiveness of the company’s internal control
over financial reporting. The conclusion about the effectiveness of a company’s
internal control over financial reporting can take many forms; however, man
agement is required to state a direct conclusion about whether the company’s
internal control over financial reporting is effective. This standard, for exam
ple, includes the phrase “management’s assessment that W Company main
tained effective internal control over financial reporting as of [date]” to
illustrate such a conclusion. Other phrases, such as “management’s assess
ment that W Company’s internal control over financial reporting as of [date] is
sufficient to meet the stated objectives,” also might be used. However, the
conclusion should not be so subjective (for example, “very effective internal
control”) that people having competence in and using the same or similar
criteria would not ordinarily be able to arrive at similar conclusions.
.164 Management is precluded from concluding that the company’s inter
nal control over financial reporting is effective if there are one or more material
weaknesses.20 In addition, management is required to disclose all material
weaknesses that exist as of the end of the most recent fiscal year.
19 See Item 308(a) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and 17 C.F.R. 229.308(a),
respectively.
20 See Item 308(a)(3) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and 17 C.F.R. 229.308(a),
respectively.
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.165 Management might be able to accurately represent that internal
control over financial reporting, as of the end of the company’s most recent
fiscal year, is effective even if one or more material weaknesses existed during
the period. To make this representation, management must have changed the
internal control over financial reporting to eliminate the material weaknesses
sufficiently in advance of the “as of" date and have satisfactorily tested the
effectiveness over a period of time that is adequate for it to determine whether,
as of the end of the fiscal year, the design and operation of internal control over
financial reporting is effective.21

Auditor's Evaluation of Management's Report
.166 With respect to management’s report on its assessment, the auditor
should evaluate the following matters:
a.

Whether management has properly stated its responsibility for es
tablishing and maintaining adequate internal control over financial
reporting.

b.

Whether the framework used by management to conduct the evalu
ation is suitable. (As discussed in paragraph .14, the framework
described in COSO constitutes a suitable and available framework.)

c.

Whether management’s assessment of the effectiveness of internal
control over financial reporting, as of the end of the company’s most
recent fiscal year, is free of material misstatement.

d.

Whether management has expressed its assessment in an acceptable
form.

e.

—

Management is required to state whether the company’s inter
nal control over financial reporting is effective.

—

A negative assurance statement indicating that, “Nothing has
come to management’s attention to suggest that the company’s
internal control over financial reporting is not effective,” is not
acceptable.

—

Management is not permitted to conclude that the company’s
internal control over financial reporting is effective if there are
one or more material weaknesses in the company’s internal
control over financial reporting.

Whether material weaknesses identified in the company’s internal
control over financial reporting, if any, have been properly disclosed,
including material weaknesses corrected during the period.22

21 However, when the reason for a change in internal control over financial reporting is the
correction of a material weakness, management and the auditor should evaluate whether the reason
for the change and the circumstances surrounding the change are material information necessary to
make the disclosure about the change not misleading in a filing subject to certification under
Securities Exchange Act Rule 13a-14(a) or 15d-14(a), 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d14(a). See discussion beginning at paragraph 200 for further direction.
22 See paragraph .206 for direction when a material weakness was corrected during the fourth
quarter and the auditor believes that modification to the disclosures about changes in internal
control over financial reporting are necessary for the annual certifications to be accurate and to
comply with the requirements of Section 302 of the Act.

AU §320.165

433

Audit of Internal Control Over Financial Reporting

Auditors Report on Management's Assessment of Internal
Control Over Financial Reporting
.167 The auditor’s report on management’s assessment of the effective
ness of internal control over financial reporting must include the following
elements:
a.

A title that includes the word independent;

b.

An identification of management’s conclusion about the effectiveness
of the company’s internal control over financial reporting as of a
specified date based on the control criteria [for example, criteria
established in Internal Control—Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Com
mission (COSO)];

c.

An identification of the title of the management report that includes
management’s assessment (the auditor should use the same descrip
tion of the company’s internal control over financial reporting as
management uses in its report);

d.

A statement that the assessment is the responsibility of manage
ment;

e.

A statement that the auditor’s responsibility is to express an opinion
on the assessment and an opinion on the company’s internal control
over financial reporting based on his or her audit;

f.

A definition of internal control over financial reporting as stated in
paragraph .07;

g.

A statement that the audit was conducted in accordance with the
standards of the Public Company Accounting Oversight Board
(United States);

h.

A statement that the standards of the Public Company Accounting
Oversight Board require that the auditor plan and perform the audit
to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material
respects;

i.

A statement that an audit includes obtaining an understanding of
internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effec
tiveness of internal control, and performing such other procedures
as the auditor considered necessary in the circumstances;

j.

A statement that the auditor believes the audit provides a reasonable
basis for his or her opinions;

k.

A paragraph stating that, because of inherent limitations, internal
control over financial reporting may not prevent or detect misstate
ments and that projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate;

l.

The auditor’s opinion on whether management’s assessment of the
effectiveness of the company’s internal control over financial report
ing as of the specified date is fairly stated, in all material respects,
based on the control criteria (See discussion beginning at paragraph
.162);
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m.

The auditor’s opinion on whether the company maintained, in all
material respects, effective internal control over financial reporting
as of the specified date, based on the control criteria;

n.

The manual or printed signature of the auditor’s firm;

o.

The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor’s report has been issued; and

p.

The date of the audit report.

.168 Example A-1 in Appendix A is an illustrative auditor’s report for an
unqualified opinion on management’s assessment of the effectiveness of the
company’s internal control over financial reporting and an unqualified opinion
on the effectiveness of the company’s internal control over financial reporting.
.169 Separate or Combined Reports. The auditor may choose to issue a
combined report (that is, one report containing both an opinion on the financial
statements and the opinions on internal control over financial reporting) or
separate reports on the company’s financial statements and on internal control
over financial reporting. Example A-7 in Appendix A is an illustrative combined
audit report on internal control over financial reporting. Appendix A also in
cludes examples of separate reports on internal control over financial reporting.

.170 If the auditor chooses to issue a separate report on internal control
over financial reporting, he or she should add the following paragraph to the
auditor’s report on the financial statements:5
We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the effectiveness of W Company’s
internal control over financial reporting as of December 31, 20X3, based on
[identify control criteria] and our report dated [date of report, which should be
the same as the date of the report on the financial statements] expressed [include
nature of opinions].

and add the following paragraph to the report on internal control over financial
reporting:
We have also audited, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the [identify
financial statements] of W Company and our report dated [date of report,
which should be the same as the date of the report on the effectiveness of
internal control over financial reporting] expressed [include nature of
opinion].
§ On November 30, 2004, the SEC issued an Exemptive Order delaying the filing deadline for the

first report on management’s assessment of the effectiveness of internal control over financial
reporting for some accelerated filers. Accelerated filers with a market capitalization of less than $700
million and a fiscal year ending between and including November 15, 2004, and February 29, 2005
now have an additional 45 days to file management’s first report on internal control over financial
reporting and the related reports of their auditors as long as the company meets certain conditions.
To facilitate the SEC’s objectives, on November 30, 2004, the PCAOB adopted a temporary transi
tional rule, which expires July 15, 2005. The temporary rule relieves auditors from two PCAOB
Auditing Standard No. 2 requirements. The rule permits auditors to (1) date their reports on
management’s assessment of the effectiveness of internal control over financial reporting later than
the date of their reports on the financial statements of companies relying on the SEC’s Order; and (2)
not include a paragraph referencing the separate report on internal control over financial reporting
in the auditor’s separate report on the financial statements of companies relying on the SEC’s Order.
The SEC has published this temporary transitional rule for comment, and at the same time has
granted it accelerated approval.
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.171 Report Date. As stated previously, the auditor cannot audit internal
control over financial reporting without also auditing the financial statements.
Therefore, the reports should be dated the same.§
.172 When the auditor elects to issue a combined report on the audit of
the financial statements and the audit of internal control over financial report
ing, the audit opinion will address multiple reporting periods for the financial
statements presented but only the end of the most recent fiscal year for the
effectiveness of internal control over financial reporting and management’s
assessment of the effectiveness of internal control over financial reporting. See
a combined report in Example A-7 in Appendix A.

.173 Report Modifications. The auditor should modify the standard report
if any of the following conditions exist.
a.

Management’s assessment is inadequate or management’s report is
inappropriate. (See paragraph .174.)

b.

There is a material weakness in the company’s internal control over
financial reporting. (See paragraphs .175 through .177.)

c.

There is a restriction on the scope of the engagement. (See para
graphs .178 through .181.)

d.

The auditor decides to refer to the report of other auditors as the
basis, in part, for the auditor’s own report. (See paragraphs .182
through .185.)

e.

A significant subsequent event has occurred since the date being
reported on. (See paragraphs .186 through .189.)

f.

There is other information contained in management’s report on
internal control over financial reporting. (See paragraphs .190
through .192.)

.174 Management's Assessment Inadequate or Report Inappropriate. If
the auditor determines that management’s process for assessing internal
control over financial reporting is inadequate, the auditor should modify his or
her opinion for a scope limitation (discussed further beginning at paragraph
.178). If the auditor determines that management’s report is inappropriate, the
auditor should modify his or her report to include, at a minimum, an explana
tory paragraph describing the reasons for this conclusion.
.175 Material Weaknesses. Paragraphs .130 through .141 describe signifi
cant deficiencies and material weaknesses. If there are significant deficiencies
that, individually or in combination, result in one or more material weak
nesses, management is precluded from concluding that internal control over
§ On November 30, 2004, the SEC issued an Exemptive Order delaying the filing deadline for the
first report on management’s assessment of the effectiveness of internal control over financial
reporting for some accelerated filers. Accelerated filers with a market capitalization of less than $700
million and a fiscal year ending between and including November 15, 2004, and February 29, 2005
now have an additional 45 days to file management’s first report on internal control over financial
reporting and the related reports of their auditors as long as the company meets certain conditions.
To facilitate the SEC’s objectives, on November 30, 2004, the PCAOB adopted a temporary transi
tional rule, which expires July 15, 2005. The temporary rule relieves auditors from two PCAOB
Auditing Standard No. 2 requirements. The rule permits auditors to (1) date their reports on
management’s assessment of the effectiveness of internal control over financial reporting later than
the date of their reports on the financial statements of companies relying on the SEC’s Order; and (2)
not include a paragraph referencing the separate report on internal control over financial reporting
in the auditor’s separate report on the financial statements of companies relying on the SEC’s Order.
The SEC has published this temporary transitional rule for comment, and at the same time has
granted it accelerated approval.
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financial reporting is effective. In these circumstances, the auditor must
express an adverse opinion on the company’s internal control over financial
reporting.
.176 When expressing an adverse opinion on the effectiveness of internal
control over financial reporting because of a material weakness, the auditor’s
report must include:

•

The definition of a material weakness, as provided in paragraph . 10.

•

A statement that a material weakness has been identified and in
cluded in management’s assessment. (If the material weakness has
not been included in management’s assessment, this sentence should
be modified to state that the material weakness has been identified
but not included in management’s assessment. In this case, the auditor
also is required to communicate in writing to the audit committee that
the material weakness was not disclosed or identified as a material
weakness in management’s report.)

•

A description of any material weaknesses identified in a company’s
internal control over financial reporting. This description should pro
vide the users of the audit report with specific information about the
nature of any material weakness, and its actual and potential effect
on the presentation of the company’s financial statements issued
during the existence of the weakness. This description also should
address requirements described in paragraph .194.

.177 Depending on the circumstances, the auditor may express both an
unqualified opinion and an other-than-unqualified opinion within the same
report on internal control over financial reporting. For example, if manage
ment makes an adverse assessment because a material weakness has been
identified and not corrected (“...internal control over financial reporting is not
effective...”), the auditor would express an unqualified opinion on manage
ment’s assessment (“...management’s assessment that internal control over
financial reporting is not effective is fairly stated, in all material respects...”).
At the same time, the auditor would express an adverse opinion about the
effectiveness of internal control over financial reporting (“In our opinion,
because of the effect of the material weakness described..., the company’s
internal control over financial reporting is not effective.”). Example A-2 in
Appendix A illustrates the form of the report that is appropriate in this
situation. Example A-6 in Appendix A illustrates a report that reflects dis
agreement between management and the auditor that a material weakness
exists.

.178 Scope Limitations. The auditor can express an unqualified opinion
on management’s assessment of internal control over financial reporting and
an unqualified opinion on the effectiveness of internal control over financial
reporting only if the auditor has been able to apply all the procedures necessary
in the circumstances. If there are restrictions on the scope of the engagement
imposed by the circumstances, the auditor should withdraw from the engage
ment, disclaim an opinion, or express a qualified opinion. The auditor’s deci
sion depends on his or her assessment of the importance of the omitted
procedure(s) to his or her ability to form an opinion on management’s assess
ment of internal control over financial reporting and an opinion on the effec
tiveness of the company’s internal control over financial reporting. However,
when the restrictions are imposed by management, the auditor should with
draw from the engagement or disclaim an opinion on management’s assess
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ment of internal control over financial reporting and the effectiveness of
internal control over financial reporting.
.179 For example, management might have identified a material weak
ness in its internal control over financial reporting prior to the date specified
in its report and implemented controls to correct it. If management believes
that the new controls have been operating for a sufficient period of time to
determine that they are both effectively designed and operating, management
would be able to include in its assessment its conclusion that internal control
over financial reporting is effective as of the date specified. However, if the
auditor disagrees with the sufficiency of the time period, he or she would be
unable to obtain sufficient evidence that the new controls have been operating
effectively for a sufficient period. In that case, the auditor should modify the
opinion on the effectiveness of internal control over financial reporting and the
opinion on management’s assessment of internal control over financial report
ing because of a scope limitation.

.180 When the auditor plans to disclaim an opinion and the limited
procedures performed by the auditor caused the auditor to conclude that a
material weakness exists, the auditor’s report should include:

•

The definition of a material weakness, as provided in paragraph .10.

•

A description of any material weaknesses identified in the company’s
internal control over financial reporting. This description should pro
vide the users of the audit report with specific information about the
nature of any material weakness, and its actual and potential effect
on the presentation of the company’s financial statements issued
during the existence of the weakness. This description also should
address the requirements in paragraph .194.

.181 Example A-3 in Appendix A illustrates the form of report when there
is a limitation on the scope of the audit causing the auditor to issue qualified
opinions. Example A-4 illustrates the form of report when restrictions on the
scope of the audit cause the auditor to disclaim opinions.

.182 Opinions Based, in Part, on the Report of Another Auditor. When
another auditor has audited the financial statements and internal control over
financial reporting of one or more subsidiaries, divisions, branches, or compo
nents of the company, the auditor should determine whether he or she may
serve as the principal auditor and use the work and reports of another auditor
as a basis, in part, for his or her opinions. AU sec. 543, Part ofAudit Performed
by Other Independent Auditors, provides direction on the auditor’s decision of
whether to serve as the principal auditor of the financial statements. If the
auditor decides it is appropriate to serve as the principal auditor of the
financial statements, then that auditor also should be the principal auditor of
the company’s internal control over financial reporting. This relationship
results from the requirement that an audit of the financial statements must be
performed to audit internal control over financial reporting; only the principal
auditor of the financial statements can be the principal auditor of internal
control over financial reporting. In this circumstance, the principal auditor of
the financial statements needs to participate sufficiently in the audit of inter
nal control over financial reporting to provide a basis for serving as the
principal auditor of internal control over financial reporting.

.183 When serving as the principal auditor of internal control over finan
cial reporting, the auditor should decide whether to make reference in the
report on internal control over financial reporting to the audit of internal
control over financial reporting performed by the other auditor. In these
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circumstances, the auditor’s decision is based on factors similar to those of the
independent auditor who uses the work and reports of other independent
auditors when reporting on a company’s financial statements as described in
AU sec. 543.

.184 The decision about whether to make reference to another auditor in
the report on the audit of internal control over financial reporting might differ
from the corresponding decision as it relates to the audit of the financial
statements. For example, the audit report on the financial statements may
make reference to the audit of a significant equity investment performed by
another independent auditor, but the report on internal control over financial
reporting might not make a similar reference because management’s evaluation
of internal control over financial reporting ordinarily would not extend to
controls at the equity method investee.23
.185 When the auditor decides to make reference to the report of the other
auditor as a basis, in part, for his or her opinions, the auditor should refer to
the report of the other auditor when describing the scope of the audit and when
expressing the opinions.
.186 Subsequent Events. Changes in internal control over financial re
porting or other factors that might significantly affect internal control over
financial reporting might occur subsequent to the date as of which internal
control over financial reporting is being audited but before the date of the
auditor’s report. The auditor should inquire of management whether there
were any such changes or factors. As described in paragraph .142, the auditor
should obtain written representations from management relating to such
matters. Additionally, to obtain information about whether changes have
occurred that might affect the effectiveness of the company’s internal control
over financial reporting and, therefore, the auditor’s report, the auditor should
inquire about and examine, for this subsequent period, the following:

•

Relevant internal audit reports (or similar functions, such as loan
review in a financial institution) issued during the subsequent period;

•

Independent auditor reports (if other than the auditor’s) of significant
deficiencies or material weaknesses;

•

Regulatory agency reports on the company’s internal control over
financial reporting; and

•

Information about the effectiveness of the company’s internal control
over financial reporting obtained through other engagements.

.187 The auditor could inquire about and examine other documents for
the subsequent period. Paragraphs .01 through .09 of AU sec. 560, Subsequent
Events, provides direction on subsequent events for a financial statement audit

that also may be helpful to the auditor performing an audit of internal control
over financial reporting.

.188 If the auditor obtains knowledge about subsequent events that ma
terially and adversely affect the effectiveness of the company’s internal control
over financial reporting as of the date specified in the assessment, the auditor
should issue an adverse opinion on the effectiveness of internal control over
financial reporting (and issue an adverse opinion on management’s assessment
of internal control over financial reporting if management’s report does not
23 See Appendix B, paragraph B15, for further discussion of the evaluation of the controls over
financial reporting for an equity method investment.
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appropriately assess the affect of the subsequent event). If the auditor is
unable to determine the effect of the subsequent event on the effectiveness of
the company’s internal control over financial reporting, the auditor should
disclaim opinions. As described in paragraph 190, the auditor should disclaim
an opinion on management’s disclosures about corrective actions taken by the
company after the date of management’s assessment, if any.
.189 The auditor may obtain knowledge about subsequent events with
respect to conditions that did not exist at the date specified in the assessment
but arose subsequent to that date. If a subsequent event of this type has a
material effect on the company, the auditor should include in his or her report
an explanatory paragraph describing the event and its effects or directing the
reader’s attention to the event and its effects as disclosed in management’s
report. Management’s consideration of such events to be disclosed in its report
should be limited to a change that has materially affected, or is reasonably
likely to materially affect, the company’s internal control over financial report
ing.
.190 Management’s Report Containing Additional Information. Manage
ment’s report on internal control over financial reporting may contain informa
tion in addition to management’s assessment of the effectiveness of its internal
control over financial reporting. Such information might include, for example:

•

Disclosures about corrective actions taken by the company after the
date of management’s assessment;

•

The company’s plans to implement new controls; and

•

A statement that management believes the cost of correcting a mate
rial weakness would exceed the benefits to be derived from implement
ing new controls.

.191 If management’s assessment includes such additional information,
the auditor should disclaim an opinion on the information. For example, the
auditor should use the following language as the last paragraph of the report
to disclaim an opinion on management’s cost-benefit statement:
We do not express an opinion or any other form of assurance on management’s
statement referring to the costs and related benefits of implementing new
controls.

.192 If the auditor believes that management’s additional information
contains a material misstatement of fact, he or she should discuss the matter
with management. If the auditor concludes that there is a valid basis for
concern, he or she should propose that management consult with some other
party whose advice might be useful, such as the company’s legal counsel. If,
after discussing the matter with management and those management has
consulted, the auditor concludes that a material misstatement of fact remains,
the auditor should notify management and the audit committee, in writing, of
the auditor’s views concerning the information. The auditor also should con
sider consulting the auditor’s legal counsel about further actions to be taken,
including the auditor’s responsibility under Section 10A of the Securities
Exchange Act of 1934.24
Note: If management makes the types of disclosures described in
paragraph .190 outside its report on internal control over financial
reporting and includes them elsewhere within its annual report on the
24 See Section 10A of the Securities Exchange Act of 1934,15 U.S.C. 78j-l.
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company’s financial statements, the auditor would not need to dis
claim an opinion, as described in paragraph .191. However, in that
situation, the auditor’s responsibilities are the same as those described
in paragraph .192 if the auditor believes that the additional informa
tion contains a material misstatement of fact.

.193 Effect of Auditor’s Adverse Opinion on Internal Control Over Finan
cial Reporting on the Opinion on Financial Statements. In some cases, the
auditor’s report on internal control over financial reporting might describe a
material weakness that resulted in an adverse opinion on the effectiveness of
internal control over financial reporting while the audit report on the financial
statements remains unqualified. Consequently, during the audit of the finan
cial statements, the auditor did not rely on that control. However, he or she
performed additional substantive procedures to determine whether there was
a material misstatement in the account related to the control. If, as a result of
these procedures, the auditor determines that there was not a material mis
statement in the account, he or she would be able to express an unqualified
opinion on the financial statements.

.194 When the auditor’s opinion on the financial statements is unaffected
by the adverse opinion on the effectiveness of internal control over financial
reporting, the report on internal control over financial reporting (or the com
bined report, if a combined report is issued) should include the following or
similar language in the paragraph that describes the material weakness:
This material weakness was considered in determining the nature, timing, and
extent of audit tests applied in our audit of the 20X3 financial statements, and
this report does not affect our report dated [date of report] on those financial
statements. [Revise this wording appropriately for use in a combined report.]

.195 Such disclosure is important to ensure that users of the auditor’s
report on the financial statements understand why the auditor issued an
unqualified opinion on those statements.

.196 Disclosure is also important when the auditor’s opinion on the
financial statements is affected by the adverse opinion on the effectiveness of
internal control over financial reporting. In that circumstance, the report on
internal control over financial reporting (or the combined report, if a combined
report is issued) should include the following or similar language in the
paragraph that describes the material weakness:
This material weakness was considered in determining the nature, timing, and
extent of audit tests applied in our audit of the 20X3 financial statements.

.197 Subsequent Discovery of Information Existing at the Date of the
Auditor’s Report on Internal Control Over Financial Reporting. After the
issuance of the report on internal control over financial reporting, the auditor

may become aware of conditions that existed at the report date that might have
affected the auditor’s opinions had he or she been aware of them. The auditor’s
evaluation of such subsequent information is similar to the auditor’s evalu
ation of information discovered subsequent to the date of the report on an audit
of financial statements, as described in AU sec. 561, Subsequent Discovery of
Facts Existing at the Date of the Auditor’s Report. That standard requires the
auditor to determine whether the information is reliable and whether the facts
existed at the date of his or her report. If so, the auditor should determine (1)
whether the facts would have changed the report if he or she had been aware
of them and (2) whether there are persons currently relying on or likely to rely
on the auditor’s report. For instance, if previously issued financial statements
and the auditor’s report have been recalled and reissued to reflect the correc-
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tion of a misstatement, the auditor should presume that his or her report on
the company’s internal control over financial reporting as of same specified
date also should be recalled and reissued to reflect the material weakness that
existed at that date. Based on these considerations, paragraph .06 of AU sec.
561 provides detailed requirements for the auditor.

.198 Filings Under Federal Securities Statutes. AU sec. 711, Filings Un
der Federal Securities Statutes, describes the auditor’s responsibilities when
an auditor’s report is included in registration statements, proxy statements, or
periodic reports filed under the federal securities statutes. The auditor should
also apply AU sec. 711 with respect to the auditor’s report on management’s
assessment of the effectiveness of internal control over financial reporting
included in such filings. In addition, the direction in paragraph .10 of AU sec.
711 to inquire of and obtain written representations from officers and other
executives responsible for financial and accounting matters about whether any
events have occurred that have a material effect on the audited financial
statements should be extended to matters that could have a material effect on
management’s assessment of internal control over financial reporting.
.199 When the auditor has fulfilled these responsibilities and intends to
consent to the inclusion of his or her report on management’s assessment of the
effectiveness of internal control over financial reporting in the securities filing,
the auditor’s consent should clearly indicate that both the audit report on
financial statements and the audit report on management’s assessment of the
effectiveness of internal control over financial reporting (or both opinions if a
combined report is issued) are included in his or her consent.

Auditor's Responsibilities for Evaluating Management's
Certification Disclosures About Internal Control Over
Financial Reporting

Required Management Certifications
.200 Section 302 of the Act, and Securities Exchange Act Rule 13a-14(a)
or 15d-14(a), whichever applies,25 requires a company’s management, with the
participation of the principal executive and financial officers (the certifying
officers), to make the following quarterly and annual certifications with respect
to the company’s internal control over financial reporting:

•

A statement that the certifying officers are responsible for establishing
and maintaining internal control over financial reporting;

•

A statement that the certifying officers have designed such internal
control over financial reporting, or caused such internal control over
financial reporting to be designed under their supervision, to provide
reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles; and

•

A statement that the report discloses any changes in the company’s
internal control over financial reporting that occurred during the most
recent fiscal quarter (the company’s fourth fiscal quarter in the case
of an annual report) that have materially affected, or are reasonably

25 See 17 C.F.R., 240.13a-14a or 15d-14a, whichever applies.
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likely to materially affect, the company’s internal control over finan
cial reporting.

.201 When the reason for a change in internal control over financial
reporting is the correction of a material weakness, management has a respon
sibility to determine and the auditor should evaluate whether the reason for the
change and the circumstances surrounding that change are material informa
tion necessary to make the disclosure about the change not misleading.26

Auditor Evaluation Responsibilities
.202 The auditor’s responsibility as it relates to management’s quarterly
certifications on internal control over financial reporting is different from the
auditor’s responsibility as it relates to management’s annual assessment of
internal control over financial reporting. The auditor should perform limited
procedures quarterly to provide a basis for determining whether he or she has
become aware of any material modifications that, in the auditor’s judgment,
should be made to the disclosures about changes in internal control over
financial reporting in order for the certifications to be accurate and to comply
with the requirements of Section 302 of the Act.
.203 To fulfill this responsibility, the auditor should perform, on a quar
terly basis, the following procedures:
•

Inquire of management about significant changes in the design or
operation of internal control over financial reporting as it relates to
the preparation of annual as well as interim financial information that
could have occurred subsequent to the preceding annual audit or prior
review of interim financial information;

•

Evaluate the implications of misstatements identified by the auditor
as part of the auditor’s required review of interim financial informa
tion (See AU sec. 722, Interim Financial Information) as it relates to
effective internal control over financial reporting; and

•

Determine, through a combination of observation and inquiry,
whether any change in internal control over financial reporting has
materially affected, or is reasonably likely to materially affect, the
company’s internal control over financial reporting.

Note: Foreign private issuers filing Forms 20-F and 40-F are not
subject to quarterly reporting requirements, therefore, the auditor’s
responsibilities would extend only to the certifications in the annual
report of these companies.

.204 When matters come to auditor’s attention that lead him or her to
believe that modification to the disclosures about changes in internal control
over financial reporting is necessary for the certifications to be accurate and to
comply with the requirements of Section 302 of the Act and Securities Ex
change Act Rule 13a-14(a) or 15d-14(a), whichever applies,27 the auditor
should communicate the matter(s) to the appropriate level of management as
soon as practicable.
.205 If, in the auditor’s judgment, management does not respond appro
priately to the auditor’s communication within a reasonable period of time, the
auditor should inform the audit committee. If, in the auditor’s judgment, the
26 See Securities Exchange Act Rule 12b-20, 17 C.F.R. 240.12b-20.

27 See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.
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audit committee does not respond appropriately to the auditor’s communica
tion within a reasonable period of time, the auditor should evaluate whether
to resign from the engagement. The auditor should evaluate whether to consult
with his or her attorney when making these evaluations. In these circum
stances, the auditor also has responsibilities under AU sec. 317, Illegal Acts by
Clients, and Section 10A of the Securities Exchange Act of 1934.28 The audi
tor’s responsibilities for evaluating the disclosures about changes in internal
control over financial reporting do not diminish in any way management’s
responsibility for ensuring that its certifications comply with the requirements
of Section 302 of the Act and Securities Exchange Act Rule 13a-14(a) or
15d-14(a), whichever applies.29

.206 If matters come to the auditor’s attention as a result of the audit of
internal control over financial reporting that lead him or her to believe that
modifications to the disclosures about changes in internal control over finan
cial reporting (addressing changes in internal control over financial reporting
occurring during the fourth quarter) are necessary for the annual certifications
to be accurate and to comply with the requirements of Section 302 of the
Act and Securities Exchange Act Rule 13a-14(a) or 15d-14(a), whichever
applies,30 the auditor should follow the same communication responsibilities
as described in paragraphs 204 and 205. However, if management and the
audit committee do not respond appropriately, in addition to the responsibili
ties described in the preceding two paragraphs, the auditor should modify his
or her report on the audit of internal control over financial reporting to include
an explanatory paragraph describing the reasons the auditor believes manage
ment’s disclosures should be modified.

Required Communications in An Audit of Internal
Control Over Financial Reporting
.207 The auditor must communicate in writing to management and the
audit committee all significant deficiencies and material weaknesses identified
during the audit. The written communication should be made prior to the
issuance of the auditor’s report on internal control over financial reporting. The
auditor’s communication should distinguish clearly between those matters
considered to be significant deficiencies and those considered to be material
weaknesses, as defined in paragraphs .09 and .10, respectively.
.208 If a significant deficiency or material weakness exists because the
oversight of the company’s external financial reporting and internal control
over financial reporting by the company’s audit committee is ineffective, the
auditor must communicate that specific significant deficiency or material
weakness in writing to the board of directors.
.209 In addition, the auditor should communicate to management, in
writing, all deficiencies in internal control over financial reporting (that is,
those deficiencies in internal control over financial reporting that are of a
lesser magnitude than significant deficiencies) identified during the audit and
inform the audit committee when such a communication has been made. When
making this communication, it is not necessary for the auditor to repeat
information about such deficiencies that have been included in previously
28 See 15 U.S.C. 78j-l.
29 See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.

30 See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.
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issued written communications, whether those communications were made by
the auditor, internal auditors, or others within the organization. Furthermore,
the auditor is not required to perform procedures sufficient to identify all
control deficiencies; rather, the auditor should communicate deficiencies in
internal control over financial reporting of which he or she is aware.
Note: As part of his or her evaluation of the effectiveness of internal
control over financial reporting, the auditor should determine whether
control deficiencies identified by internal auditors and others within
the company, for example, through ongoing monitoring activities and
the annual assessment of internal control over financial reporting, are
reported to appropriate levels of management in a timely manner. The
lack of an internal process to report deficiencies in internal control to
management on a timely basis represents a control deficiency that the
auditor should evaluate as to severity.
.210 These written communications should state that the communication
is intended solely for the information and use of the board of directors, audit
committee, management, and others within the organization. When there are
requirements established by governmental authorities to furnish such reports,
specific reference to such regulatory agencies may be made.

.211 These written communications also should include the definitions of
control deficiencies, significant deficiencies, and material weaknesses and
should clearly distinguish to which category the deficiencies being communi
cated relate.
.212 Because of the potential for misinterpretation of the limited degree
of assurance associated with the auditor issuing a written report representing
that no significant deficiencies were noted during an audit of internal control
over financial reporting, the auditor should not issue such representations.
.213 When auditing internal control over financial reporting, the auditor
may become aware of fraud or possible illegal acts. If the matter involves fraud,
it must be brought to the attention of the appropriate level of management. If
the fraud involves senior management, the auditor must communicate the
matter directly to the audit committee as described in AU sec. 316, Considera
tion of Fraud in a Financial Statement Audit. If the matter involves possible
illegal acts, the auditor must assure himself or herself that the audit commit
tee is adequately informed, unless the matter is clearly inconsequential, in
accordance with AU sec. 317, Illegal Acts by Clients. The auditor also must
determine his or her responsibilities under Section 10A of the Securities
Exchange Act of 1934.31

.214 When timely communication is important, the auditor should com
municate the preceding matters during the course of the audit rather than at
the end of the engagement. The decision about whether to issue an interim
communication should be determined based on the relative significance of the
matters noted and the urgency of corrective follow-up action required.

Effective Date
.215 Companies considered accelerated filers under Securities Exchange Act
Rule 12b-232 are required to comply with the internal control reporting and
disclosure requirements of Section 404 of the Act for fiscal years ending on or
31 See 15 U.S.C. 78j-l.

32 See 17 C.F.R. 240.12b-2.
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after November 15,2004. (Other companies have until fiscal years ending on or
after July 15, 2005, to comply with these internal control reporting and
disclosure requirements.) Accordingly, independent auditors engaged to audit
the financial statements of accelerated filers for fiscal years ending on or after
November 15, 2004, also are required to audit and report on the company’s
internal control over financial reporting as of the end of such fiscal year. This
standard is required to be complied with for such engagements, except as it
relates to the auditor’s responsibilities for evaluating management’s certifica
tion disclosures about internal control over financial reporting. The auditor’s
responsibilities for evaluating management’s certification disclosures about
internal control over financial reporting described in paragraphs .202 through
.206 take effect beginning with the first quarter after the auditor’s first audit
report on the company’s internal control over financial reporting.
.216 Early compliance with this standard is permitted.
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Appendix A

Illustrative Reports on Internal Control Over
Financial Reporting
.217

A1. Paragraphs .167 through .199 of this standard provide direction on the
auditor’s report on management’s assessment of internal control over financial
reporting. The following examples illustrate how to apply that direction in
several different situations.
ILLUSTRATIVE REPORT:
Example A-1—Expressing an Unqualified Opinion on Management’s Assess
ment of the Effectiveness of Internal Control Over Financial Reporting and an
Unqualified Opinion on the Effectiveness of Internal Control Over Financial
Reporting (Separate Report)
Example A-2—Expressing an Unqualified Opinion on Management’s Assess
ment of the Effectiveness of Internal Control Over Financial Reporting and an
Adverse Opinion on the Effectiveness ofInternal Control Over Financial Report
ing Because of the Existence of a Material Weakness
Example A-3—Expressing a Qualified Opinion on Management’s Assessment
of the Effectiveness of Internal Control Over Financial Reporting and a Quali
fied Opinion on the Effectiveness of Internal Control Over Financial Reporting
Because of a Limitation on the Scope of the Audit
Example A-4—Disclaiming an Opinion on Management’s Assessment of the
Effectiveness of Internal Control Over Financial Reporting and Disclaiming an
Opinion on the Effectiveness of Internal Control Over Financial Reporting
Because of a Limitation on the Scope of the Audit
Example A-5—Expressing an Unqualified Opinion on Management’s Assess
ment of the Effectiveness of Internal Control Over Financial Reporting That
Refers to the Report of Other Auditors As a Basis, in Part, for the Auditor’s
Opinion and an Unqualified Opinion on the Effectiveness of Internal Control
Over Financial Reporting

Example A-6—Expressing an Adverse Opinion on Management’s Assessment of
the Effectiveness of Internal Control Over Financial Reporting and an Adverse
Opinion on the Effectiveness of Internal Control Over Financial Reporting
Because of the Existence of a Material Weakness
Example A-7—Expressing an Unqualified Opinion on Financial Statements,
an Unqualified Opinion on Management’s Assessment of the Effectiveness of
Internal Control Over Financial Reporting, and an Unqualified Opinion on the
Effectiveness of Internal Control Over Financial Reporting (Combined Report)

AU §320.217

Audit of Internal Control Over Financial Reporting

Example A-1

Illustrative Report Expressing an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting and an Unqualified Opinion
on the Effectiveness of Internal Control Over Financial Reporting
(Separate Report)1
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for
our opinion.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.
1 If the auditor issues separate reports on the audit of internal control over financial reporting
and the audit of the financial statements, both reports should include a statement that the audit was
conducted in accordance with standards of the Public Company Accounting Oversight Board (United
States).
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[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
[Opinion paragraph]

In our opinion, management’s assessment that W Company maintained effec
tive internal control over financial reporting as of December 31, 20X3, is fairly
stated, in all material respects, based on [Identify control criteria, for example,
“criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission
(COSO).”]. Also in our opinion, W Company maintained, in all material re
spects, effective internal control over financial reporting as of December 31,
20X3, based on [Identify control criteria, for example, “criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsor
ing Organizations of the Treadway Commission (COSO).”].

[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].

[Signature]

[City and State or Country]
[Date]
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Example A-2

Illustrative Report Expressing an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting and an Adverse Opinion on
the Effectiveness of Internal Control Over Financial Reporting
Because of the Existence of a Material Weakness
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company did not maintain effective
internal control over financial reporting as of December 31, 20X3, because of
the effect of [material weakness identified in management’s assessment], based
on [Identify criteria, for example, “criteria established in Internal Control—In
tegrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO).”]. W Company’s management is responsi
ble for maintaining effective internal control over financial reporting and for
its assessment of the effectiveness of internal control over financial reporting.
Our responsibility is to express an opinion on management’s assessment and
an opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for
our opinion.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.

[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
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become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control deficien
cies, that results in more than a remote likelihood that a material misstatement
of the annual or interim financial statements will not be prevented or detected.
The following material weakness has been identified and included in manage
ment’s assessment. [Include a description of the material weakness and its effect
on the achievement of the objectives of the control criteria.] This material
weakness was considered in determining the nature, timing, and extent of audit
tests applied in our audit of the 20X3 financial statements, and this report does
not affect our report dated [date of report, which should be the same as the date
of this report on internal control] on those financial statements.2

[Opinion paragraph]
In our opinion, management’s assessment that W Company did not maintain
effective internal control over financial reporting as of December 31, 20X3, is
fairly stated, in all material respects, based on [Identify control criteria, for
example, “criteria established in Internal Control—Integrated Framework is
sued by the Committee of Sponsoring Organizations of the Treadway Commis
sion (COSO).”]. Also, in our opinion, because of the effect of the material
weakness described above on the achievement of the objectives of the control
criteria, W Company has not maintained effective internal control over finan
cial reporting as of December 31, 20X3, based on [Identify control criteria, for
example, “criteria established in Internal Control—Integrated Framework is
sued by the Committee of Sponsoring Organizations of the Treadway Commis
sion (COSO).’”].

[Signature]
[City and State or Country]

[Date]

2 Modify this sentence when the auditor’s opinion on the financial statements is affected by the
adverse opinion on the effectiveness of internal control over financial reporting, as described in
paragraph .196.
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Example A-3

Illustrative Report Expressing a Qualified Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting and a Qualified Opinion on
the Effectiveness of Internal Control Over Financial Reporting
Because of a Limitation on the Scope of the Audit
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.

[Scope paragraph]
Except as described below, we conducted our audit in accordance the standards
of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was
maintained in all material respects. Our audit included obtaining an under
standing of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of
internal control, and performing such other procedures as we considered
necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinion.

[Explanatory paragraph that describes scope limitation]
A material weakness is a control deficiency, or combination of control deficien
cies, that results in more than a remote likelihood that a material misstatement
of the annual or interim financial statements will not be prevented or detected.
The following material weakness has been identified and included in manage
ment’s assessment.3 Prior to December 20, 20X3, W Company had an inade
quate system for recording cash receipts, which could have prevented the
Company from recording cash receipts on accounts receivable completely and
properly. Therefore, cash received could have been diverted for unauthorized
use, lost, or otherwise not properly recorded to accounts receivable. We believe
this condition was a material weakness in the design or operation of the internal
control of W Company in effect prior to December 20, 20X3. Although the
Company implemented a new cash receipts system on December 20, 20X3, the
system has not been in operation for a sufficient period of time to enable us to
obtain sufficient evidence about its operating effectiveness.
3 If the auditor has identified a material weakness that is not included in management’s
assessment, add the following wording to the report: “In addition, we have identified the following
material weakness that has not been identified as a material weakness in management’s assess
ment.”
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[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.

[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
[Opinion paragraph]

In our opinion, except for the effect of matters we might have discovered had
we been able to examine evidence about the effectiveness of the new cash
receipts system, management’s assessment that W Company maintained effec
tive internal control over financial reporting as of December 31, 20X3, is fairly
stated, in all material respects, based on [Identify control criteria, for example,
“criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission
(COSO).”]. Also, in our opinion, except for the effect of matters we might have
discovered had we been able to examine evidence about the effectiveness of the
new cash receipts system, W Company maintained, in all material respects,
effective internal control over financial reporting as of December 31, 20X3,
based on [Identify control criteria, for example, “criteria established in Internal
Control—Integrated Framework issued by the Committee ofSponsoring Organi
zations of the Treadway Commission (COSO).”].
[Explanatory paragraph]

We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]

[City and State or Country]
[Date]
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Example A-4

Illustrative Report Disclaiming an Opinion on Management's
Assessment of the Effectiveness of Internal Control Over
Financial Reporting and Disclaiming an Opinion on the
Effectiveness of Internal Control Over Financial Reporting
Because of a Limitation on the Scope of the Audit
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We were engaged to audit management’s assessment included in the accompa
nying [title of management’s report] that W Company maintained effective
internal control over financial reporting as of December 31, 20X3 based on
[Identify control criteria, for example, “criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO).”]. W Company’s management is responsi
ble for maintaining effective internal control over financial reporting and for
its assessment of the effectiveness of internal control over financial reporting.
[Omit scope paragraph]

[Explanatory paragraph that describes scope limitation]4
[Definition paragraph]

A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.

[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

[Opinion paragraph]
Since management [describe scope restrictions] and we were unable to apply
other procedures to satisfy ourselves as to the effectiveness of the company’s
internal control over financial reporting, the scope of our work was not sufficient
4 If, through the limited procedures performed, the auditor concludes that a material weakness
exists, the auditor should add the definition of material weakness (as provided in paragraph .10) to
the explanatory paragraph. In addition, the auditor should include a description of the material
weakness and its effect on the achievement of the objectives of the control criteria.
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to enable us to express, and we do not express, an opinion either on manage
ment’s assessment or on the effectiveness of the company’s internal control over
financial reporting.

[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should he the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].

[Signature]
[City and State or Country]

[Date]
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Example A-5

Illustrative Report Expressing an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting That Refers to the Report of
Other Auditors as a Basis, in Part, for the Auditor's Opinion
and an Unqualified Opinion on the Effectiveness of Internal
Control Over Financial Reporting
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit. We did not examine the effectiveness of internal
control over financial reporting of B Company, a wholly owned subsidiary,
whose financial statements reflect total assets and revenues constituting 20
and 30 percent, respectively, of the related consolidated financial statement
amounts as of and for the year ended December 31, 20X3. The effectiveness of
B Company’s internal control over financial reporting was audited by other
auditors whose report has been furnished to us, and our opinion, insofar as it
relates to the effectiveness of B Company’s internal control over financial
reporting, is based solely on the report of the other auditors.

[Scope paragraph]

We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit and the report of the other auditors
provide a reasonable basis for our opinion.
[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
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prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.
[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

[Opinion paragraph]

In our opinion, based on our audit and the report of the other auditors,
management’s assessment that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, is fairly stated, in all
material respects, based on [Identify control criteria, for example, “criteria
established in Internal Control—Integrated Framework issued by the Commit
tee of Sponsoring Organizations of the Treadway Commission (COSO).”]. Also,
in our opinion, based on our audit and the report of the other auditors, W
Company maintained, in all material respects, effective internal control over
financial reporting as of December 31,20X3, based on [Identify control criteria,
for example, “criteria established in Internal Control—Integrated Framework
issued by the Committee ofSponsoring Organizations of the Treadway Commis
sion (COSO).”].

[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].

[Signature]

[City and State or Country]
[Date]
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Example A-6

Illustrative Report Expressing an Adverse Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting and an Adverse Opinion on
the Effectiveness of Internal Control Over Financial Reporting
Because of the Existence of a Material Weakness
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.
[Scope paragraph]

We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for
our opinion.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.
[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may

AU §320.217

458

The Standards of Field Work
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
[Explanatory paragraph}

A material weakness is a control deficiency, or combination of control deficien
cies, that results in more than a remote likelihood that a material misstatement
of the annual or interim financial statements will not be prevented or detected.
We have identified the following material weakness that has not been identified
as a material weakness in management’s assessment [Include a description of
the material weakness and its effect on the achievement of the objectives of the
control criteria.] This material weakness was considered in determining the
nature, timing, and extent of audit tests applied in our audit of the 20X3
financial statements, and this report does not affect our report dated [date of
report, which should be the same as the date of this report on internal control]
on those financial statements.5
[Opinion paragraph]

In our opinion, because of the effect of the material weakness described above
on the achievement of the objectives of the control criteria, management’s
assessment that W Company maintained effective internal control over finan
cial reporting as of December 31, 20X3, is not fairly stated, in all material
respects, based on [Identify control criteria, for example, “criteria established
in Internal Control—Integrated Framework issued by the Committee of Spon
soring Organizations of the Treadway Commission (COSO).”]. Also, in our
opinion, because of the effect of the material weakness described above on the
achievement of the objectives of the control criteria, W Company has not
maintained effective internal control over financial reporting as of December
31, 20X3, based on [Identify control criteria, for example, “criteria established
in Internal Control—Integrated Framework issued by the Committee of Spon
soring Organizations of the Treadway Commission (COSO).”].
[Signature]
[City and State or Country]

[Date]

5 Modify this sentence when the auditor’s opinion on the financial statements is affected by the
adverse opinion on the effectiveness of internal control over financial reporting.
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Example A-7

Illustrative Combined Report Expressing an Unqualified Opinion
on Financial Statements, an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal
Control Over Financial Reporting, and an Unqualified Opinion
on the Effectiveness of Internal Control Over Financial Reporting
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]

We have audited the accompanying balance sheets of W Company as of
December 31, 20X3 and 20X2, and the related statements of income, stockhold
ers’ equity and comprehensive income, and cash flows for each of the years in
the three-year period ended December 31, 20X3. We also have audited man
agement’s assessment, included in the accompanying [title of management’s
report], that W Company maintained effective internal control over financial
reporting as of December 31, 20X3, based on [Identify control criteria, for
example, “criteria established in Internal Control—Integrated Framework is
sued by the Committee of Sponsoring Organizations of the Treadway Commis
sion (COSO).”]. W Company’s management is responsible for these financial
statements, for maintaining effective internal control over financial reporting,
and for its assessment of the effectiveness of internal control over financial
reporting. Our responsibility is to express an opinion on these financial state
ments, an opinion on management’s assessment, and an opinion on the effec
tiveness of the company’s internal control over financial reporting based on our
audits.
[Scope paragraph]

We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards re
quire that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement and
whether effective internal control over financial reporting was maintained in
all material respects. Our audit of financial statements included examining, on
a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates
made by management, and evaluating the overall financial statement presen
tation. Our audit of internal control over financial reporting included obtaining
an understanding of internal control over financial reporting, evaluating man
agement’s assessment, testing and evaluating the design and operating effec
tiveness of internal control, and performing such other procedures as we
considered necessary in the circumstances. We believe that our audits provide
a reasonable basis for our opinions.
[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance

with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management

AU §320.217

460

The Standards of Field Work
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.

[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
[Opinion paragraph]

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of W Company as of December 31,20X3
and 20X2, and the results of its operations and its cash flows for each of the
years in the three-year period ended December 31, 20X3 in conformity with
accounting principles generally accepted in the United States of America. Also
in our opinion, management’s assessment that W Company maintained effec
tive internal control over financial reporting as of December 31, 20X3, is fairly
stated, in all material respects, based on [Identify control criteria, for example,
“criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission
(COSO).”]. Furthermore, in our opinion, W Company maintained, in all mate
rial respects, effective internal control over financial reporting as of December
31, 20X3, based on [Identify control criteria, for example, “criteria established
in Internal Control—Integrated Framework issued by the Committee of Spon
soring Organizations of the Treadway Commission (COSO).”].
[Signature]

[City and State or Country]

[Date]
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Appendix B

Additional Performance Requirements and Directions;
Extent-of-Testing Examples
.218

Tests to Be Performed When a Company Has Multiple Locations
or Business Units
B1. To determine the locations or business units for performing audit proce
dures, the auditor should evaluate their relative financial significance and the
risk of material misstatement arising from them. In making this evaluation,
the auditor should identify the locations or business units that are individually
important, evaluate their documentation of controls, and test controls over
significant accounts and disclosures. For locations or business units that
contain specific risks that, by themselves, could create a material misstate
ment, the auditor should evaluate their documentation of controls and test
controls over the specific risks.

B2. The auditor should determine the other locations or business units that,
when aggregated, represent a group with a level of financial significance that
could create a material misstatement in the financial statements. For that
group, the auditor should determine whether there are company-level controls
in place. If so, the auditor should evaluate the documentation and test such
company-level controls. If not, the auditor should perform tests of controls at
some of the locations or business units.
B3. No further work is necessary on the remaining locations or businesses,
provided that they are not able to create, either individually or in the aggregate,
a material misstatement in the financial statements.
Locations or Business Units That Are Financially Significant

B4. Because of the importance of financially significant locations or business
units, the auditor should evaluate management’s documentation of and per
form tests of controls over all relevant assertions related to significant accounts
and disclosures at each financially significant location or business unit, as
discussed in paragraphs .83 through .105. Generally, a relatively small number
of locations or business units will encompass a large portion of a company’s
operations and financial position, making them financially significant.
B5. In determining the nature, timing, and extent of testing at the individual
locations or business units, the auditor should evaluate each entity’s involve
ment, if any, with a central processing or shared service environment.

Locations or Business Units That Involve Specific Risks

B6. Although a location or business unit might not be individually financially
significant, it might present specific risks that, by themselves, could create a
material misstatement in the company’s financial statements. The auditor
should test the controls over the specific risks that could create a material
misstatement in the company’s financial statements. The auditor need not test
controls over all relevant assertions related to all significant accounts at these
locations or business units. For example, a business unit responsible for foreign
exchange trading could expose the company to the risk of material misstatement,
even though the relative financial significance of such transactions is low.
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Locations or Business Units That Are Significant Only When
Aggregated With Other Locations and Business Units

B7. In determining the nature, timing, and extent of testing, the auditor
should determine whether management has documented and placed in opera
tion company-level controls (See paragraph .53) over individually unimportant
locations and business units that, when aggregated with other locations or
business units, might have a high level of financial significance. A high level of
financial significance could create a greater than remote risk of material
misstatement of the financial statements.

B8. For the purposes of this evaluation, company-level controls are controls
management has in place to provide assurance that appropriate controls exist
throughout the organization, including at individual locations or business units.
B9. The auditor should perform tests of company-level controls to determine
whether such controls are operating effectively. The auditor might conclude
that he or she cannot evaluate the operating effectiveness of such controls
without visiting some or all of the locations or business units.

B10. If management does not have company-level controls operating at these
locations and business units, the auditor should determine the nature, timing,
and extent of procedures to be performed at each location, business unit, or
combination of locations and business units. When determining the locations
or business units to visit and the controls to test, the auditor should evaluate
the following factors:

•

The relative financial significance of each location or business unit.

•

The risk of material misstatement arising from each location or
business unit.

•

The similarity of business operations and internal control over finan
cial reporting at the various locations or business units.

•

The degree of centralization of processes and financial reporting applica
tions.

•

The effectiveness of the control environment, particularly manage
ment’s direct control over the exercise of authority delegated to others
and its ability to effectively supervise activities at the various locations
or business units. An ineffective control environment over the loca
tions or business units might constitute a material weakness.

•

The nature and amount of transactions executed and related assets at
the various locations or business units.

•

The potential for material unrecognized obligations to exist at a
location or business unit and the degree to which the location or
business unit could create an obligation on the part of the company.

•

Management’s risk assessment process and analysis for excluding a
location or business unit from its assessment of internal control over
financial reporting.

B11. Testing company-level controls is not a substitute for the auditor’s
testing of controls over a large portion of the company’s operations or financial
position. If the auditor cannot test a large portion of the company’s operations
and financial position by selecting a relatively small number of locations or
business units, he or she should expand the number of locations or business
units selected to evaluate internal control over financial reporting.
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Note: The evaluation of whether controls over a large portion of the
company’s operations or financial position have been tested should be
made at the overall level, not at the individual significant account
level.
Locations and Business Units That Do Not Require Testing

B12. No testing is required for locations or business units that individually,
and when aggregated with others, could not result in a material misstatement
to the financial statements.
Multi-Location Testing Considerations Flowchart
B13. Illustration B-1 depicts how to apply the directions in this section to a
hypothetical company with 150 locations or business units, along with the
auditor’s testing considerations for those locations or business units.
Illustration B-1

Multi-location Testing Considerations
*
150

Is location or business unit
individually important?

15______ Yes

Evaluate documentation and test
controls over relevant assertions
for significant accounts at each
location or business unit

No
135
Are there specific significant
risks?

5________ Yes

Evaluate documentation and
test controls over specific
risks

No

Are there locations or
business units that are not
important even when
aggregated with others?

60_______ Yes

No further action
required for such units

No

70

Are there documented
company-level
controls over this group?

Yes

No

Evaluate documentation and test
company-level controls over group
**
Some testing of controls at individual
locations or business units required

* Numbers represent number of locations affected.
** See paragraph B7.

Special Situations

B14. The scope of the evaluation of the company’s internal control over
financial reporting should include entities that are acquired on or before the
date of management’s assessment and operations that are accounted for as
discontinued operations on the date of management’s assessment. The auditor
should consider this multiple locations discussion in determining whether it
will be necessary to test controls at these entities or operations.
B15. For equity method investments, the evaluation of the company’s internal
control over financial reporting should include controls over the reporting in
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accordance with generally accepted accounting principles, in the company’s
financial statements, of the company’s portion of the investees’ income or loss,
the investment balance, adjustments to the income or loss and investment
balance, and related disclosures. The evaluation ordinarily would not extend
to controls at the equity method investee.

B16. In situations in which the SEC allows management to limit its assess
ment of internal control over financial reporting by excluding certain entities,
the auditor may limit the audit in the same manner and report without
reference to the limitation in scope. However, the auditor should evaluate the
reasonableness of management’s conclusion that the situation meets the crite
ria of the SEC’s allowed exclusion and the appropriateness of any required
disclosure related to such a limitation. If the auditor believes that manage
ment’s disclosure about the limitation requires modification, the auditor should
follow the same communication responsibilities as described in paragraphs
.204 and .205. If management and the audit committee do not respond appro
priately, in addition to fulfilling those responsibilities, the auditor should
modify his or her report on the audit of internal control over financial reporting
to include an explanatory paragraph describing the reasons why the auditor
believes management’s disclosure should be modified.
B17. For example, for entities that are consolidated or proportionately consoli
dated, the evaluation of the company’s internal control over financial reporting
should include controls over significant accounts and processes that exist at
the consolidated or proportionately consolidated entity. In some instances,
however, such as for some variable interest entities as defined in Financial
Accounting Standards Board Interpretation No. 46, Consolidation of Variable
Interest Entities, management might not be able to obtain the information
necessary to make an assessment because it does not have the ability to control
the entity. If management is allowed to limit its assessment by excluding such
entities,1 the auditor may limit the audit in the same manner and report
without reference to the limitation in scope. In this case, the evaluation of the
company’s internal control over financial reporting should include evaluation
of controls over the reporting in accordance with generally accepted accounting
principles, in the company’s financial statements, of the company’s portion of
the entity’s income or loss, the investment balance, adjustments to the income
or loss and investment balances, and related disclosures. However, the auditor
should evaluate the reasonableness of management’s conclusion that it does
not have the ability to obtain the necessary information as well as the appro
priateness of any required disclosure related to such a limitation.

Use of Service Organizations
B18. AU sec. 324, Service Organizations, applies to the audit of financial
statements of a company that obtains services from another organization that
are part of its information system. The auditor may apply the relevant concepts
1 It is our understanding that the SEC Staff may conclude that management can limit the scope
of its assessment if it does not have the authority to affect, and therefore cannot assess, the controls
in place over certain amounts. This would relate to entities that are consolidated or proportionately
consolidated when the issuer does not have sufficient control over the entity to assess and affect
controls. If management’s report on its assessment of the effectiveness of internal control over
financial reporting is limited in that manner, the SEC staff may permit the company to disclose this
fact as well as information about the magnitude of the amounts included in the financial statements
from entities whose controls cannot be assessed. This disclosure would be required in each filing, but
outside of management’s report on its assessment of the effectiveness of internal control over
financial reporting.
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described in AU sec. 324 to the audit of internal control over financial reporting.
Further, although AU sec. 324 was designed to address auditor-to-auditor
communications as part of the audit of financial statements, it also is appro
priate for management to apply the relevant concepts described in that stand
ard to its assessment of internal control over financial reporting.
B19. Paragraph .03 of AU sec. 324 describes the situation in which a service
organization’s services are part of a company’s information system. If the
service organization’s services are part of a company’s information system, as
described therein, then they are part of the information and communication
component of the company’s internal control over financial reporting. When the
service organization’s services are part of the company’s internal control over
financial reporting, management should consider the activities of the service
organization in making its assessment of internal control over financial report
ing, and the auditor should consider the activities of the service organization
in determining the evidence required to support his or her opinion.

Note: The use of a service organization does not reduce management’s
responsibility to maintain effective internal control over financial
reporting.

B20. Paragraphs .07 through .16 in AU sec. 324 describe the procedures that
management and the auditor should perform with respect to the activities
performed by the service organization. The procedures include:
a.

Obtaining an understanding of the controls at the service organiza
tion that are relevant to the entity’s internal control and the controls
at the user organization over the activities of the service organiza
tion, and

b.

Obtaining evidence that the controls that are relevant to manage
ment’s assessment and the auditor’s opinion are operating effec
tively.

B21. Evidence that the controls that are relevant to management’s assess
ment and the auditor’s opinion are operating effectively may be obtained by
following the procedures described in paragraph .12 of AU sec. 324. These
procedures include:
a.

Performing tests of the user organization’s controls over the activi
ties of the service organization (for example, testing the user organi
zation’s independent reperformance of selected items processed by
the service organization or testing the user organization’s reconcili
ation of output reports with source documents).

b.

Performing tests of controls at the service organization.

c.

Obtaining a service auditor’s report on controls placed in operation
and tests of operating effectiveness, or a report on the application of
agreed-upon procedures that describes relevant tests of controls.

Note: The service auditor’s report referred to above means a report
with the service auditor’s opinion on the service organization’s descrip
tion of the design of its controls, the tests of controls, and results of
those tests performed by the service auditor, and the service auditor’s
opinion on whether the controls tested were operating effectively
during the specified period (in other words, “reports on controls placed
in operation and tests of operating effectiveness” described in para
graph .246 of AU sec. 324). A service auditor’s report that does not
include tests of controls, results of the tests, and the service auditor’s
opinion on operating effectiveness (in other words, “reports on controls
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placed in operation” described in paragraph .24a of AU sec. 324) does
not provide evidence of operating effectiveness. Furthermore, if the
evidence regarding operating effectiveness of controls comes from an
agreed-upon procedures report rather than a service auditor’s report
issued pursuant to AU sec. 324, management and the auditor should
evaluate whether the agreed-upon procedures report provides suffi
cient evidence in the same manner described in the following para
graph.

B22. If a service auditor’s report on controls placed in operation and tests of
operating effectiveness is available, management and the auditor may evaluate
whether this report provides sufficient evidence to support the assessment and
opinion, respectively. In evaluating whether such a service auditor’s report
provides sufficient evidence, management and the auditor should consider the
following factors:

•

The time period covered by the tests of controls and its relation to the
date of management’s assessment,

•

The scope of the examination and applications covered, the controls
tested, and the way in which tested controls relate to the company’s
controls,

•

The results of those tests of controls and the service auditor’s opinion
on the operating effectiveness of the controls.

Note: These factors are similar to factors the auditor would consider
in determining whether the report provides sufficient evidence to
support the auditor’s assessed level of control risk in an audit of the
financial statements as described in paragraph .16 of AU sec. 324.

B23. If the service auditor’s report on controls placed in operation and tests of
operating effectiveness contains a qualification that the stated control objec
tives might be achieved only if the company applies controls contemplated in
the design of the system by the service organization, the auditor should
evaluate whether the company is applying the necessary procedures. For
example, completeness of processing payroll transactions might depend on the
company’s validation that all payroll records sent to the service organization
were processed by checking a control total.
B24. In determining whether the service auditor’s report provides sufficient
evidence to support management’s assessment and the auditor’s opinion,
management and the auditor should make inquiries concerning the service
auditor’s reputation, competence, and independence. Appropriate sources of
information concerning the professional reputation of the service auditor are
discussed in paragraph .10a of AU sec. 543, Part of Audit Performed by Other
Independent Auditors.

B25. When a significant period of time has elapsed between the time period
covered by the tests of controls in the service auditor’s report and the date of
management’s assessment, additional procedures should be performed. The
auditor should inquire of management to determine whether management has
identified any changes in the service organization’s controls subsequent to the
period covered by the service auditor’s report (such as changes communicated
to management from the service organization, changes in personnel at the
service organization with whom management interacts, changes in reports or
other data received from the service organization, changes in contracts or
service level agreements with the service organization, or errors identified in
the service organization’s processing). If management has identified such
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changes, the auditor should determine whether management has performed
procedures to evaluate the effect of such changes on the effectiveness of the
company’s internal control over financial reporting. The auditor also should
consider whether the results of other procedures he or she performed indicate
that there have been changes in the controls at the service organization that
management has not identified.

B26. The auditor should determine whether to obtain additional evidence
about the operating effectiveness of controls at the service organization based
on the procedures performed by management or the auditor and the results of
those procedures and on an evaluation of the following factors. As these factors
increase in significance, the need for the auditor to obtain additional evidence
increases.

•

The elapsed time between the time period covered by the tests of
controls in the service auditor’s report and the date of management’s
assessment,

•

The significance of the activities of the service organization,

•

Whether there are errors that have been identified in the service
organization’s processing, and

•

The nature and significance of any changes in the service organiza
tion’s controls identified by management or the auditor.

B27. If the auditor concludes that additional evidence about the operating
effectiveness of controls at the service organization is required, the auditor’s
additional procedures may include:

•

Evaluating the procedures performed by management and the results
of those procedures.

•

Contacting the service organization, through the user organization, to
obtain specific information.

•

Requesting that a service auditor be engaged to perform procedures
that will supply the necessary information.

•

Visiting the service organization and performing such procedures.

B28. Based on the evidence obtained, management and the auditor should
determine whether they have obtained sufficient evidence to obtain the reason
able assurance necessary for their assessment and opinion, respectively.
B29. The auditor should not refer to the service auditor’s report when express
ing an opinion on internal control over financial reporting.

Examples of Extent-of-Testing Decisions
B30. As discussed throughout this standard, determining the effectiveness of
a company’s internal control over financial reporting includes evaluating the
design and operating effectiveness of controls over all relevant assertions
related to all significant accounts and disclosures in the financial statements.
Paragraphs .88 through .107 provide the auditor with directions about the
nature, timing, and extent of testing of the design and operating effectiveness
of internal control over financial reporting.
B31. Examples B-1 through B-4 illustrate how to apply this information in
various situations. These examples are for illustrative purposes only.
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Example B-1

Daily Programmed Application Control and Daily Information
Technology-Dependent Manual Control
The auditor has determined that cash and accounts receivable are signifi
cant accounts to the audit of XYZ Company’s internal control over financial
reporting. Based on discussions with company personnel and review of
company documentation, the auditor learned that the company had the
following procedures in place to account for cash received in the lockbox:
a.

The company receives a download of cash receipts from the banks.

b.

The information technology system applies cash received in the
lockbox to individual customer accounts.

c.

Any cash received in the lockbox and not applied to a customer’s
account is listed on an exception report (Unapplied Cash Exception
Report).

•

Therefore, the application of cash to a customer’s account is a
programmed application control, while the review and follow-up
of unapplied cash from the exception report is a manual control.

To determine whether misstatements in cash (existence assertion) and
accounts receivable (existence, valuation, and completeness) would be
prevented or detected on a timely basis, the auditor decided to test the
controls provided by the system in the daily reconciliation of lock box
receipts to customer accounts, as well as the control over reviewing and
resolving unapplied cash in the Unapplied Cash Exception Report.
Nature, Timing, and Extent of Procedures. To test the programmed appli
cation control, the auditor:

•

Identified, through discussion with company personnel, the software
used to receive the download from the banks and to process the
transactions and determined that the banks supply the download
software.
—

The company uses accounting software acquired from a thirdparty supplier. The software consists of a number of modules. The
client modifies the software only for upgrades supplied by the
supplier.

•

Determined, through further discussion with company personnel, that
the cash module operates the lockbox functionality and the posting of
cash to the general ledger. The accounts receivable module posts the
cash to individual customer accounts and produces the Unapplied
Cash Exception Report, a standard report supplied with the package.
The auditor agreed this information to the supplier’s documentation.

•

Identified, through discussions with company personnel and review of
the supplier’s documentation, the names, file sizes (in bytes), and
locations of the executable files (programs) that operate the function
ality under review. The auditor then identified the compilation dates
of these programs and agreed them to the original installation date of
the application.

•

Identified the objectives of the programs to be tested. The auditor
wanted to determine whether only appropriate cash items are posted
to customers’ accounts and matched to customer number, invoice
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number, amount, etc., and that there is a listing of inappropriate cash
items (that is, any of the above items not matching) on the exception
report.

In addition, the auditor had evaluated and tested general computer con
trols, including program changes (for example, confirmation that no un
authorized changes are undertaken) and logical access (for example, data
file access to the file downloaded from the banks and user access to the
cash and accounts receivable modules) and concluded that they were
operating effectively.
To determine whether such programmed controls were operating effec
tively, the auditor performed a walkthrough in the month of July. The
computer controls operate in a systematic manner, therefore, the auditor
concluded that it was sufficient to perform a walkthrough for only the one
item. During the walkthrough, the auditor performed and documented the
following items:
a.

Selected one customer and agreed the amount billed to the customer
to the cash received in the lockbox.

b.

Agreed the total of the lockbox report to the posting of cash receipts
in the general ledger.

c.

Agreed the total of the cash receipt download from the bank to the
lockbox report and supporting documentation.

d.

Selected one customer’s remittance and agreed amount posted to the
customer’s account in the accounts receivable subsidiary ledger.

To test the detective control of review and follow up on the Daily Unapplied
Cash Exception Report, the auditor:
a.

Made inquiries of company personnel. To understand the procedures
in place to ensure that all unapplied items are resolved, the time
frame in which such resolution takes place, and whether unapplied
items are handled properly within the system, the auditor discussed
these matters with the employee responsible for reviewing and
resolving the Daily Unapplied Cash Exception Reports. The auditor
learned that, when items appear on the Daily-Unapplied Cash Ex
ception Report, the employee must manually enter the correction
into the system. The employee typically performs the resolution
procedures the next business day. Items that typically appear on the
Daily Unapplied Cash Exception Report relate to payments made by
a customer without reference to an invoice number/purchase order
number or to underpayments of an invoice due to quantity or pricing
discrepancies.

b.

Observed personnel performing the control. The auditor then ob
served the employee reviewing and resolving a Daily Unapplied Cash
Exception Report. The day selected contained four exceptions—three
related to payments made by a customer without an invoice number,
and one related to an underpayment due to a pricing discrepancy.

•

For the pricing discrepancy, the employee determined, through
discussions with a sales person, that the customer had been
billed an incorrect price; a price break that the sales person had
granted to the customer was not reflected on the customer’s
invoice. The employee resolved the pricing discrepancy, deter
mined which invoices were being paid, and entered a correction
into the system to properly apply cash to the customer’s account
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and reduce accounts receivable and sales accounts for the
amount of the price break.

c. Reperformed the control. Finally, the auditor selected 25 Daily
Unapplied Cash Exception Reports from the period January to
September. For the reports selected, the auditor reperformed the
follow-up procedures that the employee performed. For instance, the
auditor inspected the documents and sources of information used in
the follow-up and determined that the transaction was properly
corrected in the system. The auditor also scanned other Daily Unap
plied Cash Exception Reports to determine that the control was
performed throughout the period of intended reliance.
Because the tests of controls were performed at an interim date, the auditor
had to determine whether there were any significant changes in the
controls from interim to year-end. Therefore, the auditor asked company
personnel about the procedures in place at year-end. Such procedures had
not changed from the interim period, therefore, the auditor observed that
the controls were still in place by scanning Daily Unapplied Cash Excep
tion Reports to determine the control was performed on a timely basis
during the period from September to year-end.

Based on the auditor’s procedures, the auditor concluded that the employee
was clearing exceptions in a timely manner and that the control was
operating effectively as of year-end.
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Example B-2

Monthly Manual Reconciliation
The auditor determined that accounts receivable is a significant account
to the audit of XYZ Company’s internal control over financial reporting.
Through discussions with company personnel and review of company
documentation, the auditor learned that company personnel reconcile the
accounts receivable subsidiary ledger to the general ledger on a monthly
basis. To determine whether misstatements in accounts receivable (exist
ence, valuation, and completeness) would be detected on a timely basis, the
auditor decided to test the control provided by the monthly reconciliation
process.

Nature, Timing, and Extent of Procedures. The auditor tested the com
pany’s reconciliation control by selecting a sample of reconciliations based
upon the number of accounts, the dollar value of the accounts, and the
volume of transactions affecting the account. Because the auditor consid
ered all other receivable accounts immaterial, and because such accounts
had only minimal transactions flowing through them, the auditor decided
to test only the reconciliation for the trade accounts receivable account.
The auditor elected to perform the tests of controls over the reconciliation
process in conjunction with the auditor’s substantive procedures over the
accounts receivable confirmation procedures, which were performed in
July.
To test the reconciliation process, the auditor:

a.

Made inquiries of personnel performing the control. The auditor
asked the employee performing the reconciliation a number of ques
tions, including the following:
•

What documentation describes the account reconciliation process?

•

How long have you been performing the reconciliation work?

•

What is the reconciliation process for resolving reconciling items?

•

How often are the reconciliations formally reviewed and signed off?

•

If significant issues or reconciliation problems are noticed, to
whose attention do you bring them?

•

On average, how many reconciling items are there?

•

How are old reconciling items treated?

•

If need be, how is the system corrected for reconciling items?

•

What is the general nature of these reconciling items?

b.

Observed the employee performing the control. The auditor observed
the employee performing the reconciliation procedures. For nonre
curring reconciling items, the auditor observed whether each item
included a clear explanation as to its nature, the action that had been
taken to resolve it, and whether it had been resolved on a timely basis.

c.

Reperformed the control. Finally, the auditor inspected the reconcili
ations and reperfomed the reconciliation procedures. For the May
and July reconciliations, the auditor traced the reconciling amounts
to the source documents on a test basis. The only reconciling item
that appeared on these reconciliations was cash received in the

AU §320.218

472

The Standards of Field Work
lockbox the previous day that had not been applied yet to the
customer’s account. The auditor pursued the items in each month’s
reconciliation to determine that the reconciling item cleared the
following business day. The auditor also scanned through the file of
all reconciliations prepared during the year and noted that they had
been performed on a timely basis. To determine that the company
had not made significant changes in its reconciliation control proce
dures from interim to year-end, the auditor made inquiries of com
pany personnel and determined that such procedures had not
changed from interim to year-end. Therefore, the auditor verified
that controls were still in place by scanning the monthly account
reconciliations to determine that the control was performed on a
timely basis during the interim to year-end period.
Based on the auditor’s procedures, the auditor concluded that the recon
ciliation control was operating effectively as of year-end.
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Example B-3

Daily Manual Preventive Control
The auditor determined that cash and accounts payable were significant
accounts to the audit of the company’s internal control over financial
reporting. Through discussions with company personnel, the auditor
learned that company personnel make a cash disbursement only after they
have matched the vendor invoice to the receiver and purchase order. To
determine whether misstatements in cash (existence) and accounts pay
able (existence, valuation, and completeness) would be prevented on a
timely basis, the auditor tested the control over making a cash disburse
ment only after matching the invoice with the receiver and purchase.

Nature, Timing, and Extent of Procedures. On a haphazard basis, the
auditor selected 25 disbursements from the cash disbursement registers
from January through September. In this example, the auditor deemed a
test of 25 cash disbursement transactions an appropriate sample size
because the auditor was testing a manual control performed as part of the
routine processing of cash disbursement transactions through the system.
Furthermore, the auditor expected no errors based on the results of
company-level tests performed earlier. [If, however, the auditor had en
countered a control exception, the auditor would have attempted to identify
the root cause of the exception and tested an additional number of items.
If another control exception had been noted, the auditor would have
decided that this control was not effective. As a result, the auditor would
have decided to increase the extent of substantive procedures to be per
formed in connection with the financial statement audit of the cash and
accounts payable accounts.]
a.

After obtaining the related voucher package, the auditor examined
the invoice to see if it included the signature or initials of the accounts
payable clerk, evidencing the clerk’s performance of the matching
control. However, signature on a voucher package to indicate signor
approval does not necessarily mean that the person carefully re
viewed it before signing. The voucher package may have been signed
based on only a cursory review, or without any review.

b.

The auditor decided that the quality of the evidence regarding the
effective operation of the control evidenced by a signature or initials
was not sufficiently persuasive to ensure that the control operated
effectively during the test period. In order to obtain additional
evidence, the auditor reperformed the matching control correspond
ing to the signature, which included examining the invoice determine
that (a) its items matched to the receiver and purchase order and (b)
was mathematically accurate.

Because the auditor performed the tests of controls at an interim date, the
auditor updated the testing through the end of the year (initial tests are
through September to December) by asking the accounts payable clerk
whether the control was still in place and operating effectively. The auditor
confirmed that understanding by performing walkthrough of one transac
tion in December.

Based on the auditor’s procedures, the auditor concluded that the control
over making cash disbursement only after matching the invoice with the
receiver and purchase was operating effectively as of year-end.
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Example B-4

Programmed Prevent Control and Weekly Information
Technology-Dependent Manual Detective Control
The auditor determined that cash, accounts payable, and inventory were
significant accounts to the audit of the company’s internal control over
financial reporting. Through discussions with company personnel, the
auditor learned that the company’s computer system performs a three-way
match of the receiver, purchase order, and invoice. If there are any
exceptions, the system produces a list of unmatched items that employees
review and follow up on weekly.

In this case, the computer match is a programmed application control, and
the review and follow-up of the unmatched items report is a detective
control. To determine whether misstatements in cash (existence) and
accounts payable/inventory (existence, valuation, and completeness)
would be prevented or detected on a timely basis, the auditor decided to
test the programmed application control of matching the receiver, pur
chase order, and invoice as well as the review and follow-up control over
unmatched items.
Nature, Timing, and Extent of Procedures. To test the programmed appli
cation control, the auditor:

a.

Identified, through discussion with company personnel, the software
used to process receipts and purchase invoices. The software used
was a third-party package consisting of a number of modules.

b.

Determined, through further discussion with company personnel,
that they do not modify the core functionality of the software, but
sometimes make personalized changes to reports to meet the chang
ing needs of the business. From previous experience with the com
pany’s information technology environment, the auditor believes
that such changes are infrequent and that information technology
process controls are well established.

c.

Established, through further discussion, that the inventory module
operated the receiving functionality, including the matching of re
ceipts to open purchase orders. Purchase invoices were processed in
the accounts payable module, which matched them to an approved
purchase order against which a valid receipt has been made. That
module also produced the Unmatched Items Report, a standard
report supplied with the package to which the company has not made
any modifications. That information was agreed to the supplier’s
documentation and to documentation within the information tech
nology department.

d.

Identified, through discussions with the client and review of the
supplier’s documentation, the names, file sizes (in bytes), and loca
tions of the executable files (programs) that operate the functionality
under review. The auditor then identified the compilation dates of
the programs and agreed them to the original installation date of the
application. The compilation date of the report code was agreed to
documentation held within the information technology department
relating to the last change made to that report (a change in formatting).

e.

Identified the objectives of the programs to be tested. The auditor
wanted to determine whether appropriate items are received (for
example, match a valid purchase order), appropriate purchase in
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voices are posted (for example, match a valid receipt and purchase
order, non-duplicate reference numbers) and unmatched items (for
example, receipts, orders or invoices) are listed on the exception
report. The auditor then reperformed all those variations in the
packages on a test-of-one basis to determine that the programs
operated as described.

In addition, the auditor had evaluated and tested general computer con
trols, including program changes (for example, confirmation that no un
authorized changes are undertaken to the functionality and that changes
to reports are appropriately authorized, tested, and approved before being
applied) and logical access (for example, user access to the inventory and
accounts payable modules and access to the area on the system where
report code is maintained), and concluded that they were operating effec
tively. (Since the computer is deemed to operate in a systematic manner,
the auditor concluded that it was sufficient to perform a walkthrough for
only the one item.)
To determine whether the programmed control was operating effectively,
the auditor performed a walkthrough in the month of July. As a result of the
walkthrough, the auditor performed and documented the following items:

a.

Receiving cannot record the receipt of goods without matching the
receipt to a purchase order on the system. The auditor tested that
control by attempting to record the receipt of goods into the system
without a purchase order. However, the system did not allow the
auditor to do that. Rather, the system produced an error message
stating that the goods could not be recorded as received without an
active purchase order.

b.

An invoice will not be paid unless the system can match the receipt
and vendor invoice to an approved purchase order. The auditor tested
that control by attempting to approve an invoice for payment in the
system. The system did not allow the auditor to do that. Rather, it
produced an error message indicating that invoices could not be paid
without an active purchase order and receiver.

c.

The system disallows the processing of invoices with identical vendor
and identical invoice numbers. In addition, the system will not allow
two invoices to be processed against the same purchase order unless
the sum of the invoices is less than the amount approved on the
purchase order. The auditor tested that control by attempting to
process duplicate invoices. However, the system produced an error
message indicating that the invoice had already been processed.

d.

The system compares the invoice amounts to the purchase order. If
there are differences in quantity/extended price, and such differences
fall outside a preapproved tolerance, the system does not allow the
invoice to be processed. The auditor tested that control by attempting
to process an invoice that had quantity/price differences outside the
tolerance level of 10 pieces, or $1,000. The system produced an error
message indicating that the invoice could not be processed because
of such differences.

e.

The system processes payments only for vendors established in the
vendor master file. The auditor tested that control by attempting to
process an invoice for a vendor that was not established in the vendor
master file. However, the system did not allow the payment to be
processed.
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The auditor tested user access to the vendor file and whether such
users can make modifications to such file by attempting to access and
make changes to the vendor tables. However, the system did not
allow the auditor to perform that function and produced an error
message stating that the user was not authorized to perform that
function.

g.

The auditor verified the completeness and accuracy of the Un
matched Items Report by verifying that one unmatched item was on
the report and one matched item was not on the report.

Note: It is inadvisable for the auditor to have uncontrolled access
to the company’s systems in his or her attempts described above
to record the receipt of goods without a purchase order, approve
an invoice for payment, process duplicate invoices, etc. These
procedures ordinarily are performed in the presence of appropri
ate company personnel so that they can be notified immediately
of any breach to their systems.
To test the detect control of review and follow up on the Unmatched Items
Report, the auditor performed the following procedures in the month of
July for the period January to July:

a.

b.

Made inquiries of company personnel. To gain an understanding of
the procedures in place to ensure that all unmatched items are
followed-up properly and that corrections are made on a timely basis,
the auditor made inquiries of the employee who follows up on the
weekly-unmatched items reports. On a weekly basis, the control
required the employee to review the Unmatched Items Report to
determine why items appear on it. The employee’s review includes
proper follow-up on items, including determining whether:

•

All open purchase orders are either closed or voided within an
acceptable amount of time.

•

The requesting party is notified periodically of the status of the
purchase order and the reason for its current status.

•

The reason the purchase order remains open is due to incomplete
shipment of goods and, if so, whether the vendor has been
notified.

•

There are quantity problems that should be discussed with
purchasing.

Observed the performance of the control. The auditor observed the
employee performing the control for the Unmatched Items Reports

generated during the first week in July.
c.

Reperformed the control. The auditor selected five weekly Un
matched Items Reports, selected several items from each, and reper
formed the procedures that the employee performed. The auditor also
scanned other Unmatched Items Reports to determine that the
control was performed throughout the period of intended reliance.

To determine that the company had not made significant changes in their
controls from interim to year-end, the auditor discussed with company
personnel the procedures in place for making such changes. Since the
procedures had not changed from interim to year-end, the auditor observed
that the controls were still in place by scanning the weekly Unmatched

AU §320.218

Audit of Internal Control Over Financial Reporting

477

Items Reports to determine that the control was performed on a timely
basis during the interim to year-end period.

Based on the auditor’s procedures, the auditor concluded that the employee
was clearing exceptions in a timely manner and that the control was
operating effectively as of year-end.
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Appendix C
Safeguarding of Assets
.219

C1. Safeguarding of assets is defined in paragraph .07 as those policies and
procedures that “provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the company’s assets
that could have a material effect on the financial statements.” This definition
is consistent with the definition provided in the Committee of Sponsoring
Organizations (COSO) of the Treadway Commission’s Addendum, Reporting to
External Parties, which provides the following definition of internal control over
safeguarding of assets:
Internal control over safeguarding of assets against unauthorized acquisition,
use or disposition is a process, effected by an entity’s board of directors,
management and other personnel, designed to provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the entity’s assets that could have a material effect on the
financial statements. Such internal control can be judged effective if the board
of directors and management have reasonable assurance that unauthorized
acquisition, use or disposition of the entity’s assets that could have a material
effect on the financial statements is being prevented or detected on a timely
basis.

C2. For example, a company has safeguarding controls over inventory tags
(preventive controls) and also performs periodic physical inventory counts
(detective control) timely in relation to its quarterly and annual financial
reporting dates. Although the physical inventory count does not safeguard the
inventory from theft or loss, it prevents a material misstatement to the
financial statements if performed effectively and timely.
C3. Therefore, given that the definitions of material weakness and significant
deficiency relate to the likelihood of misstatement of the financial statements,
the failure of a preventive control such as inventory tags will not result in a
significant deficiency or material weakness if the detective control (physical
inventory) prevents a misstatement of the financial statements. The COSO
Addendum also indicates that to the extent that such losses might occur,
controls over financial reporting are effective if they provide reasonable assur
ance that those losses are properly reflected in the financial statements,
thereby alerting financial statement users to consider the need for action.

Note: Properly reflected in the financial statements includes both
correctly recording the loss and adequately disclosing the loss.
C4. Material weaknesses relating to controls over the safeguarding of assets
would only exist when the company does not have effective controls (considering
both safeguarding and other controls) to prevent or detect a material misstate
ment of the financial statements.
C5. Furthermore, management’s plans that could potentially affect financial
reporting in future periods are not controls. For example, a company’s business
continuity or contingency planning has no effect on the company’s current
abilities to initiate, authorize, record, process, or report financial data. There
fore, a company’s business continuity or contingency planning is not part of
internal control over financial reporting.
C6. The COSO Addendum provides further information about safeguarding
of assets as it relates to internal control over financial reporting.
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Appendix D
Examples of Significant Deficiencies and
Material Weakness
.220

DI. Paragraph .08 of this standard defines a control deficiency. Paragraphs .09
and .10 go on to define a significant deficiency and a material weakness,
respectively.

D2. Paragraphs .22 through .23 of this standard discuss materiality in an
audit of internal control over financial reporting, and paragraphs .130
through . 140 provide additional direction on evaluating deficiencies in internal
control over financial reporting.
D3. The following examples illustrate how to evaluate the significance of
internal control deficiencies in various situations. These examples are for
illustrative purposes only.
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Example D-1

Reconciliations of Intercompany Accounts Are Not Performed
on a Timely Basis
Scenario A—Significant Deficiency. The company processes a signifi
cant number of routine intercompany transactions on a monthly basis.
Individual intercompany transactions are not material and primarily
relate to balance sheet activity, for example, cash transfers between
business units to finance normal operations.

A formal management policy requires monthly reconciliation of intercom
pany accounts and confirmation of balances between business units. How
ever, there is not a process in place to ensure performance of these
procedures. As a result, detailed reconciliations of intercompany accounts
are not performed on a timely basis. Management does perform monthly
procedures to investigate selected large-dollar intercompany account dif
ferences. In addition, management prepares a detailed monthly variance
analysis of operating expenses to assess their reasonableness.
Based only on these facts, the auditor should determine that this deficiency
represents a significant deficiency for the following reasons: The magni
tude of a financial statement misstatement resulting from this deficiency
would reasonably be expected to be more than inconsequential, but less
than material, because individual intercompany transactions are not ma
terial, and the compensating controls operating monthly should detect a
material misstatement. Furthermore, the transactions are primarily re
stricted to balance sheet accounts. However, the compensating detective
controls are designed only to detect material misstatements. The controls
do not address the detection of misstatements that are more than inconse
quential but less than material. Therefore, the likelihood that a misstate
ment that was more than inconsequential, but less than material, could
occur is more than remote.

Scenario B—Material Weakness. The company processes a significant
number of intercompany transactions on a monthly basis. Intercompany
transactions relate to a wide range of activities, including transfers of
inventory with intercompany profit between business units, allocation of
research and development costs to business units and corporate charges.
Individual intercompany transactions are frequently material.

A formal management policy requires monthly reconciliation of intercom
pany accounts and confirmation of balances between business units. How
ever, there is not a process in place to ensure that these procedures are
performed on a consistent basis. As a result, reconciliations of intercom
pany accounts are not performed on a timely basis, and differences in
intercompany accounts are frequent and significant. Management does not
perform any alternative controls to investigate significant intercompany
account differences.
Based only on these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude
of a financial statement misstatement resulting from this deficiency would
reasonably be expected to be material, because individual intercompany
transactions are frequently material and relate to a wide range of activi
ties. Additionally, actual unreconciled differences in intercompany ac
counts have been, and are, material. The likelihood of such a misstatement
is more than remote because such misstatements have frequently occurred
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and compensating controls are not effective, either because they are not
properly designed or not operating effectively. Taken together, the magni
tude and likelihood of misstatement of the financial statements resulting
from this internal control deficiency meet the definition of a material
weakness.
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Example D-2
Modifications to Standard Sales Contract Terms Not Reviewed
To Evaluate Impact on Timing and Amount of Revenue Recognition
Scenario A—Significant Deficiency. The company uses a standard
sales contract for most transactions. Individual sales transactions are not
material to the entity. Sales personnel are allowed to modify sales contract
terms. The company’s accounting function reviews significant or unusual
modifications to the sales contract terms, but does not review changes in
the standard shipping terms. The changes in the standard shipping terms
could require a delay in the timing of revenue recognition. Management
reviews gross margins on a monthly basis and investigates any significant
or unusual relationships. In addition, management reviews the reasonable
ness of inventory levels at the end of each accounting period. The entity has
experienced limited situations in which revenue has been inappropriately
recorded in advance of shipment, but amounts have not been material.

Based only on these facts, the auditor should determine that this deficiency
represents a significant deficiency for the following reasons: The magni
tude of a financial statement misstatement resulting from this deficiency
would reasonably be expected to be more than inconsequential, but less
than material, because individual sales transactions are not material and
the compensating detective controls operating monthly and at the end of
each financial reporting period should reduce the likelihood of a material
misstatement going undetected. Furthermore, the risk of material mis
statement is limited to revenue recognition errors related to shipping
terms as opposed to broader sources of error in revenue recognition.
However, the compensating detective controls are only designed to detect
material misstatements. The controls do not effectively address the detec
tion of misstatements that are more than inconsequential but less than
material, as evidenced by situations in which transactions that were not
material were improperly recorded. Therefore, there is a more than remote
likelihood that a misstatement that is more than inconsequential but less
than material could occur.
Scenario B—Material Weakness. The company has a standard sales
contract, but sales personnel frequently modify the terms of the contract.
The nature of the modifications can affect the timing and amount of revenue
recognized. Individual sales transactions are frequently material to the
entity, and the gross margin can vary significantly for each transaction.

The company does not have procedures in place for the accounting function
to regularly review modifications to sales contract terms. Although man
agement reviews gross margins on a monthly basis, the significant differ
ences in gross margins on individual transactions make it difficult for
management to identify potential misstatements. Improper revenue rec
ognition has occurred, and the amounts have been material.
Based only on these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude
of a financial statement misstatement resulting from this deficiency would
reasonably be expected to be material, because individual sales transac
tions are frequently material, and gross margin can vary significantly with
each transaction (which would make compensating detective controls based
on a reasonableness review ineffective). Additionally, improper revenue rec
ognition has occurred, and the amounts have been material. Therefore, the
likelihood of material misstatements occurring is more than remote. Taken
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together, the magnitude and likelihood of misstatement of the financial
statements resulting from this internal control deficiency meet the defini
tion of a material weakness.
Scenario C—Material Weakness. The company has a standard sales
contract, but sales personnel frequently modify the terms of the contract.
Sales personnel frequently grant unauthorized and unrecorded sales dis
counts to customers without the knowledge of the accounting department.
These amounts are deducted by customers in paying their invoices and are
recorded as outstanding balances on the accounts receivable aging. Al
though these amounts are individually insignificant, they are material in
the aggregate and have occurred consistently over the past few years.
Based on only these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude
of a financial statement misstatement resulting from this deficiency would
reasonably be expected to be material, because the frequency of occurrence
allows insignificant amounts to become material in the aggregate. The
likelihood of material misstatement of the financial statements resulting
from this internal control deficiency is more than remote (even assuming
that the amounts were fully reserved for in the company’s allowance for
uncollectible accounts) due to the likelihood of material misstatement of
the gross accounts receivable balance. Therefore, this internal control
deficiency meets the definition of a material weakness.
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Example D-3
Identification of Several Deficiencies
Scenario A—Material Weakness. During its assessment of internal
control over financial reporting, management identified the following
deficiencies. Based on the context in which the deficiencies occur, manage
ment and the auditor agree that these deficiencies individually represent
significant deficiencies:
•

Inadequate segregation of duties over certain information system
access controls.

•

Several instances of transactions that were not properly recorded in
subsidiary ledgers; transactions were not material, either individually
or in the aggregate.

•

A lack of timely reconciliations of the account balances affected by the
improperly recorded transactions.

Based only on these facts, the auditor should determine that the combina
tion of these significant deficiencies represents a material weakness for
the following reasons: Individually, these deficiencies were evaluated as
representing a more than remote likelihood that a misstatement that is
more than inconsequential, but less than material, could occur. However,
each of these significant deficiencies affects the same set of accounts. Taken
together, these significant deficiencies represent a more than remote
likelihood that a material misstatement could occur and not be prevented
or detected. Therefore, in combination, these significant deficiencies rep
resent a material weakness.

Scenario B—Material Weakness. During its assessment of internal
control over financial reporting, management of a financial institution
identifies deficiencies in: the design of controls over the estimation of credit
losses (a critical accounting estimate); the operating effectiveness of con
trols for initiating, processing, and reviewing adjustments to the allowance
for credit losses; and the operating effectiveness of controls designed to
prevent and detect the improper recognition of interest income. Manage
ment and the auditor agree that, in their overall context, each of these
deficiencies individually represent a significant deficiency.

In addition, during the past year, the company experienced a significant
level of growth in the loan balances that were subjected to the controls
governing credit loss estimation and revenue recognition, and further
growth is expected in the upcoming year.
Based only on these facts, the auditor should determine that the combina
tion of these significant deficiencies represents a material weakness for
the following reasons:
•

The balances of the loan accounts affected by these significant defi
ciencies have increased over the past year and are expected to increase
in the future.

•

This growth in loan balances, coupled with the combined effect of the
significant deficiencies described, results in a more than remote like
lihood that a material misstatement of the allowance for credit losses
or interest income could occur.

Therefore, in combination, these deficiencies meet the definition of a
material weakness.
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Appendix E
Background and Basis for Conclusions
.221

Introduction
E1. This appendix summarizes factors that the Public Company Accounting
Oversight Board (the “Board”) deemed significant in reaching the conclusions
in the standard. This appendix includes reasons for accepting certain views and
rejecting others.

Background
E2. Section 404(a) of the Sarbanes-Oxley Act of 2002 (the “Act”), and the
Securities and Exchange Commission’s (SEC) related implementing rules,
require the management of a public company to assess the effectiveness of the
company’s internal control over financial reporting, as of the end of the com
pany’s most recent fiscal year. Section 404(a) of the Act also requires manage
ment to include in the company’s annual report to shareholders management’s
conclusion as a result of that assessment of whether the company’s internal
control over financial reporting is effective.
E3. Sections 103(a)(2)(A) and 404(b) of the Act direct the Board to establish
professional standards governing the independent auditor’s attestation and
reporting on management’s assessment of the effectiveness of internal control
over financial reporting.
E4. The backdrop for the development of the Board’s first major auditing
standard was, of course, the spectacular audit failures and corporate malfea
sance that led to the passage of the Act. Although all of the various components
of the Act work together to help restore investor confidence and help prevent
the types of financial reporting breakdowns that lead to the loss of investor
confidence, Section 404 of the Act is certainly one of the most visible and
tangible changes required by the Act.
E5. The Board believes that effective controls provide the foundation for
reliable financial reporting. Congress believed this too, which is why the new
reporting by management and the auditor on the effectiveness of internal
control over financial reporting received such prominent attention in the Act.
Internal control over financial reporting enhances a company’s ability to
produce fair and complete financial reports. Without reliable financial reports,
making good judgments and decisions about a company becomes very difficult
for anyone, including the board of directors, management, employees, inves
tors, lenders, customers, and regulators. The auditor’s reporting on manage
ment’s assessment of the effectiveness of internal control over financial
reporting provides users of that report with important assurance about the
reliability of the company’s financial reporting.

E6. The Board’s efforts to develop this standard were an outward expression
of the Board’s mission, “to protect the interests of investors and further the
public interest in the preparation of informative, fair, and independent audit
reports.” As part of fulfilling that mission as it relates to this standard, the
Board considered the advice that respected groups had offered to other auditing
standards setters in the past. For example, the Public Oversight Board’s Panel
on Audit Effectiveness recommended that “auditing standards need to provide
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clear, concise and definitive imperatives for auditors to follow.”1 As another
example, the International Organization of Securities Commissioners advised
the International Auditing and Assurance Standards Board “that the IAASB
must take care to avoid language that could inadvertently encourage inappro
priate shortcuts in audits, at a time when rigorous audits are needed more than
ever to restore investor confidence.”1
2
E7. The Board understood that, to effectively fulfill its mission and for this
standard to achieve its ultimate goal of restoring investor confidence by
increasing the reliability of public company financial reporting, the Board’s
standard must contain clear directions to the auditor consistent with investor’s
expectations that the reliability of financial reporting be significantly im
proved. Just as important, the Board recognized that this standard must
appropriately balance the costs to implement the standard’s directions with the
benefits of achieving these important goals. As a result, all of the Board’s
decisions about this standard were guided by the additional objective of creat
ing a rational relationship between costs and benefits.
E8. When the Board adopted its interim attestation standards in Rule 3300T
on an initial, transitional basis, the Board adopted a pre-existing standard govern
ing an auditor’s attestation on internal control over financial reporting.3 As
part of the Board’s process of evaluating that pre-existing standard, the Board
convened a public roundtable discussion on July 29, 2003 to discuss issues and
hear views related to reporting on internal control over financial reporting. The
participants at the roundtable included representatives from public companies,
accounting firms, investor groups, and regulatory organizations. Based on
comments made at the roundtable, advice from the Board’s staff, and other
input the Board received, the Board determined that the preexisting standard
governing an auditor’s attestation on internal control over financial reporting
was insufficient for effectively implementing the requirements of Section 404
of the Act and for the Board to appropriately discharge its standard-setting
obligations under Section 103(a) of the Act. In response, the Board developed
and issued, on October 7, 2003, a proposed auditing standard titled, An Audit
of Internal Control Over Financial Reporting Performed in Conjunction with
An Audit of Financial Statements.

E9. The Board received 189 comment letters on a broad array of topics from a
variety of commenters, including auditors, investors, internal auditors, issuers,
regulators, and others. Those comments led to changes in the standard, in
tended to make the requirements of the standard clearer and more operational.
This appendix summarizes significant views expressed in those comment
letters and the Board’s responses.
1 Panel on Audit Effectiveness, Report and Recommendations, sec. 2.228 (August 31, 2000).

2 April 8, 2003 comment letter from the International Organization of Securities Commissions to
the International Auditing and Assurance Standards Board regarding the proposed international
standards on audit risk (Amendment to ISA 200, “Objective and Principles Governing an Audit of
Financial Statements;” proposed ISAs, “Understanding the Entity and Its Environment and Assess
ing the Risks of Material Misstatement;” “Auditor’s Procedures in Response to Assessed Risks;” and
“Audit Evidence”).
3 The pre-existing standard is Chapter 5, “Reporting on an Entity’s Internal Control Over
Financial Reporting” of Statement on Standards for Attestation Engagements (SSAE) No. 10, At
testation Standards: Revision and Recodification (AICPA, Professional Standards, Vol. 1, AT sec.
501). SSAE No. 10 has been codified into AICPAProfessional Standards, Volume 1, as AT sections 101
through 701.
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Fundamental Scope of the Auditor's Work in an Audit of
Internal Control Over Financial Reporting
E10. The proposed standard stated that the auditor’s objective in an audit of
internal control over financial reporting was to express an opinion on manage
ment’s assessment of the effectiveness of the company’s internal control over
financial reporting. To render such an opinion, the proposed standard required
the auditor to obtain reasonable assurance about whether the company main
tained, in all material respects, effective internal control over financial report
ing as of the date specified in management’s report. To obtain reasonable
assurance, the auditor was required to evaluate both management’s process for
making its assessment and the effectiveness of internal control over financial
reporting.
E11. Virtually all investors and auditors who submitted comment letters
expressed support for this approach. Other commenters, primarily issuers,
expressed concerns that this approach was contrary to the intent of Congress
and, therefore, beyond what was specifically required by Section 404 of the Act.
Further, issuers stated their views that this approach would lead to unneces
sary and excessive costs. Some commenters in this group suggested the audi
tor’s work should be limited to evaluating management’s assessment process
and the testing performed by management and internal audit. Others acknow
ledged that the auditor would need to test at least some controls directly in
addition to evaluating and testing management’s assessment process. How
ever, these commenters described various ways in which the auditor’s own
testing could be significantly reduced from the scope expressed in the proposed
standard. For instance, they proposed that the auditor could be permitted to
use the work of management and others to a much greater degree; that the
auditor could use a “risk analysis” to identify only a few controls to be tested;
and a variety of other methods to curtail the extent of the auditor’s work. Of
those opposed to the scope, most cited their belief that the scope of work
embodied in the standard would lead to a duplication of effort between man
agement and the auditor which would needlessly increase costs without adding
significant value.

E12. After considering the comments, the Board retained the approach de
scribed in the proposed standard. The Board concluded that the approach taken
in the standard is consistent with the intent of Congress. Also, to provide the
type of report, at the level of assurance called for in Sections 103 and 404, the
Board concluded that the auditor must evaluate both management’s assess
ment process and the effectiveness of internal control over financial reporting.
Finally, the Board noted the majority of the cost to be borne by companies (and
ultimately investors) results directly from the work the company will have to
perform to maintain effective internal control over financial reporting and to
comply with Section 404(a) of the Act. The cost of the auditor’s work as described
in this standard ultimately will represent a smaller portion of the total cost to
companies of implementing Section 404.
E13. The Board noted that large, federally insured financial institutions have
had a similar internal control reporting requirement for over ten years. The
Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) has
required, since 1993, managements of large financial institutions to make an
assessment of internal control over financial reporting effectiveness and the
institution’s independent auditor to issue an attestation report on manage
ment’s assessment.
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E14. The attestation standards under which FDICIA engagements are cur
rently performed are clear that, when performing an examination of manage
ment’s assertion on the effectiveness of internal control over financial reporting
(management’s report on the assessment required by Section 404(a) of the Act
must include a statement as to whether the company’s internal control over
financial reporting is effective), the auditor may express an opinion either on
management’s assertion (that is, whether management’s assessment about the
effectiveness of the internal control over financial reporting is fairly stated) or
directly on the subject matter (that is, whether the internal control over
financial reporting is effective) because the level of work that must be per
formed is the same in either case.
E15. The Board observed that Congress indicated an intent to require an
examination level of work in Section 103(a) of the Act, which states, in part,
that each registered public accounting firm shall:
describe in each audit report the scope of the auditor’s testing of the
internal control structure and procedures of the issuer, required by Section
404(b), and present (in such report or in a separate report)—

(I)

the findings of the auditor from such testing;

(II)

an evaluation of whether such internal control structure
and procedures—

(aa)

include maintenance of records that in reasonable
detail accurately reflect the transactions and dispo
sitions of the assets of the issuer;

(bb)

provide reasonable assurance that transactions are
recorded as necessary to permit preparation of fi
nancial statements in accordance with generally
accepted accounting principles, and that receipts
and expenditures of the issuer are being made only
in accordance with authorizations of management
and directors of the issuer; and

(III) a description, at a minimum, of material weaknesses in such
internal controls, and of any material noncompliance found on the
basis of such testing, [emphasis added].

E16. The Board concluded that the auditor must test internal control over
financial reporting directly, in the manner and extent described in the stand
ard, to make the evaluation described in Section 103. The Board also inter
preted Section 103 to provide further support that the intent of Congress was
to require an opinion on the effectiveness of internal control over financial
reporting.
E17. The Board concluded that the auditor must obtain a high level of
assurance that the conclusion expressed in management’s assessment is correct
to provide an opinion on management’s assessment. An auditing process
restricted to evaluating what management has done would not provide the
auditor with a sufficiently high level of assurance that management’s conclu
sion is correct. Instead, it is necessary for the auditor to evaluate management’s
assessment process to be satisfied that management has an appropriate basis
for its statement, or assertion, about the effectiveness of the company’s internal
control over financial reporting. It also is necessary for the auditor to directly
test the effectiveness of internal control over financial reporting to be satisfied
that management’s conclusion is correct, and that management’s assertion is
fairly stated.
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E18. This testing takes on added importance with the public nature of the
internal control reporting. Because of the auditor’s association with a state
ment by management that internal control over financial reporting is effective,
it is reasonable for a user of the auditor’s report to expect that the auditor tested
the effectiveness of internal control over financial reporting. For the auditor to
do otherwise would create an expectation gap, in which the assurance that the
auditor obtained is less than what users reasonably expect.
E19. Auditors, investors, and the Federal bank regulators reaffirmed in their
comment letters on the proposed auditing standard that the fundamental
approach taken by the Board was appropriate and necessary. Investors were
explicit in their expectation that the auditor must test the effectiveness of
controls directly in addition to evaluating management’s assessment process.
Investors further recognized that this kind of assurance would come at a price
and expressed their belief that the cost of the anticipated benefits was reason
able. The federal banking regulators, based on their experience examining
financial institutions’ internal control assessments and independent auditors’
attestation reports under FDICIA, commented that the proposed auditing
standard was a significant improvement over the existing attestation standard.

Reference to Audit vs. Attestation
E20. The proposed standard referred to the attestation required by Section
404(b) of the Act as the audit of internal control over financial reporting instead
of an attestation of management’s assessment. The proposed standard took that
approach both because the auditor’s objective is to express an opinion on
management’s assessment of the effectiveness of internal control over financial
reporting, just as the auditor’s objective in an audit of the financial statements
is to express an opinion on the fair presentation of the financial statements,
and because the level of assurance obtained by the auditor is the same in both
cases. Furthermore, the proposed standard described an integrated audit of the
financial statements and internal control over financial reporting and allowed
the auditor to express his or her opinions on the financial statements and on
the effectiveness of internal control in separate reports or in a single, combined
report.
E21. Commenters’ views on this matter frequently were related to their views
on whether the proposed scope of the audit was appropriate. Those who agreed
that the scope in the proposed standard was appropriate generally agreed that
referring to the engagement as an audit was appropriate. On the other hand,
commenters who objected to the scope of work described in the proposed
standard often drew an important distinction between an audit and an attesta
tion. Because Section 404 calls for an attestation, they believed it was inappro
priate to call the engagement anything else (or to mandate a scope that called
for a more extensive level of work).

E22. Based, in part, on the Board’s decisions about the scope of the audit of
internal control over financial reporting, the Board concluded that the engage
ment should continue to be referred to as an “audit.” This term emphasizes the
nature of the auditor’s objective and communicates that objective most clearly
to report users. Use of this term also is consistent with the integrated approach
described in the standard and the requirement in Section 404 of the Act that
this reporting not be subject to a separate engagement.
E23. Because the Board’s standard on internal control is an auditing standard,
it is preferable to use the term audit to describe the engagement rather than
the term examination, which is used in the attestation standards to describe
an engagement designed to provide a high level of assurance.
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E24. Finally, the Board believes that using the term audit helps dispel the
misconception that an audit of internal control over financial reporting is a
different level of service than an attestation of management’s assessment of
internal control over financial reporting.

Form of the Auditor's Opinion
E25. The proposed auditing standard required that the auditor’s opinion in
his or her report state whether management’s assessment of the effectiveness
of the company’s internal control over financial reporting as of the specified
date is fairly stated, in all material respects, based on the control criteria.
However, the proposed standard also stated that nothing precluded the auditor
from auditing management’s assessment and opining directly on the effective
ness of internal control over financial reporting. This is because the scope of
the work, as defined by the proposed standard, was the same, regardless of
whether the auditor reports on management’s assessment or directly on the
effectiveness of internal control over financial reporting. The form of the
opinion was essentially interchangeable between the two.

E26. However, if the auditor planned to issue other than an unqualified
opinion, the proposed standard required the auditor to report directly on the
effectiveness of the company’s internal control over financial reporting rather
than on management’s assessment. The Board initially concluded that express
ing an opinion on management’s assessment, in these circumstances, did not
most effectively communicate the auditor’s conclusion that internal control was
not effective. For example, if management expresses an adverse assessment
because a material weakness exists at the date of management’s assessment
(“.. .internal control over financial reporting is not effective...”) and the auditor
expresses his or her opinion on management’s assessment (“...management’s
assessment that internal control over financial reporting is not effective is fairly
stated, in all material respects...”), a reader might not be clear about the results
of the auditor’s testing and about the auditor’s conclusions. The Board initially
decided that reporting directly on the effectiveness of the company’s internal
control over financial reporting better communicates to report users the effect
of such conditions, because direct reporting more clearly states the auditor’s
conclusions about the effectiveness of internal control over financial reporting
(“In our opinion, because of the effect of the material weakness described..., the
Company’s internal control over financial reporting is not effective.”).

E27. A number of commenters were supportive of the model described in the
previous paragraph, as they agreed with the Board’s reasoning. However,
several commenters believed that report users would be confused as to why the
form of the auditor’s opinion would be different in various circumstances. These
commenters thought that the auditor’s opinion should be consistently ex
pressed in all reports. Several auditors recommended that auditors always
report directly on the effectiveness of the company’s internal control over
financial reporting. They reasoned that the scope of the audit—which always
would require the auditor to obtain reasonable assurance about whether the
internal control over financial reporting was effective—would be more clearly
communicated, in all cases, by the auditor reporting directly on the effective
ness of internal control over financial reporting. Other commenters suggested
that the auditor always should express two opinions: one on management’s
assessment and one directly on the effectiveness of internal control over financial
reporting. They believed the Act called for two opinions: Section 404 calls for
an opinion on management’s assessment, while Section 103 calls for an opinion
directly on the effectiveness of internal control over financial reporting.
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E28. The Board believes that the reporting model in the proposed standard is
appropriate. However, the Board concluded that the expression of two opin
ions—one on management’s assessment and one on the effectiveness of internal
control over financial reporting—in all reports is a superior approach that
balances the concerns of many different interested parties. This approach is
consistent with the scope of the audit, results in more consistent reporting in
differing, circumstances, and makes the reports more easily understood by
report users. Therefore, the standard requires that the auditor express two
opinions in all reports on internal control over financial reporting.

Use of the Work of Others
E29. After giving serious consideration to a rational relationship between
costs and benefits, the Board decided to change the provisions in the proposed
standard regarding using the work of others. The proposed standard required
the auditor to evaluate whether to use the work of others, such as internal
auditors and others working under the direction of management, and described
an evaluation process focused on the competence and objectivity of the persons
who performed the work that the auditor was required to use when determining
the extent to which he or she could use the work of others.

E30. The proposed standard also described two principles that limited the
auditor’s ability to use of the work of others. First, the proposed standard
defined three categories of controls and the extent to which the auditor could
use the work of others in each of those categories:
•

Controls for which the auditor should not rely on the work of others,
such as controls in the control environment and controls specifically
intended to prevent or detect fraud that is reasonably likely to have a
material effect on the company’s financial statements,

•

Controls for which the auditor may rely on the work of others, but his
or her reliance on the work of others should be limited, such as controls
over nonroutine transactions that are considered high risk because
they involve judgments and estimates, and

•

Controls for which the auditor’s reliance on the work of others is not
specifically limited, such as controls over routine processing of signifi
cant accounts.

E31. Second, the proposed standard required that, on an overall basis, the
auditor’s own work must provide the principal evidence for the audit opinion
(this is referred to as the principal evidence provision).
E32. In the proposed standard, these two principles provided the auditor with
flexibility in using the work of others while preventing him or her from placing
inappropriate over-reliance on the work of others. Although the proposed
standard required the auditor to reperform some of the tests performed by
others to use their work, it did not establish specific requirements for the extent
of the reperformance. Rather, it allowed the auditor to use his or her judgment
and the directions provided by the two principles discussed in the previous two
paragraphs to determine the appropriate extent of reperformance.

E33. The Board received a number of comments that agreed with the proposed
three categories of controls and the principal evidence provision. However, most
commenters expressed some level of concern with the categories, the principal
evidence provision, or both.
E34. Comments opposing or criticizing the categories of controls varied from
general to very specific. In general terms, many commenters (particularly
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issuers) expressed concern that the categories described in the proposed stand
ard were too restrictive. They believed the auditor should be able to use his or
her judgment to determine in which areas and to what extent to rely on the
work of others. Other commenters indicated that the proposed standard did not
place enough emphasis on the work of internal auditors whose competence and
objectivity, as well as adherence to professional standards of internal auditing,
should clearly set their work apart from the work performed by others in the
organization (such as management or third parties working under manage
ment’s direction). Further, these commenters believed that the standard should
clarify that the auditor should be able to use work performed by internal
auditors extensively. In that case, their concerns about excessive cost also
would be partially alleviated.
E35. Other commenters expressed their belief that the proposed standard
repudiated the approach established in AU sec. 322, The Auditor’s Considera
tion of the Internal Audit Function in an Audit ofFinancial Statements, for the
auditor’s use of the work of internal auditors in a financial statement audit.
Commenters also expressed very specific and pointed views on the three
categories of controls. As defined in the proposed standard, the first category
(in which the auditor should not use the work of others at all) included:

•

Controls that are part of the control environment, including controls
specifically established to prevent and detect fraud that is reasonably
likely to result in material misstatement of the financial statements.

•

Controls over the period-end financial reporting process, including
controls over procedures used to enter transaction totals into the
general ledger; to initiate, record, and process journal entries in the
general ledger; and to record recurring and nonrecurring adjustments
to the financial statements (for example, consolidating adjustments,
report combinations, and reclassifications).

•

Controls that have a pervasive effect on the financial statements, such
as certain information technology general controls on which the oper
ating effectiveness of other controls depend.

•

Walkthroughs.

E36. Commenters expressed concern that the prohibition on using the work
of others in these areas would (a) drive unnecessary and excessive costs, (b) not
give appropriate recognition to those instances in which the auditor evaluated
internal audit as having a high degree of competence and objectivity, and (c)
be impractical due to resource constraints at audit firms. Although each
individual area was mentioned, the strongest and most frequent objections
were to the restrictions imposed over the inclusion in the first category of
walkthroughs, controls over the period-end financial reporting process, and
information technology general controls. Some commenters suggested the
Board should consider moving these areas from the first category to the second
category (in which using the work of others would be limited, rather than
prohibited); others suggested removing any limitation on using the work of
others in these areas altogether.

E37. Commenters also expressed other concerns with respect to the three
control categories. Several commenters asked for clarification on what consti
tuted limited use of the work of others for areas included in the second category.
Some commenters asked for clarification about the extent of reperformance
necessary for the auditor to use the work of others. Other commenters ques
tioned the meaning of the term without specific limitation in the third category
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by asking, did this mean that the auditor could use the work of others in these
areas without performing or reperforming any work in those areas?

E38. Although most commenters suggested that the principal evidence
threshold for the auditor’s own work be retained, some commenters objected to
the principal evidence provision. Although many commenters identified the
broad array of areas identified in the first category (in which the auditor should
not use the work of others at all) as the key driver of excessive costs, others
identified the principal evidence provision as the real source of their excessive
cost concerns. Even if the categories were redefined in such a way as to permit
the auditor to use the work of others in more areas, any associated decrease in
audit cost would be limited by the principal evidence provision which, if
retained, would still require significant original work on the part of the auditor.
On the other hand, both investors and auditors generally supported retaining
the principal evidence provision as playing an important role in ensuring the
independence of the auditor’s opinion and preventing inappropriate overreli
ance on the work of internal auditors and others.
E39. Commenters who both supported and opposed the principal evidence
provision indicated that implementing it would be problematic because the
nature of the work in an audit of internal control over financial reporting does
not lend itself to a purely quantitative measurement. Thus, auditors would be
forced to use judgment when determining whether the principal evidence
provision has been satisfied.

E40. In response to the comments, the Board decided that some changes to
the guidance on using the work of others were necessary. The Board did not
intend to reject the concepts in AU sec. 322 and replace them with a different
model. Although AU sec. 322 is designed to apply to an audit of financial
statements, the Board concluded that the concepts contained in AU sec. 322
are sound and should be used in an audit of internal control over financial
reporting, with appropriate modification to take into account the differences in
the nature of the evidence necessary to support an opinion on financial state
ments and the evidence necessary to support an opinion on internal control
effectiveness. The Board also wanted to make clear that the concepts in AU sec.
322 also may be applied, with appropriate auditor judgment, to the relevant
work of others.

E41. The Board remained concerned, however, with the possibility that audi
tors might overrely on the work of internal auditors and others. Inappropriate
overreliance can occur in a variety of ways. For example, an auditor might rely
on the work of a highly competent and objective internal audit function for
proportionately too much of the evidence that provided the basis for the
auditor’s opinion. Inappropriate overreliance also occurs when the auditor
incorrectly concludes that internal auditors have a high degree of competence
and objectivity when they do not, perhaps because the auditor did not exercise
professional skepticism or due professional care when making his or her
evaluation. In either case, the result is the same: unacceptable risk that the
auditor’s conclusion that internal control over financial reporting is effective is
incorrect. For example, federal bank regulators commented that, in their
experience with FDICIA, auditors have a tendency to rely too heavily on the
work of management and others, further noting that this situation diminishes
the independence of the auditor’s opinion on control effectiveness.
E42. The Board decided to revise the categories of controls by focusing on the
nature of the controls being tested, evaluating the competence and objectivity
of the individuals performing the work, and testing the work of others. This
allows the auditor to exercise substantial judgment based on the outcome of
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this work as to the extent to which he or she can make use of the work of internal
auditors or others who are suitably qualified.

E43. This standard emphasizes the direct relationship between the assessed
level of competence and objectivity and the extent to which the auditor may use
the work of others. The Board included this clarification to highlight the special
status that a highly competent and objective internal auditor has in the
auditor’s work as well as to caution against inappropriate overreliance on the
work of management and others who would be expected to have lower degrees
of competence and objectivity in assessing controls. Indeed, the Board noted
that, with regard to internal control over financial reporting, internal auditors
would normally be assessed as having a higher degree of competence and
objectivity than management or others and that an auditor will be able to rely
to a greater extent on the work of a highly competent and objective internal
auditor than on work performed by others within the company.

E44. The Board concluded that the principal evidence provision is critical to
preventing overreliance on the work of others in an audit of internal control
over financial reporting. The requirement for the auditor to perform enough of
the control testing himself or herself so that the auditor’s own work provides
the principal evidence for the auditor’s opinion is of paramount importance to
the auditor’s assurance providing the level of reliability that investors expect.
However, the Board also decided that the final standard should articulate
clearly that the auditor’s judgment about whether he or she has obtained the
principal evidence required is qualitative as well as quantitative. Therefore,
the standard now states, “Because the amount of work related to obtaining
sufficient evidence to support an opinion about the effectiveness of controls is
not susceptible to precise measurement, the auditor’s judgment about whether
he or she has obtained the principal evidence for the opinion will be qualitative
as well as quantitative. For example, the auditor might give more weight to work
performed on pervasive controls and in areas such as the control environment than
on other controls, such as controls over low-risk, routine transactions.”
E45. The Board also concluded that a better balance could be achieved in the
standard by instructing the auditor to factor into the determination of the
extent to which to use the work of others an evaluation of the nature of the
controls on which others performed their procedures.
E46. Paragraph.112 of the standard provides the following factors the auditor
should consider when evaluating the nature of the controls subjected to the
work of others:

•

The materiality of the accounts and disclosures that the control ad
dresses and the risk of material misstatement.

•

The degree of judgment required to evaluate the operating effective
ness of the control (that is, the degree to which the evaluation of the
effectiveness of the control requires evaluation of subjective factors
rather than objective testing).

•

The pervasiveness of the control.

•

The level ofjudgment or estimation required in the account or disclosure.

•

The potential for management override of the control.

E47. As these factors increase in significance, the need for the auditor to
perform his or her own work on those controls increases. As these factors
decrease in significance, the auditor may rely more on the work of others.
Because of the nature of controls in the control environment, however, the
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standard does not allow the auditor to use the work of others to reduce the
amount of work he or she performs on such controls. In addition, the standard
also does not allow the auditor to use the work of others in connection with the
performance of walkthroughs of major classes of transactions because of the
high degree of judgment required when performing them (See separate discus
sion in paragraphs E51 through E57).

E48. The Board decided that this approach was responsive to those who
believed that the auditor should be able to use his or her judgment in deter
mining the extent to which to use the work of others. The Board designed the
requirement that the auditor’s own work must provide the principal evidence
for the auditor’s opinion as one of the boundaries within which the auditor
determines the work he or she must perform himself or herself in the audit of
internal control over financial reporting. The other instructions about using
the work of others provide more specific direction about how the auditor makes
this determination, but allow the auditor significant flexibility to use his or her
judgment to determine the work necessary to obtain the principal evidence,
and to determine when the auditor can use the work of others rather than
perform the work himself or herself. Although some of the directions are specific
and definitive, such as the directions for the auditor to perform tests of controls
in the control environment and walkthroughs himself or herself, the Board
decided that these areas were of such audit importance that the auditor should
always perform this testing as part of obtaining the principal evidence for his
or her opinion. The Board concluded that this approach appropriately balances
the use of auditor judgment and the risk of inappropriate overreliance.
E49. The Board was particularly concerned by comments that issuers might
choose to reduce their internal audit staff or the extent of internal audit testing
in the absence of a significant change in the proposed standard that would
significantly increase the extent to which the auditor may use the work of
internal auditors. The Board believes the standard makes clear that an effec
tive internal audit function does permit the auditor to reduce the work that
otherwise would be necessary.

E50. Finally, as part of clarifying the linkage between the degree of compe
tence and objectivity of the others and the ability to use their work, the Board
decided that additional clarification should be provided on the extent of testing
that should be required of the work of others. The Board noted that the
interaction of the auditor performing walkthroughs of every significant process
and the retention of the principal evidence provision precluded the need for the
auditor to test the work of others in every significant account. However, testing
the work of others is an important part of an ongoing assessment of their
competence and objectivity. Therefore, as part of the emphasis on the direct
relationship between the assessed level of competence and objectivity to the
extent of the use of the work of others, additional provisions were added
discussing how the results of the testing of the work of others might affect the
auditor’s assessment of competence and objectivity. The Board also concluded
that testing the work of others should be clearly linked to an evaluation of the
quality and effectiveness of their work.

Walkthroughs
E51. The proposed standard included a requirement that the auditor perform
walkthroughs, stating that the auditor should perform a walkthrough for all of
the company’s significant processes. In the walkthrough, the auditor was to
trace all types of transactions and events, both recurring and unusual, from
origination through the company’s information systems until they were in

AU §320.221

496

The Standards of Field Work

cluded in the company’s financial reports. As stated in the proposed standard,
walkthroughs provide the auditor with evidence to:

•

Confirm the auditor’s understanding of the process flow of transac
tions;

•

Confirm the auditor’s understanding of the design of controls identi
fied for all five components of internal control over financial reporting,
including those related to the prevention or detection of fraud;

•

Confirm that the auditor’s understanding of the process is complete
by determining whether all points in the process at which misstate
ments related to each relevant financial statement assertion that
could occur have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

E52. A number of commenters expressed strong support for the requirement
for the auditor to perform walkthroughs as described in the proposed standard.
They agreed that auditors who did not already perform the type of walkthrough
described in the proposed standard should perform them as a matter of good
practice. These commenters further recognized that the first-hand under
standing an auditor obtains from performing these walkthroughs puts the
auditor in a much better position to design an effective audit and to evaluate
the quality and effectiveness of the work of others. They considered the
walkthrough requirement part of “getting back to basics,” which they viewed
as a positive development.
E53. Some commenters expressed general support for walkthroughs as re
quired procedures, but had concerns about the scope of the work. A number of
commenters suggested that requiring walkthroughs of all significant processes
and all types of transactions would result in an overwhelming and unreason
able number of walkthroughs required. Commenters made various suggestions
for alleviating this problem, including permitting the auditor to determine,
using broad auditor judgment, which classes of transactions to walk through
or refining the scope of “all types of transactions” to include some kind of
consideration of risk and materiality.
E54. Other commenters believed that required walkthroughs would result in
excessive cost if the auditor were prohibited from using the work of others.
These commenters suggested that the only way that required walkthroughs
would be a reasonable procedure is to permit the auditor to use the work of
others. Although commenters varied on whether the auditor’s use of the work
of others for walkthroughs should be liberal or limited, and whether it should
include management or be limited to internal auditors, a large number of
commenters suggested that limiting walkthroughs to only the auditor himself
or herself was impractical.

E55. The Board concluded that the objectives of the walkthroughs cannot be
achieved second-hand. For the objectives to be effectively achieved, the auditor
must perform the walkthroughs himself or herself. Several commenters who
objected to the prohibition on using the work of internal auditors for walk
throughs described situations in which internal auditors would be better able
to effectively perform walkthroughs because internal auditors understood the
company’s business and controls better than the external auditor and because
the external auditor would struggle in performing walkthroughs due to a lack
of understanding. The Board observed that these commenters’ perspectives
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support the importance of requiring the external auditor to perform walk
throughs. If auditors struggle to initially perform walkthroughs because their
knowledge of the company and its controls is weak, then that situation would
only emphasize the necessity for the auditor to increase his or her level of
understanding. After considering the nature and extent of the procedures that
would be required to achieve these objectives, the Board concluded that per
forming walkthroughs would be the' most efficient means of doing so. The
first-hand understanding the auditor will obtain of the company’s processes
and its controls through the walkthroughs will translate into increased effec
tiveness and quality throughout the rest of the audit, in a way that cannot be
achieved otherwise.

E56. The Board also decided that the scope of the transactions that should be
subjected to walkthroughs should be more narrowly defined. To achieve the
objectives the Board intended for walkthroughs to accomplish, the auditor
should not be forced to perform walkthroughs on what many commenters
reasoned was an unreasonably large population. The Board decided that the
auditor should be able to use judgment in considering risk and materiality to
determine which transactions and events within a given significant process to
walk through. As a result, the directions in the standard on determining
significant processes and major classes of transactions were expanded, and the
population of transactions for which auditors will be required to walk through
narrowed by replacing “all types of transactions” with “major classes of trans
actions.”
E57. Although judgments of risk and materiality are inherent in identifying
major classes of transactions, the Board decided to also remove from the
standard the statement, “walkthroughs are required procedures” as a means
of further clarifying that auditor judgment plays an important role in deter
mining the major classes of transactions for which to perform a walkthrough.
The Board observed that leading off the discussion of walkthroughs in the
standard with such a sentence could be read as setting a tone that diminished
the role of judgment in selecting the transactions to walk through. As a result,
the directions in the standard on performing walkthroughs begin with, <4The
auditor should perform at least one walkthrough for each major class of
transactions...” The Board’s decision to eliminate the statement “walkthroughs
are required procedures” should not be viewed as an indication that performing
walkthroughs are optional under the standard’s directions. The Board believes
the auditor might be able to achieve the objectives of a walkthrough by
performing a combination of procedures, including inquiry, inspection, obser
vation, and reperformance; however, performing a walkthrough represents the
most efficient and effective means of doing so. The auditor’s work on the control
environment and walkthroughs is an important part of the principal evidence
that the auditor must obtain himself or herself.

Small Business Issues
E58. Appendix E of the proposed standard discussed small and medium-sized
company considerations. Comments were widely distributed on this topic. A
number of commenters indicated that the proposed standard gave adequate
consideration to how internal control is implemented in, and how the audit of
internal control over financial reporting should be conducted at, small and
medium-sized companies. Other commenters, particularly smaller issuers and
smaller audit firms, indicated that the proposed standard needed to provide
much more detail on how internal control over financial reporting could be
different at a small or medium-sized issuer and how the auditor’s approach
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could differ. Some of these commenters indicated that the concepts articulated
in the Board’s proposing release concerning accommodations for small and
medium-sized companies were not carried through to the proposed standard
itself.

E59. On the other hand, other commenters, particularly large audit firms and
investors, expressed views that the proposed standard went too far in creating
too much of an accommodation for small and medium-sized issuers. In fact,
many believed that the proposed standard permitted those issuers to have less
effective internal control over financial reporting than larger issuers, while
providing guidance to auditors permitting them to perform less extensive
testing at those small and medium-sized issuers than they might have at larger
issuers. These commenters stressed that effective internal control over finan
cial reporting is equally important at small and medium-sized issuers. Some
commenters also expressed concerns that the guidance in proposed Appendix
E appeared to emphasize that the actions of senior management, if carried out
with integrity, could offset deficiencies in internal control over financial report
ing, such as the lack of written policies and procedures. Because the risk of
management override of controls is higher in these types of environments, such
commenters were concerned that the guidance in proposed Appendix E might
result in an increased fraud risk at small and medium-sized issuers. At a
minimum, they argued, the interpretation of Appendix E might result in a
dangerous expectation gap for users of their internal control reports. Some
commenters who were of this view suggested that Appendix E be deleted
altogether or replaced with a reference to the report of the Committee of
Sponsoring Organizations (COSO) of the Treadway Commission, Internal
Control—Integrated Framework, which they felt contained sufficient guidance
on small and medium-sized company considerations.
E60. Striking an appropriate balance regarding the needs of smaller issuers
is particularly challenging. The Board considered cautionary views about the
difficulty in expressing accommodations for small and medium-sized compa
nies without creating an inappropriate second class of internal control effec
tiveness and audit assurance. Further, the Board noted that the COSO
framework currently provides management and the auditor with more guid
ance and flexibility regarding small and medium-sized companies than the
Board had provided in the proposed Appendix E. As a result, the Board
eliminated proposed Appendix E and replaced the appendix with a reference
to COSO in paragraph .15 of the standard. The Board believes providing
internal control criteria for small and medium-sized companies within the
internal control framework is more appropriately within the purview of COSO.
Furthermore, the COSO report was already tailored for special small and
medium-sized company considerations. The Board decided that emphasizing
the existing guidance within COSO was the best way of recognizing the special
considerations that can and should be given to small and medium-sized com
panies without inappropriately weakening the standard to which these smaller
entities should, nonetheless, be held. If additional tailored guidance on the
internal control framework for small and medium-sized companies is needed,
the Board encourages COSO, or some other appropriate body, to develop this
guidance.

Evaluation of the Effectiveness of the Audit Committee
E61. The proposed standard identified a number of circumstances that, be
cause of their likely significant negative effect on internal control over financial
reporting, are significant deficiencies as well as strong indicators that a mate
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rial weakness exists. A particularly notable significant deficiency and strong
indicator of a material weakness was the ineffective oversight by the audit
committee of the company’s external financial reporting and internal control
over financial reporting. In addition, the proposed standard required the
auditor to evaluate factors related to the effectiveness of the audit committee’s
oversight of the external financial reporting process and the internal control
over financial reporting.

E62. This provision related to evaluating the effectiveness of the audit com
mittee was included in the proposed standard for two primary reasons. First,
the Board initially decided that, because of the significant role that the audit
committee has in the control environment and monitoring components of
internal control over financial reporting, an ineffective audit committee is a
gravely serious control weakness that is strongly indicative of a material
weakness. Most auditors should have already been reaching this conclusion
when confronted with an obviously ineffective audit committee. Second, high
lighting the adverse consequences of an ineffective audit committee would,
perhaps, further encourage weak audit committees to improve.
E63. Investors supported this provision. They expressed an expectation that
the auditor would evaluate the audit committee’s effectiveness and speak up if
the audit committee was determined to be ineffective. Investors drew a link
among restoring their confidence, audit committees having new and enhanced
responsibilities, and the need for assurance that audit committees are, in fact,
meeting their responsibilities.
E64. Auditors also were generally supportive of such an evaluation. However,
many requested that the proposed standard be refined to clearly indicate that
the auditor’s responsibility to evaluate the effectiveness of the audit commit
tee’s oversight of the company’s external financial reporting and internal
control over financial reporting is not a separate and distinct evaluation.
Rather, the evaluation is one element of the auditor’s overall understanding
and assessment of the company’s control environment and monitoring compo
nents. Some commenters suggested that, in addition to needing clarification of
the auditor’s responsibility, the auditor would have difficulty in evaluating all
of the factors listed in the proposed standard, because the auditor’s normal
interaction with the audit committee would not provide sufficient basis to
conclude on some of those factors.

E65. Issuers and some others were opposed to the auditor evaluating the
effectiveness of the audit committee on the fundamental grounds that such an
evaluation would represent an unacceptable conflict of interest. Several com
menters shared the view that this provision would reverse an important
improvement in governance and audit quality. Whereas the auditor was for
merly retained and compensated by management, the Act made clear that these
responsibilities should now be those of the audit committee. In this way,
commenters saw a conflict of interest being remedied. Requiring the auditor to
evaluate the effectiveness of the audit committee led commenters to conclude
that the same kind of conflict of interest was being reestablished. These
commenters also believed that the auditor would not have a sufficient basis on
which to evaluate the effectiveness of the audit committee because the auditor
does not have complete and free access to the audit committee, does not have
appropriate expertise to evaluate audit committee members (who frequently
are more experienced businesspeople than the auditor), does not have the legal
expertise to make determinations about some of the specific factors listed in
the proposed standard, and other shortcomings. These commenters also em
phasized that the board of directors’ evaluation of the audit committee is
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important and that the proposed standard could be read to supplant this
important evaluation with that of the auditor’s.
E66. The Board concluded that this provision should be retained but decided
that clarification was needed to emphasize that the auditor’s evaluation of the
audit committee was not a separate evaluation but, rather, was made as part
of the auditor’s evaluation of the control environment and monitoring compo
nents of internal control over financial reporting. The Board reasoned that
clarifying both this context and limitation on the auditor’s evaluation of the
audit committee would also address, to some degree, the conflict-of-interest
concerns raised by other commenters. The Board also observed, however, that
conflict is, to some extent, inherent in the duties that society expects of auditors.
Just as auditors were expected in the past to challenge management when the
auditor believed a material misstatement of the financial statements or mate
rial weakness in internal control over financial reporting existed, the auditor
similarly is expected to speak up when he or she believes the audit committee
is ineffective in its oversight.

E67. The Board decided that when the auditor is evaluating the control
environment and monitoring components, if the auditor concludes that the
audit committee’s oversight of the company’s external financial reporting and
internal control over financial reporting is ineffective, the auditor should be
strongly encouraged to consider that situation a material weakness and, at a
minimum, a significant deficiency. The objective of the evaluation is not to
grade the effectiveness of the audit committee along a scale. Rather, in the
course of performing procedures related to evaluating the effectiveness of the
control environment and monitoring components, including evaluating factors
related to the effectiveness of the audit committee’s oversight, if the auditor
concludes that the audit committee’s oversight of the external financial report
ing and internal control over financial reporting is ineffective, then the auditor
should consider that a strong indicator of a material weakness.
E68. The Board concluded that several refinements should be made to this
provision. As part of emphasizing that the auditor’s evaluation of the audit
committee is to be made as part of evaluating the control environment and not
as a separate evaluation, the Board determined that the evaluation factors
should be modified. The factors that addressed compliance with listing stand
ards and sections of the Act were deleted, because those factors were specifically
criticized in comment letters as being either outside the scope of the auditor’s
expertise or outside the scope of internal control over financial reporting. The
Board also believed that those factors were not significant to the type of
evaluation the auditor was expected to make of the audit committee. The Board
decided to add the following factors, which are based closely on factors described
in COSO, as relevant to evaluating those who govern, including the audit
committee:
•

Extent of direct and independent interaction with key members of
financial management, including the chief financial officer and chief
accounting officer.

•

Degree to which difficult questions are raised and pursued with
management and the auditor, including questions that indicate an
understanding of the critical accounting policies and judgmental ac
counting estimates.

•

Level of responsiveness to issues raised by the auditor, including those
required to be communicated by the auditor to the audit committee.
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E69. The Board also concluded that the standard should explicitly acknow
ledge that the board of directors is responsible for evaluating the effectiveness
of the audit committee and that the auditor’s evaluation of the control environ
ment is not intended to supplant those evaluations. In addition, the Board
concluded that, in the event the auditor determines that the audit committee’s
oversight is ineffective, the auditor should communicate that finding to the full
board of directors. This communication should occur regardless of whether the
auditor concludes that the condition represents a significant deficiency or a
material weakness, and the communication should take place in addition to the
normal communication requirements that attach to those deficiencies.

Definitions of Significant Deficiency and Material Weakness
E70. As part of developing the proposed standard, the Board evaluated the
existing definitions of significant deficiency (which the SEC defined as being
the same as a reportable condition) and material weakness to determine
whether they would permit the most effective implementation of the internal
control reporting requirements of the Act.
E71. AU sec. 325, Communication of Internal Control Related Matters Noted
in an Audit, defined a material weakness as follows:
A material weakness in internal control is a reportable condition in which the
design or operation of one or more of the internal control components does not
reduce to a relatively low level the risk that misstatements caused by error or
fraud in amounts that would be material in relation to the financial statements
being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions.

E72. The framework that defined a material weakness focused on likelihood
of and magnitude for evaluating a weakness. The Board decided that this
framework would facilitate effective implementation of the Act’s internal
control reporting requirements; therefore, the Board’s proposed definitions
focused on likelihood and magnitude. However, as part of these deliberations,
the Board decided that likelihood and magnitude needed to be defined in terms
that would encourage more consistent application.

E73. Within the existing definition of material weakness, the magnitude of
“material in relation to the financial statements” was well supported by the
professional standards, SEC rules and guidance, and other literature. How
ever, the Board decided that the definition of likelihood would be improved if
it used “more than remote” instead of “relatively low level.” FASB Statement
No. 5, Accounting for Contingencies (FAS No. 5) defines “remote.” The Board
decided that, because auditors were familiar with the application of the likeli
hood definitions in FAS No. 5, using “more than remote” in the definition of
material weakness would infuse the evaluation of whether a control deficiency
was a material weakness with the additional consistency that the Board
wanted to encourage.

E74. AU sec. 325 defined reportable conditions as follows:
...matters coming to the auditor’s attention that, in his judgment, should be
communicated to the audit committee because they represent significant defi
ciencies in the design or operation of internal control, which could adversely
affect the organization’s ability to initiate, record, process, and report financial
data consistent with the assertions of management in the financial statements.

E75. The Board observed that this definition makes the determination of
whether a condition is reportable solely a matter of the auditor’s judgment. The
Board believed that this definition was insufficient for purposes of the Act
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because management also needs a definition to determine whether a deficiency
is significant and that the definition should be the same as the definition used
by the auditor. Furthermore, using this existing definition, the auditor’s judg
ment could never be questioned.

E76. The Board decided that the same framework that represented an appro
priate framework for defining a material weakness also should be used for
defining a significant deficiency. Although auditor judgment is integral and
essential to the audit process (including in determining the severity of control
weaknesses), auditors, nonetheless, must be accountable for their judgments.
Increasing the accountability of auditors for their judgments about whether a
condition represents a significant deficiency and increasing the consistency
with which those judgments are made are interrelated. Hence, the same
framework of likelihood and magnitude were applied in the Board’s proposed
definition of significant deficiency.
E77. In applying the likelihood and magnitude framework to defining a
significant deficiency, the Board decided that the “more than remote” likelihood
of occurrence used in the definition of material weakness was the best bench
mark. In terms of magnitude, the Board decided that “more than inconsequen
tial” should be the threshold for a significant deficiency.
E78. A number of commenters were supportive of the definitions in the
proposed standard. These commenters believed the definitions were an im
provement over the previous definitions, used terms familiar to auditors, and
would promote increased consistency in evaluations.
E79. Most commenters, however, objected to these definitions. The primary,
overarching objection was that these definitions set too low a threshold for the
reporting of significant deficiencies. Some commenters focused on “more than
remote” likelihood as the driver of an unreasonably low threshold, while others
believed “more than inconsequential” in the definition of significant deficiency
was the main culprit. While some commenters understood “more than incon
sequential” well enough, others indicated significant concerns that this repre
sented a new term of art that needed to be accompanied by a clear definition of
“inconsequential” as well as supporting examples. Several commenters sug
gested retaining the likelihood and magnitude approach to a definition but
suggested alternatives for likelihood (such as reasonably likely, reasonably
possible, more likely than not, probable) and magnitude (such as material,
significant, insignificant).

E80. Some commenters suggested that the auditing standard retain the
existing definitions of material weakness and significant deficiency, consistent
with the SEC’s final rules implementing Section 404. In their final rules, the
SEC tied management’s assessment to the existing definitions of material
weakness and significant deficiency (through the existing definition of a reportable condition) in AU sec. 325. These commenters suggested that, if the
auditing standard used a different definition, a dangerous disconnect would
result, whereby management would be using one set of definitions under the
SEC’s rules and auditors would be using another set under the Board’s auditing
standards. They further suggested that, absent rulemaking by the SEC to
change its definitions, the Board should simply defer to the existing definitions.
E81. A number of other commenters questioned the reference to “a misstate
ment of the annual or interim financial statements” in the definitions, with the
emphasis on why “interim” financial statements were included in the defini
tion, since Section 404 required only an annual assessment of internal control
over financial reporting effectiveness, made as of year-end. They questioned
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whether this definition implied that the auditor was required to identify
deficiencies that could result in a misstatement in interim financial statements;
they did not believe that the auditor should be required to plan his or her audit
of internal control over financial reporting at a materiality level of the interim
financial statements.

E82. The Board ultimately concluded that focusing the definitions of material
weakness and significant deficiency on likelihood of misstatement and magni
tude of misstatement provides the best framework for evaluating deficiencies.
Defaulting to the existing definitions would not best serve the public interest
nor facilitate meaningful and effective implementation of the auditing stand
ard.
E83. The Board observed that the SEC’s final rules requiring management to
report on internal control over financial reporting define material weakness,
for the purposes of the final rules, as having “the same meaning as the definition
under GAAS and attestation standards.” Those rules state:
The term “significant deficiency” has the same meaning as the term “reportable
condition” as used in AU §325 and AT§501. The terms “material weakness” and
“significant deficiency” both represent deficiencies in the design or operation of
internal control that could adversely affect a company’s ability to record,
process, summarize and report financial data consistent with the assertions of
management in the company’s financial statements, with a “material weak
ness” constituting a greater deficiency than a “significant deficiency.” Because
of this relationship, it is our judgment that an aggregation of significant
deficiencies could constitute a material weakness in a company’s internal
control over financial reporting.4

E84. The Board considered the SEC’s choice to cross-reference to generally
accepted auditing standards (GAAS) and the attestation standards as the
means of defining these terms, rather than defining them outright within the
final rules, noteworthy as it relates to the question of whether any disconnect
could result between auditors’ and managements’ evaluations if the Board
changed the definitions in its standards. Because the standard changes the
definition of these terms within the interim standards, the Board believes the
definitions are, therefore, changed for both auditors’ and managements’ pur
poses.

E85. The Board noted that commenters who were concerned that the defini
tions in the proposed standard set too low of a threshold for significant
deficiencies and material weaknesses believed that the proposed standard
required that each control deficiency be evaluated in isolation. The intent of
the proposed standard was that control deficiencies should first be evaluated
individually; the determination as to whether they are significant deficiencies
or material weaknesses should be made considering the effects of compensating
controls. The effect of compensating controls should be taken into account when
assessing the likelihood of a misstatement occurring and not being prevented
or detected. The proposed standard illustrated this type of evaluation, includ
ing the effect of compensating controls when assessing likelihood, in the
examples in Appendix D. Based on the comments received, however, the Board
determined that additional clarification within the standard was necessary to
emphasize the importance of considering compensating controls when evalu
4 See footnote 73 to Final Rule: Management’s Reports on Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic Reports, Securities and Exchange
Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636].
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ating the likelihood of a misstatement occurring. As a result, the note to
paragraph .10 was added.
E86. The Board concluded that considering the effect of compensating controls
on the likelihood of a misstatement occurring and not being prevented or
detected sufficiently addressed the concerns that the definitions set too low a
threshold. For example, several issuer commenters cited concerns that the
proposed definitions precluded a rational cost-benefit analysis of whether to
correct a deficiency. These issuers believed they would be compelled to correct
deficiencies (because the deficiencies would be considered to be at least signifi
cant deficiencies) in situations in which management had made a previous
conscious decision that the costs of correcting the deficiency outweighed the
benefits. The Board observed that, in cases in which management has deter
mined not to correct a known deficiency based on a cost-benefit analysis,
effective compensating controls usually lie at the heart of management’s
decision. The standard’s use of “likelihood” in the definition of a significant
deficiency or material weakness accommodates such a consideration of com
pensating controls. If a deficiency is effectively mitigated by compensating
controls, then the likelihood of a misstatement occurring and not being pre
vented or detected may very well be remote.
E87. The Board disagreed with comments that “more than inconsequential”
was too low a threshold; however, the Board decided the term “inconsequential”
needed additional clarity. The Board considered the term “inconsequential” in
relation to the SEC’s guidance on audit requirements and materiality. Section
10A(b)(1)(B)5 describes the auditor’s communication requirements when the
auditor detects or otherwise becomes aware of information indicating that an
illegal act has or may have occurred, “unless the illegal act is clearly inconse
quential.” Staff Accounting Bulletin (SAB) No. 99, Materiality, provides the
most recent and definitive guidance on the concept of materiality as it relates
to the financial reporting of a public company. SAB No. 99 uses the term
“inconsequential” in several places to draw a distinction between amounts that
are not material. SAB No. 99 provides the following guidance to assess the
significance of a misstatement:
Though the staff does not believe that registrants need to make finely calibrated
determinations of significance with respect to immaterial items, plainly it is
“reasonable” to treat misstatements whose effects are clearly inconsequential
differently than more significant ones.

E88. The discussion in the previous paragraphs provided the Board’s context
for using “material” and “more than inconsequential” for the magnitude thresh
olds in the standard’s definitions. “More than inconsequential” indicates an
amount that is less than material yet has significance.
E89. The Board also considered the existing guidance in the Board’s interim
standards for evaluating materiality and accumulating audit differences in a
financial statement audit. Paragraph .41 of AU sec. 312, Audit Risk and
Materiality in Conducting an Audit, states:
In aggregating likely misstatements that the entity has not corrected, pursuant
to paragraphs .34 and .35, the auditor may designate an amount below which
misstatements need not be accumulated. This amount should be set so that any
such misstatements, either individually or when aggregated with other such
misstatements, would not be material to the financial statements, after the
possibility of further undetected misstatements is considered.
5 See Section 10A of the Securities Exchange Act of 1934,15 U.S.C., 78j-l.
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E90. The Board considered the discussion in AU sec. 312 that spoke specifi
cally to evaluating differences individually and in the aggregate, as well as to
considering the possibility of additional undetected misstatements, important
distinguishing factors that should be carried through to the evaluation of
whether a control deficiency represents a significant deficiency because the
magnitude of the potential misstatement is more than inconsequential.
E91. The Board combined its understanding of the salient concepts in AU sec.
312 and the SEC guidance on materiality to develop the following definition of
inconsequential:
A misstatement is inconsequential if a reasonable person would conclude, after
considering the possibility of further undetected misstatements, that the mis
statement, either individually or when aggregated with other misstatements,
would clearly be immaterial to the financial statements. If a reasonable person
could not reach such a conclusion regarding a particular misstatement, that
misstatement is more than inconsequential.

E92. Finally, the inclusion of annual or interim financial statements in the
definitions rather than just “annual financial statements” was intentional and,
in the Board’s opinion, closely aligned with the spirit of what Section 404 seeks
to accomplish. However, the Board decided that this choice needed clarification
within the auditing standard. The Board did not intend the inclusion of the
interim financial statements in the definition to require the auditor to perform
an audit of internal control over financial reporting at each interim date.
Rather, the Board believed that the SEC’s definition of internal control over
financial reporting included all financial reporting that a public company
makes publicly available. In other words, internal control over financial report
ing includes controls over the preparation of annual and quarterly financial
statements. Thus, an evaluation of internal control over financial reporting as
of yearend encompasses controls over the annual financial reporting and
quarterly financial reporting as such controls exist at that point in time.

E93. Paragraphs .76 and .77 of the standard clarify this interpretation, as part
of the discussion of the period-end financial reporting process. The period-end
financial reporting process includes procedures to prepare both annual and
quarterly financial statements.

Strong Indicators of Material Weaknesses and DeFacto
Significant Deficiencies
E94. The proposed standard identified a number of circumstances that, be
cause of their likely significant negative effect on internal control over financial
reporting, are significant deficiencies as well as strong indicators that a
material weakness exists. The Board developed this list to promote increased
rigor and consistency in auditors’ evaluations of weaknesses. For the imple
mentation of Section 404 of the Act to achieve its objectives, the public must
have confidence that all material weaknesses that exist as of the company’s
year-end will be publicly reported. Historically, relatively few material weak
nesses have been reported by the auditor to management and the audit
committee. That condition is partly due to the nature of a financial statement
audit. In an audit of only the financial statements, the auditor does not have a
detection responsibility for material weaknesses in internal control; such a
detection responsibility is being newly introduced for all public companies
through Sections 103 and 404 of the Act. However, the Board was concerned
about instances in which auditors had identified a condition that should have
been, but was not, communicated as a material weakness. The intention of
including the list of strong indicators of material weaknesses in the proposed
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standard was to bring further clarity to conditions that were likely to be
material weaknesses in internal control and to create more consistency in
auditors’ evaluations.

E95. Most commenters were generally supportive of a list of significant defi
ciencies and strong indicators of the existence of material weaknesses. They
believed such a list provided instructive guidance to both management and the
auditor. Some commenters, however, disagreed with the proposed approach of
providing such a list. They believed that the determination of the significance
of a deficiency should be left entirely to auditor judgment. A few commenters
requested clarification of the term “strong indicator” and specific guidance on
how and when a “strong indicator” could be overcome. A number of commenters
expressed various concerns with individual circumstances included in the list.

•

Restatement of previously issued financial statements to reflect the
correction of a misstatement. Some commenters expressed concern
about the kinds of restatements that would trigger this provision. A
few mentioned the specific instance in which the restatement reflected
the SEC’s subsequent view of an accounting matter when the auditor,
upon reevaluation, continued to believe that management had reason
able support for its original position. They believed this specific cir
cumstance would not necessarily indicate a significant deficiency in
internal control over financial reporting. Others commented that a
restatement of previously issued financial statements would indicate
a significant deficiency and strong indicator of a material weakness in
the prior period but not necessarily in the current period.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company’s internal control over financial reporting (even if manage
ment subsequently corrects the misstatement). Several commenters,
issuers and auditors alike, expressed concern about including this
circumstance on the list. They explained that, frequently, manage
ment is completing the preparation of the financial statements at the
same time that the auditor is completing his or her auditing proce
dures. In the face of this “strong indicator” provision, a lively debate
of “who found it first” would ensue whenever the auditor identifies a
misstatement that management subsequently corrects. Another argu
ment is that the company’s controls would have detected a misstate
ment identified by the auditor if the controls had an opportunity to
operate (that is, the auditor performed his or her testing before the
company’s controls had an opportunity to operate). Several issuers
indicated that they would prevent this latter situation by delaying the
auditor’s work until the issuers had clearly completed their entire
period-end financial reporting process—a delay they viewed as detri
mental.

•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Several commenters asked for spe
cific factors the auditor was expected to use to assess the effectiveness
of these functions.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. Several commenters, particularly is
suers in highly regulated industries, objected to the inclusion of this
circumstance because they believed this to be outside the scope of
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internal control over financial reporting. (They agreed that this would
be an internal control-related matter, but one that falls into operating
effectiveness and compliance with laws and regulations, not financial
reporting.) Many of these commenters suggested that this circum
stance be deleted from the list altogether. Fewer commenters sug
gested that this problem could be addressed by simply clarifying that
this circumstance is limited to situations in which the ineffective
regulatory function relates solely to those aspects for which related
violations of laws and regulations could have a direct and material
effect on the financial statements.

•

Identification offraud of any magnitude on the part of senior manage
ment. Several commenters expressed concern that the inclusion of this
circumstance created a detection responsibility for the auditor such
that the auditor would have to plan and perform procedures to detect
fraud of any magnitude on the part of senior management. Others
expressed concern that identification of fraud on the part of senior
management by the company’s system of internal control over finan
cial reporting might indicate that controls were operating effectively
rather than indicating a significant deficiency or material weakness.
Still others requested clarification on how to determine who consti
tuted “senior management.”

E96. A couple of commenters also suggested that an ineffective control envi
ronment should be added to the list.
E97. The Board concluded that the list of significant deficiencies and strong
indicators of material weakness should be retained. Such a list will promote
consistency in auditors’ and managements’ evaluations of deficiencies consis
tent with the definitions of significant deficiency and material weakness. The
Board also decided to retain the existing structure of the list. Although the
standard leaves auditor judgment to determine whether those deficiencies are
material weaknesses, the existence of one of the listed deficiencies is by
definition a significant deficiency. Furthermore, the “strong indicator” con
struct allows the auditor to factor extenuating or unique circumstances into the
evaluation and possibly to conclude that the situation does not represent a
material weakness, rather, only a significant deficiency.
E98. The Board decided that further clarification was not necessary within
the standard itself addressing specifically how and when a “strong indicator”
can be overcome. The term “strong indicator” was selected as opposed to the
stronger “presumption” or other such term precisely because the Board did not
intend to provide detailed instruction on how to overcome such a presumption.
It is, nevertheless, the Board’s view that auditors should be biased toward
considering the listed circumstances as material weaknesses.

E99. The Board decided to clarify several circumstances included in the list:

•

Restatement of previously issued financial statements to reflect the
correction of a misstatement. The Board observed that the circum
stance in which a restatement reflected the SEC’s subsequent view of
an accounting matter, when the auditor concluded that management
had reasonable support for its original position, might present a good
example of only a significant deficiency and not a material weakness.
However, the Board concluded that requiring this situation to, none
theless, be considered by definition a significant deficiency is appro
priate, especially considering that the primary result of the
circumstance being considered a significant deficiency is the commu
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nication of the matter to the audit committee. Although the audit
committee might already be well aware of the circumstances of any
restatement, a restatement to reflect the SEC’s view on an accounting
matter at least has implications for the quality of the company’s
accounting principles, which is already a required communication to
the audit committee.
With regard to a restatement being a strong indicator of a material
weakness in the prior period but not necessarily the current period,
the Board disagreed with these comments. By virtue of the restate
ment occurring during the current period, the Board views it as
appropriate to consider that circumstance a strong indicator that a
material weakness existed during the current period. Depending on
the circumstances of the restatement, however, the material weakness
may also have been corrected during the current period. The construct
of the standard does not preclude management and the auditor from
determining that the circumstance was corrected prior to year-end
and, therefore, that a material weakness did not exist at year-end. The
emphasis here is that the circumstance is a strong indicator that a
material weakness exists; management and the auditor will sepa
rately need to determine whether it has been corrected. The Board
decided that no further clarification was needed in this regard.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company’s internal control over financial reporting (even if manage
ment subsequently corrects the misstatement). Regarding the “whofound-it-first” dilemma, the Board recognizes that this circumstance
will present certain implementation challenges. However, the Board
decided that none of those challenges were so significant as to require
eliminating this circumstance from the list.

When the Board developed the list of strong indicators, the Board
observed that it is not uncommon for the financial statement auditor
to identify material misstatements in the course of the audit that are
corrected by management prior to the issuance of the company’s
financial statements. In some cases, management has relied on the
auditor to identify misstatements in certain financial statement items
and to propose corrections in amount, classification, or disclosure.
With the introduction of the requirement for management and the
auditor to report on the effectiveness of internal control over financial
reporting, it becomes obvious that this situation is unacceptable,
unless management is willing to accept other than an unqualified
report on the internal control effectiveness. (This situation also raises
the question as to the extent management may rely on the annual
audit to produce accurate and fair financial statements without im
pairing the auditor’s independence.) This situation is included on the
list of strong indicators because the Board believes it will encourage
management and auditors to evaluate this situation with intellectual
honesty and to recognize, first, that the company’s internal control
should provide reasonable assurance that the company’s financial
statements are presented fairly in accordance with generally accepted
accounting principles.
Timing might be a concern for some issuers. However, to the extent
that management takes additional steps to ensure that the financial
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information is correct prior to providing it to their auditors, this may,
at times, result in an improved control environment. When companies
and auditors work almost simultaneously on completing the prepara
tion of the annual financial statements and the audit, respectively, the
role of the auditor can blur with the responsibility of management. In
the year-end rush to complete the annual report, some companies
might have come to rely on their auditors as a “control” to further
ensure no misstatements are accidentally reflected in the financial
statements. The principal burden seems to be for management’s work
schedule and administration of their financial reporting deadlines to
allow the auditor sufficient time to complete his or her procedures.
Further, if the auditor initially identified a material misstatement in
the financial statements but, given the circumstances, determined
that management ultimately would have found the misstatement, the
auditor could determine that the circumstance was a significant defi
ciency but not a material weakness. The Board decided to retain the
provision that this circumstance is at least a significant deficiency
because reporting such a circumstance to the audit committee would
always be appropriate.

•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Relatively few commenters re
quested clarification on how to evaluate these functions. The Board
expects that most auditors will not have trouble making this evalu
ation. Similar to the audit committee evaluation, this evaluation is not
a separate evaluation of the internal audit or risk assessment func
tions but, rather, is a way of requiring the auditor to speak up if either
of these functions is obviously ineffective at an entity that needs them
to have an effective monitoring or risk assessment component. Unlike
the audit committee discussion, most commenters seemed to have
understood that this was the context for the internal audit and risk
assessment function evaluation. Nonetheless, the Board decided to
add a clarifying note to this circumstance emphasizing the context.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. The Board decided that this circum
stance, as described in the proposed standard, would encompass
aspects that are outside internal control over financial reporting
(which would, of course, be inappropriate for purposes of this standard
given its definition of internal control over financial reporting). The
Board concluded that this circumstance should be retained, though
clarified, to only apply to those aspects of an ineffective regulatory
compliance function that could have a material effect on the financial
statements.

•

Identification offraud of any magnitude on the part of senior manage
ment. The Board did not intend to create any additional detection
responsibility for the auditor; rather, it intended that this circum
stance apply to fraud on the part of senior management that came to
the auditor’s attention, regardless of amount. The Board decided to
clarify the standard to make this clear. The Board noted that identi
fication of fraud by the company’s system of internal control over
financial reporting might indicate that controls were operating effec
tively, except when that fraud involves senior management. Because
of the critical role of tone-at-the-top in the overall effectiveness of the
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control environment and due to the significant negative evidence that
fraud of any magnitude on the part of senior management reflects on
the control environment, the Board decided that it is appropriate to
include this circumstance in the list, regardless of whether the com
pany’s controls detected the fraud. The Board also decided to clarify
who is included in “senior management” for this purpose.

E100. The Board agreed that an ineffective control environment was a signifi
cant deficiency and a strong indicator that a material weakness exists and
decided to add it to the list.

Independence
E101. The proposed standard explicitly prohibited the auditor from accepting
an engagement to provide an internal control-related service to an audit client
that has not been specifically pre-approved by the audit committee. In other
words, the audit committee would not be able to pre-approve internal controlrelated services as a category. The Board did not propose any specific guidance
on permissible internal control-related services in the proposed standard but,
rather, indicated its intent to conduct an in-depth evaluation of independence
requirements in the future and highlighted its ability to amend the inde
pendence information included in the standard pending the outcome of that
analysis.

E102. Comments were evenly split among investors, auditors, and issuers who
believed the existing guidance was sufficient versus those who believed the
Board should provide additional guidance. Commenters who believed existing
guidance was sufficient indicated that the SEC’s latest guidance on inde
pendence needed to be given more time to take effect given its recency and
because existing guidance was clear enough. Commenters who believed more
guidance was necessary suggested various additions, from more specificity
about permitted and prohibited services to a sweeping ban on any internal
control-related work for an audit client. Other issuers commented about audi
tors participating in the Section 404 implementation process at their audit
clients in a manner that could be perceived as affecting their independence.
E103. Some commenters suggested that the SEC should change the pre-ap
proval requirements on internal control-related services to specific pre-ap
proval. Another commenter suggested that specific pre-approval of all internal
control-related services would pose an unreasonable burden on the audit
committee and suggested reverting to pre-approval by category.

E104. The Board clearly has the authority to set independence standards as
it may deem necessary or appropriate in the public interest or for the protection
of investors. Given ongoing concerns about the appropriateness of auditors
providing these types of services to audit clients, the fact-specific nature of each
engagement, and the critical importance of ongoing audit committee oversight
of these types of services, the Board continues to believe that specific pre-ap
proval of internal control-related services is a logical step that should not pose
a burden on the audit committee beyond that which effective oversight of
financial reporting already entails. Therefore, the standard retains this provi
sion unchanged.

Requirement for Adverse Opinion When a Material
Weakness Exists
E105. The existing attestation standard (AT sec. 501) provides that, when the
auditor has identified a material weakness in internal control over financial
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reporting, depending on the significance of the material weakness and its effect
on the achievement of the objectives of the control criteria, the auditor may
qualify his or her opinion (“except for the effect of the material weakness,
internal control over financial reporting was effective”) or express an adverse
opinion (“internal control over financial reporting was not effective”).

E106. The SEC’s final rules implementing Section 404 state that, “Manage
ment is not permitted to conclude that the registrant’s internal control over
financial reporting is effective if there are one or more material weaknesses in
the registrant’s internal control over financial reporting.” In other words, in
such a case, management must conclude that internal control over financial
reporting is not effective (that is, a qualified or “except-for” conclusion is not
acceptable).
E107. The Board initially decided that the reporting model for the auditor
should follow the required reporting model for management. Therefore, be
cause management is required to express an “adverse” conclusion in the event
a material weakness exists, the auditor’s opinion also must be adverse. The
proposed standard did not permit a qualified audit opinion in the event of a
material weakness.

E108. Comments received on requiring an adverse opinion when a material
weakness exists were split. A large number affirmed that this seemed to be the
only logical approach, based on a philosophical belief that if a material weak
ness exists, then internal control over financial reporting is ineffective. These
commenters suggested that permitting a qualified opinion would be akin to
creating another category of control deficiency—material weaknesses that were
really material (resulting in an adverse opinion) and material weaknesses that
weren’t so material (resulting in a qualified opinion).
E109. A number of commenters agreed that the auditor’s report must follow
the same model as management’ reporting, but they believe strongly that the
SEC’s guidance for management accommodated either a qualified or adverse
opinion when a material weakness existed.
E110. These commenters cited Section II.B.3.C of the SEC Final Rule and
related footnote no. 72:
The final rules therefore preclude management from determining that a
company’s internal control over financial reporting is effective if it identifies
one or more material weaknesses in the company’s internal control over
financial reporting. This is consistent with interim attestation standards. See
AT sec. 501.

E111. They believe this reference to the interim attestation standard in the
SEC Final Rule is referring to paragraph .37 of AT sec. 501, which states, in
part,
Therefore, the presence of a material weakness will preclude the practitioner
from concluding that the entity has effective internal control. However, depend
ing on the significance of the material weakness and its effect on the achieve
ment of the objectives of the control criteria, the practitioner may qualify his
or her opinion (that is, express an opinion that internal control is effective
“except for” the material weakness noted) or may express an adverse opinion.

E112. Their reading of the SEC Final Rule and the interim attestation stand
ard led them to conclude that it would be appropriate for the auditor to express
either an adverse opinion or a qualified “except-for” opinion about the effective
ness of the company’s internal control over financial reporting depending on
the circumstances.
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E113. Some commenters responded that they thought a qualified opinion
would be appropriate in certain cases, such as an acquisition close to year-end
(too close to be able to assess controls at the acquiree).

E114. After additional consultation with the SEC staff about this issue, the
Board decided to retain the proposed reporting model in the standard. The
primary reason for that decision was the Board’s continued understanding that
the SEC staff would expect only an adverse conclusion from management (not
a qualified conclusion) in the event a material weakness existed as of the date
of management’s report.
E115. The commenters who suggested that a qualified opinion should be
permitted in certain circumstances, such as an acquisition close to year-end,
were essentially describing scope limitations. The standard permits a qualified
opinion, a disclaimer of opinion, or withdrawal from the engagement if there
are restrictions on the scope of the engagement. As it relates specifically to
acquisitions near year-end, this is another case in which the auditor’s model
needs to follow the model that the SEC sets for management. The standard
added a new paragraph to Appendix B permitting the auditor to limit the scope
of his or her work (without referring to a scope limitation in the auditor’s report)
in the same manner that the SEC permits management to limit its assessment.
In other words, if the SEC permits management to exclude an entity acquired
late in the year from a company’s assessment of internal control over financial
reporting, then the auditor could do the same.

Rotating Tests of Controls
E116. The proposed standard directed the auditor to perform tests of controls
on “relevant assertions” rather than on “significant controls.” To comply with
those requirements, the auditor would be required to apply tests to those
controls that are important to presenting each relevant assertion in the finan
cial statements. The proposed standard emphasized controls that affect rele
vant assertions because those are the points at which misstatements could
occur. However, it is neither necessary to test all controls nor to test redundant
controls (unless redundancy is itself a control objective, as in the case of certain
computer controls). Thus, the proposed standard encouraged the auditor to
identify and test controls that addressed the primary areas in which misstate
ments could occur, yet limited the auditor’s work to only the necessary controls.
E117. Expressing the extent of testing in this manner also simplified other
issues involving extent of testing decisions from year to year (the so-called
“rotating tests of controls” issue). The proposed standard stated that the auditor
should vary testing from year to year, both to introduce unpredictability into
the testing and to respond to changes at the company. However, the proposed
standard maintained that each year’s audit must stand on its own. Therefore,
the auditor must obtain evidence of the effectiveness of controls over all relevant
assertions related to all significant accounts and disclosures every year.
E118. Auditors and investors expressed support for these provisions as de
scribed in the proposed standard. In fact, some commenters compared the
notion of rotating tests of control in an audit of internal control over financial
reporting to an auditor testing accounts receivable only once every few years
in a financial statement audit. Permitting so-called rotation of testing would
compromise the auditor’s ability to obtain reasonable assurance that his or her
opinion was correct.
E119. Others, especially issuers concerned with limiting costs, strongly advo
cated some form of rotating tests of controls. Some commenters suggested that
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the auditor should have broad latitude to perform some cursory procedures to
determine whether any changes had occurred in controls and, if not, to curtail
any further testing in that area. Some suggested that testing as described in
the proposed standard should be required in the first year of the audit (the
“baseline” year) and that in subsequent years the auditor should be able to
reduce the required testing. Others suggested progressively less aggressive
strategies for reducing the amount of work the auditor should be required to
perform. In fact, several commenters (primarily internal auditors) described
“baselining” controls as an important strategy to retain. They argued, for
example, that IT application controls, once tested, could be relied upon (without
additional testing) in subsequent years as long as general controls over program
changes and access controls were effective and continued to be tested.
E120. The Board concluded that each year’s audit must stand on its own.
Cumulative audit knowledge is not to be ignored; some natural efficiencies will
emerge as the auditor repeats the audit process. For example, the auditor will
frequently spend less time to obtain the requisite understanding of the com
pany’s internal control over financial reporting in subsequent years compared
with the time necessary in the first year’s audit of internal control over financial
reporting. Also, to the extent that the auditor has previous knowledge of control
weaknesses, his or her audit strategy should, of course, reflect that knowledge.
For example, a pattern of mistakes in prior periods is usually a good indicator
of the areas in which misstatements are likely to occur. However, the absence
of fraud in prior periods is not a reasonable indicator of the likelihood of
misstatement due to fraud.

E121. However, the auditor needs to test controls every year, regardless of
whether controls have obviously changed. Even if nothing else changed about
the company—no changes in the business model, employees, organization,
etc.—controls that were effective last year may not be effective this year due to
error, complacency, distraction, and other human conditions that result in the
inherent limitations in internal control over financial reporting.
E122. What several commenters referred to as “baselining” (especially as it
relates to IT controls) is more commonly referred to by auditors as “benchmark
ing.” This type of testing strategy for application controls is not precluded by
the standard. However, the Board believes that providing a description of this
approach is beyond the scope of this standard. For these reasons, the standard
does not address it.

Mandatory Integration With the Audit of the Financial Statements
E123. Section 404(b) of the Act provides that the auditor’s attestation of
management’s assessment of internal control shall not be the subject of a
separate engagement. Because the objectives of and work involved in perform
ing both an attestation of management’s assessment of internal control over
financial reporting and an audit of the financial statements are closely inter
related, the proposed auditing standard introduced an integrated audit of
internal control over financial reporting and audit of financial statements.

E124. However, the proposed standard went even further. Because of the
potential significance of the information obtained during the audit of the
financial statements to the auditor’s conclusions about the effectiveness of
internal control over financial reporting, the proposed standard stated that the
auditor could not audit internal control over financial reporting without also
auditing the financial statements. (However, the proposed standard retained
the auditor’s ability to audit only the financial statements, which might be
necessary in the case of certain initial public offerings.)
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E125. Although the Board solicited specific comment on whether the auditor
should be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements, few
commenters focused on the significance of the potentially negative evidence
that would be obtained during the audit of the financial statements or the
implications of this prohibition. Most commenters focused on the wording of
Section 404(b), which indicates that the auditor’s attestation of management’s
assessment of internal control over financial reporting shall not be the subject
of a separate engagement. Based on this information, most commenter's saw
the prohibition in the proposed standard as superfluous and benign.
E126. Several commenters recognized the importance of the potentially nega
tive evidence that might be obtained as part of the audit of the financial
statements and expressed strong support for requiring that an audit of finan
cial statements be performed to audit internal control over financial reporting.

E127. Others recognized the implications of this prohibition and expressed
concern: What if a company wanted or needed an opinion on the effectiveness
of internal control over financial reporting as of an interim date? For the most
part, these commenters (primarily issuers) objected to the implication that an
auditor would have to audit a company’s financial statements as of an interim
date to enable him or her to audit and report on its internal control over
financial reporting as of that same interim date. Other issuers expressed
objections related to their desires to engage one auditor to provide an opinion
on the effectiveness of internal control over financial reporting and another to
audit the financial statements. Others requested clarification about which
guidance would apply when other forms of internal control work were requested
by companies.

E128. The Board concluded that an auditor should perform an audit of inter
nal control over financial reporting only when he or she has also audited
company’s financial statements. The auditor must audit the financial state
ments to have a high level of assurance that his or her conclusion on the
effectiveness of internal control over financial reporting is correct. Inherent in
the reasonable assurance provided by the auditor’s opinion on internal control
over financial reporting is a responsibility for the auditor to plan and perform
his or her work to obtain reasonable assurance that material weaknesses, if
they exist, are detected. As previously discussed, this standard states that the
identification by the auditor of a material misstatement in the financial state
ments that was not initially identified by the company’s internal control over
financial reporting, is a strong indicator of a material weakness. Without
performing a financial statement audit, the auditor would not have reasonable
assurance that he or she had detected all material misstatements. The Board
believes that allowing the auditor to audit internal control over financial
reporting without also auditing the financial statements would not provide the
auditor with a high level of assurance and would mislead investors in terms of
the level of assurance obtained.
E129. In response to other concerns, the Board noted that an auditor can
report on the effectiveness of internal control over financial reporting using
existing AT sec. 501 for purposes other than satisfying the requirements of
Section 404. This standard supersedes AT sec. 501 only as it relates to comply
ing with Section 404 of the Act.
E130. Although reporting under the remaining provisions of AT sec. 501 is
currently permissible, the Board believes reports issued for public companies
under the remaining provisions of AT sec. 501 will be infrequent. In any event,
additional rulemaking might be necessary to prevent confusion that might
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arise from reporting on internal control engagements under two different
standards. For example, explanatory language could be added to reports issued
under AT sec. 501 to clarify that an audit of financial statements was not
performed in conjunction with the attestation on internal control over financial
reporting and that such a report is not the report resulting from an audit of
internal control over financial reporting performed in conjunction with an audit
of the financial statements under this standard. This report modification would
alert report readers, particularly if such a report were to appear in an SEC
filing or otherwise be made publicly available, that the assurance obtained by
the auditor in that engagement is different from the assurance that would have
been obtained by the auditor for Section 404 purposes. Another example of the
type of change that might be necessary in separate rulemaking to AT sec. 501
would be to supplement the performance directions to be comparable to those
in this standard. Auditors should remain alert for additional rulemaking by
the Board that affects AT sec. 501.

AU §320.221

517

Auditor's Consideration of Internal Audit Function

AU Section 322

The Auditor's Consideration of the
Internal Audit Function in an Audit of
Financial Statements
(Supersedes SAS No. 9)
Source: SAS No. 65; PCAOB Release No. 2004-008.
Effective for audits of financial statements for periods ending after December 15,

1991, unless otherwise indicated.

.01 The auditor considers many factors in determining the nature, tim
ing, and extent of auditing procedures to be performed in an audit of an entity’s
financial statements. One of the factors is the existence of an internal audit
function.1 This section provides the auditor with guidance on considering the
work of internal auditors and on using internal auditors to provide direct
assistance to the auditor in an audit performed in accordance with generally
accepted auditing standards.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
108—126 of PCAOB Auditing Standard No. 2 for discussion on using
the work of others to alter the nature, timing, and extent of the work
that otherwise would have been performed to test controls.
[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]

Roles of the Auditor and the Internal Auditors
.02 One of the auditor’s responsibilities in an audit conducted in accord
ance with generally accepted auditing standards is to obtain sufficient compe
tent evidential matter to provide a reasonable basis for the opinion on the
entity’s financial statements. In fulfilling this responsibility, the auditor main
tains independence from the entity.1
2
.03 Internal auditors are responsible for providing analyses, evaluations,
assurances, recommendations, and other information to the entity’s manage
ment and board of directors or to others with equivalent authority and respon
sibility. To fulfill this responsibility, internal auditors maintain objectivity
with respect to the activity being audited.
1 An internal audit function may consist of one or more individuals who perform internal
auditing activities within an entity. This section is not applicable to personnel who have the title
internal auditor but who do not perform internal auditing activities as described herein.

2 Although internal auditors are not independent from the entity, The Institute of Internal
Auditors’ Standards for the Professional Practice of Internal Auditing defines internal auditing as an
independent appraisal function and requires internal auditors to be independent of the activities they
audit. This concept of independence is different from the independence the auditor maintains under
the AICPA Code of Professional Conduct.
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Obtaining an Understanding of the Internal
Audit Function
.04 An important responsibility of the internal audit function is to moni
tor the performance of an entity’s controls. When obtaining an understanding
of internal control,3 the auditor should obtain an understanding of the internal
audit function sufficient to identify those internal audit activities that are
relevant to planning the audit. The extent of the procedures necessary to obtain
this understanding will vary, depending on the nature of those activities.
.05 The auditor ordinarily should make inquiries of appropriate manage
ment and internal audit personnel about the internal auditors’—
a.

Organizational status within the entity.

b.

Application of professional standards (see paragraph .11).

c.

Audit plan, including the nature, timing, and extent of audit work.

d.

Access to records and whether there are limitations on the scope of
their activities.

In addition, the auditor might inquire about the internal audit function’s
charter, mission statement, or similar directive from management or the board
of directors. This inquiry will normally provide information about the goals and
objectives established for the internal audit function.
.06 Certain internal audit activities may not be relevant to an audit of the
entity’s financial statements. For example, the internal auditors’ procedures to
evaluate the efficiency of certain management decision-making processes are
ordinarily not relevant to a financial statement audit.
.07 Relevant activities are those that provide evidence about the design
and effectiveness of controls that pertain to the entity’s ability to initiate, record,
process, and report financial data consistent with the assertions embodied in
the financial statements or that provide direct evidence about potential mis
statements of such data. The auditor may find the results of the following
procedures helpful in assessing the relevancy of internal audit activities:
a.

Considering knowledge from prior-year audits

b.

Reviewing how the internal auditors allocate their audit resources
to financial or operating areas in response to their risk-assessment
process

c.

Reading internal audit reports to obtain detailed information about
the scope of internal audit activities

[Revised, April 2002, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 94.]
.08 If, after obtaining an understanding of the internal audit function, the
auditor concludes that the internal auditors’ activities are not relevant to the
financial statement audit, the auditor does not have to give further considera
tion to the internal audit function unless the auditor requests direct assistance
from the internal auditors as described in paragraph .27. Even if some of the
internal auditors’ activities are relevant to the audit, the auditor may conclude
that it would not be efficient to consider further the work of the internal
auditors. If the auditor decides that it would be efficient to consider how the
3 Section 319, Consideration of Internal Control in a Financial Statement Audit, describes the
procedures the auditor follows to obtain an understanding of internal control and indicates that the
internal audit function is part of the entity’s control environment.
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internal auditors’ work might affect the nature, timing, and extent of audit
procedures, the auditor should assess the competence and objectivity of the
internal audit function in light of the intended effect of the internal auditors’
work on the audit.

Assessing the Competence and Objectivity of the
Internal Auditors

Competence of the Internal Auditors
.09 When assessing the internal auditors’ competence, the auditor should
obtain or update information from prior years about such factors as—

•

Educational level and professional experience of internal auditors.

•

Professional certification and continuing education.

•

Audit policies, programs, and procedures.

•

Practices regarding assignment of internal auditors.

•

Supervision and review of internal auditors’ activities.

•

Quality of working-paper documentation, reports, and recommenda
tions.

•

Evaluation of internal auditors’ performance.

Objectivity of the Internal Auditors
.10 When assessing the internal auditors’ objectivity, the auditor should
obtain or update information from prior years about such factors as—

•

•

The organizational status of the internal auditor responsible for the
internal audit function, including—
—

Whether the internal auditor reports to an officer of sufficient
status to ensure broad audit coverage and adequate consideration
of, and action on, the findings and recommendations of the inter
nal auditors.

—

Whether the internal auditor has direct access and reports regu
larly to the board of directors, the audit committee, or the ownermanager.

—

Whether the board of directors, the audit committee, or the
owner-manager oversees employment decisions related to the
internal auditor.

Policies to maintain internal auditors’ objectivity about the areas
audited, including—
—

Policies prohibiting internal auditors from auditing areas where
relatives are employed in important or audit-sensitive positions.

—

Policies prohibiting internal auditors from auditing areas where
they were recently assigned or are scheduled to be assigned on
completion of responsibilities in the internal audit function.

Assessing Competence and Objectivity
.11 In assessing competence and objectivity, the auditor usually considers
information obtained from previous experience with the internal audit func
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tion, from discussions with management personnel, and from a recent external
quality review, if performed, of the internal audit function’s activities. The
auditor may also use professional internal auditing standards4 as criteria in
making the assessment. The auditor also considers the need to test the effec
tiveness of the factors described in paragraphs .09 and .10. The extent of such
testing will vary in light of the intended effect of the internal auditors’ work on
the audit. If the auditor determines that the internal auditors are sufficiently
competent and objective, the auditor should then consider how the internal
auditors’ work may affect the audit.

Effect of the Internal Auditors' Work on the Audit
.12 The internal auditors’ work may affect the nature, timing, and extent
of the audit, including—

•

Procedures the auditor performs when obtaining an understanding of
the entity’s internal control (paragraph .13).

•

Procedures the auditor performs when assessing risk (paragraphs . 14
through .16).

•

Substantive procedures the auditor performs (paragraph .17).

When the work of the internal auditors is expected to affect the audit, the
guidance in paragraphs .18 through .26 should be followed for considering the
extent of the effect, coordinating audit work with internal auditors, and
evaluating and testing the effectiveness of internal auditors’ work.

Understanding of Internal Control
.13 The auditor obtains a sufficient understanding of the design of con
trols relevant to the audit of financial statements to plan the audit and to
determine whether they have been placed in operation. Since a primary
objective of many internal audit functions is to review, assess, and monitor
controls, the procedures performed by the internal auditors in this area may
provide useful information to the auditor. For example, internal auditors may
develop a flowchart of a new computerized sales and receivables system. The
auditor may review the flowchart to obtain information about the design of the
related controls. In addition, the auditor may consider the results of procedures
performed by the internal auditors on related controls to obtain information
about whether the controls have been placed in operation. [Revised, February
1997, to reflect conforming changes necessary due to the issuance of Statement
on Auditing Standards No. 78.]

Risk Assessment
.14 The auditor assesses the risk of material misstatement at both the
financial-statement level and the account-balance or class-of-transaction level.
4 Standards have been developed for the professional practice of internal auditing by The
Institute of Internal Auditors and the General Accounting Office. These standards are meant to (a)
impart an understanding of the role and responsibilities of internal auditing to all levels of manage
ment, boards of directors, public bodies, external auditors, and related professional organizations; (b)
permit measurement of internal auditing performance; and (c) improve the practice of internal
auditing.
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Financial-Statement Level

.15 At the financial-statement level, the auditor makes an overall assess
ment of the risk of material misstatement. When making this assessment, the
auditor should recognize that certain controls may have a pervasive effect on
many financial statement assertions. The control environment and accounting
system often have a pervasive effect on a number of account balances and
transaction classes and therefore can affect many assertions. The auditor’s
assessment of risk at the financial-statement level often affects the overall
audit strategy. The entity’s internal audit function may influence this overall
assessment of risk as well as the auditor’s resulting decisions concerning the
nature, timing, and extent of auditing procedures to be performed. For exam
ple, if the internal auditors’ plan includes relevant audit work at various
locations, the auditor may coordinate work with the internal auditors (see
paragraph .23) and reduce the number of the entity’s locations at which the
auditor would otherwise need to perform auditing procedures.
Account-Balance or Class-of-Transaction Level

.16 At the account-balance or class-of-transaction level, the auditor per
forms procedures to obtain and evaluate evidential matter concerning manage
ment’s assertions. The auditor assesses control risk for each of the relevant
financial statement assertions related to all significant accounts and disclo
sures in the financial statements and performs tests of controls to support
assessments below the maximum. When planning and performing tests of
controls, the auditor may consider the results of procedures planned or per
formed by the internal auditors. For example, the internal auditors’ scope may
include tests of controls for the completeness of accounts payable. The results
of internal auditors’ tests may provide appropriate information about the
effectiveness of controls and change the nature, timing, and extent of testing
the auditor would otherwise need to perform. [As amended, effective for fiscal
years ending on or after November 15,2004, by PCAOB Release No. 2004-008.]

Substantive Procedures
.17 Some procedures performed by the internal auditors may provide
direct evidence about material misstatements in assertions about specific
account balances or classes of transactions. For example, the internal auditors,
as part of their work, may confirm certain accounts receivable and observe
certain physical inventories. The results of these procedures can provide
evidence the auditor may consider in restricting detection risk for the related
assertions. Consequently, the auditor may be able to change the timing of the
confirmation procedures, the number of accounts receivable to be confirmed, or
the number of locations of physical inventories to be observed.

Extent of the Effect of the Internal Auditors' Work
.18 Even though the internal auditors’ work may affect the auditor’s
procedures, the auditor should perform procedures to obtain sufficient, compe
tent, evidential matter to support the auditor’s report. Evidence obtained
through the auditor’s direct personal knowledge, including physical examina
tion, observation, computation, and inspection, is generally more persuasive
than information obtained indirectly.5
5 See section 326, Evidential Matter, paragraph .19c.
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.19 The responsibility to report on the financial statements rests solely
with the auditor. Unlike the situation in which the auditor uses the work of
other independent auditors,6 this responsibility cannot be shared with the
internal auditors. Because the auditor has the ultimate responsibility to ex
press an opinion on the financial statements, judgments about assessments of
inherent and control risks, the materiality of misstatements, the sufficiency of
tests performed, the evaluation of significant accounting estimates, and other
matters affecting the auditor’s report should always be those of the auditor.
.20 In making judgments about the extent of the effect of the internal
auditors’ work on the auditor’s procedures, the auditor considers—
a.

The materiality of financial statement amounts—that is, account
balances or classes of transactions.

b.

The risk (consisting of inherent risk and control risk) of material
misstatement of the assertions related to these financial statement
amounts.

c.

The degree of subjectivity involved in the evaluation of the audit
evidence gathered in support of the assertions.7

As the materiality of the financial statement amounts increases and either the
risk of material misstatement or the degree of subjectivity increases, the need
for the auditor to perform his or her own tests of the assertions increases. As
these factors decrease, the need for the auditor to perform his or her own tests
of the assertions decreases.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
112-116 of PCAOB Auditing Standard No. 2 regarding evaluating the
nature of controls subjected to the work of others.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]

.21 For assertions related to material financial statement amounts where
the risk of material misstatement or the degree of subjectivity involved in the
evaluation of the audit evidence is high, the auditor should perform sufficient
procedures to fulfill the responsibilities described in paragraphs .18 and .19. In
determining these procedures, the auditor gives consideration to the results of
work (either tests of controls or substantive tests) performed by internal
auditors on those particular assertions. However, for such assertions, the
consideration of internal auditors’ work cannot alone reduce audit risk to an
acceptable level to eliminate the necessity to perform tests of those assertions
directly by the auditor. Assertions about the valuation of assets and liabilities
involving significant accounting estimates, and about the existence and disclo
sure of related-party transactions, contingencies, uncertainties, and sub
sequent events, are examples of assertions that might have a high risk of
material misstatement or involve a high degree of subjectivity in the evalu
ation of audit evidence.
.22 On the other hand, for certain assertions related to less material
financial statement amounts where the risk of material misstatement or the
degree of subjectivity involved in the evaluation of the audit evidence is low,
6 See section 543, Part ofAudit Performed by Other Independent Auditors.
7 For some assertions, such as existence and occurrence, the evaluation of audit evidence is
generally objective. More subjective evaluation of the audit evidence is often required for other
assertions, such as the valuation and disclosure assertions.

AU §322.19

523

Auditor's Consideration of Internal Audit Function

the auditor may decide, after considering the circumstances and the results of
work (either tests of controls or substantive tests) performed by internal
auditors on those particular assertions, that audit risk has been reduced to an
acceptable level and that testing of the assertions directly by the auditor may
not be necessary. Assertions about the existence of cash, prepaid assets, and
fixed-asset additions are examples of assertions that might have a low risk of
material misstatement or involve a low degree of subjectivity in the evaluation
of audit evidence.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraph 122
of PCAOB Auditing Standard No. 2 regarding assessing the interre
lationship of the nature of the controls and the competence and
objectivity of those who performed the work.
[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]

Coordination of the Audit Work With Internal Auditors
.23 If the work of the internal auditors is expected to have an effect on the
auditor’s procedures, it may be efficient for the auditor and the internal
auditors to coordinate their work by—

•

Holding periodic meetings.

•

Scheduling audit work.

•

Providing access to internal auditors’ working papers.

•

Reviewing audit reports.

•

Discussing possible accounting and auditing issues.

Evaluating and Testing the Effectiveness of Internal
Auditors' Work
.24 The auditor should perform procedures to evaluate the quality and
effectiveness of the internal auditors’ work, as described in paragraphs .12
through .17, that significantly affects the nature, timing, and extent of the
auditor’s procedures. The nature and extent of the procedures the auditor
should perform when making this evaluation are a matter ofjudgment depend
ing on the extent of the effect of the internal auditors’ work on the auditor’s
procedures for significant account balances or classes of transactions.
.25 In developing the evaluation procedures, the auditor should consider
such factors as whether the internal auditors’—

•

Scope of work is appropriate to meet the objectives.

•

Audit programs are adequate.

•

Working papers adequately document work performed, including evi
dence of supervision and review.

• - Conclusions are appropriate in the circumstances.
•

Reports are consistent with the results of the work performed.

.26 In making the evaluation, the auditor should test some of the internal
auditors’ work related to the significant financial statement assertions. These
tests may be accomplished by either (a) examining some of the controls,
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transactions, or balances that the internal auditors examined or (b) examining
similar controls, transactions, or balances not actually examined by the inter
nal auditors. In reaching conclusions about the internal auditors’ work, the
auditor should compare the results of his or her tests with the results of the
internal auditors’ work. The extent of this testing will depend on the circum
stances and should be sufficient to enable the auditor to make an evaluation of
the overall quality and effectiveness of the internal audit work being consid
ered by the auditor.

Using Internal Auditors to Provide Direct Assistance to
the Auditor
.27 In performing the audit, the auditor may request direct assistance
from the internal auditors. This direct assistance relates to work the auditor
specifically requests the internal auditors to perform to complete some aspect
of the auditor’s work. For example, internal auditors may assist the auditor in
obtaining an understanding of internal control or in performing tests of con
trols or substantive tests, consistent with the guidance about the auditor’s
responsibility in paragraphs .18 through .22. When direct assistance is pro
vided, the auditor should assess the internal auditors’ competence and objec
tivity (see paragraphs .09 through .11) and supervise,8 review, evaluate, and
test the work performed by internal auditors to the extent appropriate in the
circumstances. The auditor should inform the internal auditors of their respon
sibilities, the objectives of the procedures they are to perform, and matters that
may affect the nature, timing, and extent of audit procedures, such as possible
accounting and auditing issues. The auditor should also inform the internal
auditors that all significant accounting and auditing issues identified during
the audit should be brought to the auditor’s attention.

Effective Date
.28 This section is effective for audits of financial statements for periods
ending after December 15, 1991. Early application of the provisions of this
section is permissible.

See section 311, Planning and Supervision, paragraphs .11 through .14, for the type of supervi
8
sory procedures to apply.
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Appendix

The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements
.29
Obtain an understanding of the internal audit function (paras. .04-.08)

• Gather information about its activities (para. .05)
• Consider relevance of internal audit activities to the
audit of financial statements (paras. .06-.08)

No

Are
internal audit
activities relevant to

the audit?

Yes

No

Is it efficient to
consider the work of
internal auditors?
Yes

Assess the competence and objectivity of the internal auditors (paras. .09-.11)

Are internal

No

auditors compentent

and objective?
Yes
Consider the effect of the internal auditors' work on the audit (paras. . 12-.17)

• Understanding of internal control (para. .13)
• Risk assessment (paras. .14-.16)
• Substantive procedures (para. .17)

Consider the extent of the effect of the internal auditors' work (paras. . 18—.22)

Coordinate audit work with internal auditors (para. .23)

Evaluate and lest the effectiveness of internal auditors' work (paras. .24-.26)

Does the

auditor plan to

No

request direct assis
tance from internal
auditors?
Yes

Apply the procedures outlined in "Using Internal Auditors to
Provide Direct Assistance to the Auditor" (para. .27)

End
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AU Section 324

Service Organizations
(Supersedes SAS No. 44)

Sources: SAS No. 70; SAS No. 78; SAS No. 88; SAS No. 98; PCAOB Release No.
2004-008.

See section 9324 for interpretations of this section.
Effective for service auditors' reports dated after March 31, 1993, unless otherwise
indicated.

Introduction and Applicability
.01 This section provides guidance on the factors an independent auditor
should consider when auditing the financial statements of an entity that uses
a service organization to process certain transactions. This section also pro
vides guidance for independent auditors who issue reports on the processing of
transactions by a service organization for use by other auditors.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
B18—B29 of Appendix B, “Additional Performance Requirements and
Directions Extent-of-Testing Examples,” in PCAOB Auditing Stand
ard No. 2 regarding the use of service organizations.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
.02 For purposes of this section, the following definitions apply:

•

User organization—The entity that has engaged a service organization
and whose financial statements are being audited

•

User auditor—The auditor who reports on the financial statements of
the user organization

•

Service organization—The entity (or segment of an entity) that pro
vides services to a user organization that are part of the user organi
zation’s information system

•

Service auditor—The auditor who reports on controls of a service
organization that may be relevant to a user organization’s internal
control as it relates to an audit of financial statements

•

Report on controls placed in operation—A service auditor’s report on
a service organization’s description of its controls that may be relevant
to a user organization’s internal control as it relates to an audit of
financial statements, on whether such controls were suitably designed
to achieve specified control objectives, and on whether they had been
placed in operation as of a specific date

Title amended, effective December 1999, by Statement on Auditing Standards No. 88.
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•

Report on controls placed in operation and tests of operating effective
ness—A service auditor’s report on a service organization’s description
of its controls that may be relevant to a user organization’s internal
control as it relates to an audit of financial statements,1 on whether
such controls were suitably designed to achieve specified control
objectives, on whether they had been placed in operation as of a specific
date, and on whether the controls that were tested were operating with
sufficient effectiveness to provide reasonable, but not absolute, assur
ance that the related control objectives were achieved during the
period specified.

[Revised, April 2002, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 94.]

.03 The guidance in this section is applicable to the audit of the financial
statements of an entity that obtains services from another organization that
are part of its information system. A service organization’s services are part of
an entity’s information system if they affect any of the following:
•

The classes of transactions in the entity’s operations that are signifi
cant to the entity’s financial statements

•

The procedures, both automated and manual, by which the entity’s
transactions are initiated, recorded, processed, and reported from
their occurrence to their inclusion in the financial statements

•

The related accounting records, whether electronic or manual, sup
porting information, and specific accounts in the entity’s financial
statements involved in initiating, recording, processing and reporting
the entity’s transactions

•

How the entity’s information system captures other events and condi
tions that are significant to the financial statements

•

The financial reporting process used to prepare the entity’s financial
statements, including significant accounting estimates and disclo
sures

Service organizations that provide such services include, for example, bank
trust departments that invest and service assets for employee benefit plans or
for others, mortgage bankers that service mortgages for others, and application
service providers that provide packaged software applications and a technology
environment that enables customers to process financial and operational
transactions. The guidance in this section may also be relevant to situations in
which an organization develops, provides, and maintains the software used by
client organizations. The provisions of this section are not intended to apply to
situations in which the services provided are limited to executing client organi
zation transactions that are specifically authorized by the client, such as the
processing of checking account transactions by a bank or the execution of
securities transactions by a broker. This section also is not intended to apply
to the audit of transactions arising from financial interests in partnerships,
corporations, and joint ventures, such as working interests in oil and gas
ventures, when proprietary interests are accounted for and reported to interest
1 In this section, a service organization’s controls that may be relevant to a user organization’s
internal control as it relates to an audit of financial statements will be referred to as a service
organization’s controls.
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holders. [As amended, effective December 1999, by Statement on Auditing
Standards No. 88. Revised, April 2002, to reflect conforming changes necessary
due to the issuance of Statement on Auditing Standards No. 94.]
.04 This section is organized into the following sections:

a.

The user auditor’s consideration of the effect of the service organiza
tion on the user organization’s internal control and the availability
of evidence to—

•

Obtain the necessary understanding of the user organization’s
internal control to plan the audit

•

Assess control risk at the user organization

•

Perform substantive procedures

b.

Considerations in using a service auditor’s report

c.

Responsibilities of service auditors

The User Auditor's Consideration of the Effect of the
Service Organization on the User Organization's
Internal Control and the Availability of Audit Evidence
.05 The user auditor should consider the discussion in paragraphs .06
through .21 when planning and performing the audit of an entity that uses a
service organization to process its transactions.

The Effect of Use of a Service Organization on a User
Organization's Internal Control
.06 When a user organization uses a service organization, transactions
that affect the user organization’s financial statements are subjected to con
trols that are, at least in part, physically and operationally separate from the
user organization. The significance of the controls of the service organization
to those of the user organization depends on the nature of the services provided
by the service organization, primarily the nature and materiality of the trans
actions it processes for the user organization and the degree of interaction
between its activities and those of the user organization. To illustrate how the
degree of interaction affects user organization controls, when the user organi
zation initiates transactions and the service organization executes and does
the accounting processing of those transactions, there is a high degree of
interaction between the activities at the user organization and those at the
service organization. In these circumstances, it may be practicable for the user
organization to implement effective controls for those transactions. However,
when the service organization initiates, executes, and does the accounting
processing of the user organization’s transactions, there is a lower degree of
interaction and it may not be practicable for the user organization to imple
ment effective controls for those transactions. [As amended, effective Decem
ber 1999, by Statement on Auditing Standards No. 88.]

Planning the Audit
.07 Section 319, Consideration of Internal Control in a Financial State
ment Audit, states that an auditor should obtain an understanding of each of
the five components of the entity’s internal control sufficient to plan the audit.
This understanding may encompass controls placed in operation by the entity
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and by service organizations whose services are part of the entity’s information
system. In planning the audit, such knowledge should be used to—
•

Identify types of potential misstatements.

•

Consider factors that affect the risk of material misstatement.

•

Design tests of controls, when applicable. Paragraphs 65 through 69
of SAS No. 55 discuss factors the auditor considers in determining
whether to perform tests of controls

•

Design substantive tests.

[As amended, effective for service auditor’s reports covering descriptions as of
or after January 1, 1997, by Statement on Auditing Standards No. 78. As
amended, effective December 1999, by Statement on Auditing Standards No.
88. Revised, May 2001, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 94.]
[.08] [Paragraph deleted by the issuance of Statement on Auditing Stand
ards No. 88, December 1999.]

.09 Information about the nature of the services provided by a service
organization that are part of the user organization’s information system and
the service organization’s controls over those services may be available from a
wide variety of sources, such as user manuals, system overviews, technical
manuals, the contract between the user organization and the service organiza
tion, and reports by service auditors, internal auditors, or regulatory authori
ties on the service organization’s controls. If the services and the service
organization’s controls over those services are highly standardized, informa
tion obtained through the user auditor’s prior experience with the service
organization may be helpful in planning the audit. [As amended, effective
December 1999, by Statement on Auditing Standards No. 88.]
.10 After considering the available information, the user auditor may
conclude that he or she has the means to obtain a sufficient understanding of
internal control to plan the audit. If the user auditor concludes that informa
tion is not available to obtain a sufficient understanding to plan the audit, he
or she may consider contacting the service organization, through the user
organization, to obtain specific information or request that a service auditor be
engaged to perform procedures that will supply the necessary information, or
the user auditor may visit the service organization and perform such proce
dures. If the user auditor is unable to obtain sufficient evidence to achieve his
or her audit objectives, the user auditor should qualify his or her opinion or
disclaim an opinion on the financial statements because of a scope limitation.
[As amended, effective December 1999, by Statement on Auditing Standards
No. 88.]

Assessing Control Risk at the User Organization
.11 The user auditor uses his or her understanding of the internal control
to assess control risk for the assertions embodied in the account balances and
classes of transactions, including those that are affected by the activities of the
service organization. In doing so, the user auditor may identify certain user
organization controls that, if effective, would permit the user auditor to assess
control risk below the maximum for particular assertions. Such controls may
be applied at either the user organization or the service organization. The user
auditor may conclude that it would be efficient to obtain evidential matter
about the operating effectiveness of controls to provide a basis for assessing
control risk below the maximum. [Revised, April 2002, to reflect conforming
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changes necessary due to the issuance of Statement on Auditing Standards No.
94.]
.12 A service auditor’s report on controls placed in operation at the service
organization should be helpful in providing a sufficient understanding to plan
the audit of the user organization. Such a report, however, is not intended to
provide any evidence of the operating effectiveness of the relevant controls that
would allow the user auditor to reduce the assessed level of control risk below
the maximum. Such evidential matter should be derived from one or more of
the following:

a.

Tests of the user organization’s controls over the activities of the
service organization (for example, the user auditor may test the user
organization’s independent reperformance of selected items proc
essed by a service organization or test the user organization’s recon
ciliation of output reports with source documents)

b.

A service auditor’s report on controls placed in operation and tests of
operating effectiveness, or a report on the application of agreed-upon
procedures that describes relevant tests of controls

c.

Appropriate tests of controls performed by the user auditor at the
service organization

.13 The user organization may establish effective controls over the service
organization’s activities that may be tested and that may enable the user
auditor to reduce the assessed level of control risk below the maximum for
some or all of the related assertions. If a user organization, for example, uses
a service organization to process its payroll transactions, the user organization
may establish controls over the submission and receipt of payroll information
that could prevent or detect material misstatements. The user organization
might reperform the service organization’s payroll calculations on a test basis.
In this situation, the user auditor may perform tests of the user organization’s
controls over payroll processing that would provide a basis for assessing control
risk below the maximum for the assertions related to payroll transactions.
Alternatively, the user auditor may decide to assess control risk at the maxi
mum level because he or she believes controls are unlikely to pertain to an
assertion, are unlikely to be effective, or because he or she believes obtaining
evidence about the operating effectiveness of the service organization’s con
trols, such as those over changes in payroll programs, would not be efficient.
[Revised, April 2002, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 94.]
.14 The user auditor may find that controls relevant to assessing control
risk below the maximum for particular assertions are applied only at the
service organization. If the user auditor plans to assess control risk below the
maximum for those assertions, he or she should evaluate the operating effec
tiveness of those controls by obtaining a service auditor’s report that describes
the results of the service auditor’s tests of those controls (that is, a report on
controls placed in operation and tests of operating effectiveness, or an agreedupon procedures report)2 or by performing tests of controls at the service
organization. If the user auditor decides to use a service auditor’s report, the
user auditor should consider the extent of the evidence provided by the report
2 See AT section 201, Agreed-Upon Procedures Engagements, for guidance on performing and
reporting on agreed-upon procedures engagements. [Footnote added, April 2002, to reflect conforming
changes necessary due to the issuance of Statement on Standards for Attestation Engagements No.
10.]
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about the effectiveness of controls intended to prevent or detect material
misstatements in the particular assertions. The user auditor remains respon
sible for evaluating the evidence presented by the service auditor and for
determining its effect on the assessment of control risk at the user organiza
tion.
.15 The user auditor’s assessments of control risk regarding assertions
about account balances or classes of transactions are based on the combined
evidence provided by the service auditor’s report and the user auditor’s own
procedures. In making these assessments, the user auditor should consider the
nature, source, and interrelationships among the evidence, as well as the
period covered by the tests of controls. The user auditor uses the assessed
levels of control risk, as well as his or her understanding of internal control, in
determining the nature, timing, and extent of substantive tests for particular
assertions.
.16 The guidance in section 319.90 through .99, regarding the auditor’s
consideration of the sufficiency of evidential matter to support a specific
assessed level of control risk is applicable to user auditors considering eviden
tial matter provided by a service auditor’s report on controls placed in opera
tion and tests of operating effectiveness. Because the report may be intended
to satisfy the needs of several different user auditors, a user auditor should
determine whether the specific tests of controls and results in the service
auditor’s report are relevant to assertions that are significant in the user
organization’s financial statements. For those tests of controls and results that
are relevant, a user auditor should consider whether the nature, timing, and
extent of such tests of controls and results provide appropriate evidence about
the effectiveness of the controls to support the user auditor’s assessed level of
control risk. In evaluating these factors, user auditors should also keep in mind
that, for certain assumptions, the shorter the period covered by a specific test
and the longer the time elapsed since the performance of the test, the less
support for control risk reduction the test may provide. [Revised, May 2001, to
reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 94.]

Audit Evidence From Substantive Audit Procedures Performed
by Service Auditors
.17 Service auditors may be engaged to perform procedures that are
substantive in nature for the benefit of user auditors. Such engagements may
involve the performance, by the service auditor, of procedures agreed upon by
the user organization and its auditor and by the service organization and its
auditor. In addition, there may be requirements imposed by governmental
authorities or through contractual arrangements whereby service auditors
perform designated procedures that are substantive in nature. The results of
the application of the required procedures to balances and transactions proc
essed by the service organization may be used by user auditors as part of the
evidence necessary to support their opinions.

Considerations in Using a Service Auditor's Report
.18 In considering whether the service auditor’s report is satisfactory for
his or her purposes, the user auditor should make inquiries concerning the
service auditor’s professional reputation. Appropriate sources of information
concerning the professional reputation of the service auditor are discussed in
section 543, Part of Audit Performed by Other Independent Auditors, para
graph .10a.
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.19 In considering whether the service auditor’s report is sufficient to
meet his or her objectives, the user auditor should give consideration to the
guidance in section 543.12. If the user auditor believes that the service audi
tor’s report may not be sufficient to meet his or her objectives, the user auditor
may supplement his or her understanding of the service auditor’s procedures
and conclusions by discussing with the service auditor the scope and results of
the service auditor’s work. Also, if the user auditor believes it is necessary, he
or she may contact the service organization, through the user organization, to
request that the service auditor perform agreed-upon procedures at the service
organization, or the user auditor may perform such procedures.
.20 When assessing a service organization’s controls and how they inter
act with a user organization’s controls, the user auditor may become aware of
the existence of significant deficiencies. In such circumstances, the user audi
tor should consider the guidance provided in section 325, Communications
About Control Deficiencies in An Audit of Financial Statements. [As amended,
effective for fiscal years ending on or after November 15, 2004, by PCAOB
Release No. 2004-008.]
.21 The user auditor should not make reference to the report of the service
auditor as a basis, in part, for his or her own opinion on the user organization’s
financial statements. The service auditor’s report is used in the audit, but the
service auditor is not responsible for examining any portion of the financial
statements as of any specific date or for any specified period. Thus, there
cannot be a division of responsibility for the audit of the financial statements.

Responsibilities of Service Auditors
.22 The service auditor is responsible for the representations in his or her
report and for exercising due care in the application of procedures that support
those representations. Although a service auditor’s engagement differs from an
audit of financial statements conducted in accordance with generally accepted
auditing standards, it should be performed in accordance with the general
standards and with the relevant fieldwork and reporting standards. Although
the service auditor should be independent from the service organization, it is
not necessary for the service auditor to be independent from each user organi
zation.

.23 As a result of procedures performed at the service organization, the
service auditor may become aware of illegal acts, fraud, or uncorrected errors
attributable to the service organization’s management or employees that may
affect one or more user organizations. The terms errors, fraud, and illegal acts
are discussed in section 312, Audit Risk and Materiality in Conducting an
Audit, and section 317, Illegal Acts by Clients; the discussions therein are
relevant to this section. When the service auditor becomes aware of such
matters, he or she should determine from the appropriate level of management
of the service organization whether this information has been communicated
appropriately to affected user organizations, unless those matters are clearly
inconsequential. If the management of the service organization has not com
municated the information to affected user organizations and is unwilling to
do so, the service auditor should inform the service organization’s audit com
mittee or others with equivalent authority or responsibility. If the audit
committee does not respond appropriately to the service auditor’s communica
tion, the service auditor should consider whether to resign from the engage
ment. The service auditor may wish to consult with his or her attorney in
making this decision.
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.24 The type of engagement to be performed and the related report to be
prepared should be established by the service organization. However, when
circumstances permit, discussions between the service organization and the
user organizations are advisable to determine the type of report that will be
most suitable for the user organizations’ needs. This section provides guidance
on the two types of reports that may be issued:
a.

Reports on controls placed in operation—A service auditor’s report
on a service organization’s description of the controls that may be
relevant to a user organization’s internal control as it relates to an
audit of financial statements, on whether such controls were suitably
designed to achieve specified control objectives, and on whether they
had been placed in operation as of a specific date. Such reports may
be useful in providing a user auditor with an understanding of the
controls necessary to plan the audit and to design effective tests of
controls and substantive tests at the user organization, but they are
not intended to provide the user auditor with a basis for reducing his
or her assessments of control risk below the maximum.

b.

Reports on controls placed in operation and tests of operating effec
tiveness—A service auditor’s report on a service organization’s de
scription of the controls that may be relevant to a user organization’s
internal control as it relates to an audit of financial statements, on
whether such controls were suitably designed to achieve specified
control objectives, on whether they had been placed in operation as
of a specific date, and on whether the controls that were tested were
operating with sufficient effectiveness to provide reasonable, but not
absolute, assurance that the related control objectives were achieved
during the period specified. Such reports may be useful in providing
the user auditor with an understanding of the controls necessary to
plan the audit and may also provide the user auditor with a basis for
reducing his or her assessments of control risk below the maximum.

Reports on Controls Placed in Operation
.25 The information necessary for a report on controls placed in operation
ordinarily is obtained through discussions with appropriate service organiza
tion personnel and through reference to various forms of documentation, such
as system flowcharts and narratives.
.26 After obtaining a description of the relevant controls, the service
auditor should determine whether the description provides sufficient informa
tion for user auditors to obtain an understanding of those aspects of the service
organization’s controls that may be relevant to a user organization’s internal
control. The description should contain a discussion of the features of the
service organization’s controls that would have an effect on a user organiza
tion’s internal control. Such features are relevant when they directly affect the
service provided to the user organization. They may include controls within the
control environment, risk assessment, control activities, information and com
munication, and monitoring components of internal control. The control envi
ronment may include hiring practices and key areas of authority and
responsibility. Risk assessment may include the identification of risks associ
ated with processing specific transactions. Control activities may include
policies and procedures over the modification of computer programs and are
ordinarily designed to meet specific control objectives. The specific control
objectives of the service organization should be set forth in the service organi
zation’s description of controls. Information and communication may include
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ways in which user transactions are initiated and processed. Monitoring may
include the involvement of internal auditors. [As amended, effective for service
auditor’s reports covering descriptions as of or after January 1, 1997, by
Statement on Auditing Standards No. 78.]

.27 Evidence of whether controls have been placed in operation is ordinar
ily obtained through previous experience with the service organization and
through procedures such as inquiry of appropriate management, supervisory,
and staff personnel; inspection of service organization documents and records;
and observation of service organization activities and operations. For the type
of report described in paragraph .24a, these procedures need not be supple
mented by tests of the operating effectiveness of the service organization’s
controls.
.28 Although a service auditor’s report on controls placed in operation is
as of a specified date, the service auditor should inquire about changes in the
service organization’s controls that may have occurred before the beginning of
fieldwork. If the service auditor believes that the changes would be considered
significant by user organizations and their auditors, those changes should be
included in the description of the service organization’s controls. If the service
auditor concludes that the changes would be considered significant by user
organization’s and their auditors and the changes are not included in the
description of the service organization’s controls, the service auditor should
describe the changes in his or her report. Such changes might include—

•

Procedural changes made to accommodate provisions of a new FASB
Statement of Financial Accounting Standards.

•

Major changes in an application to permit on-line processing.

•

Procedural changes to eliminate previously identified deficiencies.

Changes that occurred more than twelve months before the date being reported
on normally would not be considered significant, because they generally would
not affect user auditors’ considerations.

.29 A service auditor’s report expressing an opinion on a description of
controls placed in operation at a service organization should contain—
a.

A specific reference to the applications, services, products, or other
aspects of the service organization covered.

b.

A description of the scope and nature of the service auditor’s proce
dures.

c.

Identification of the party specifying the control objectives.

d.

An indication that the purpose of the service auditor’s engagement
was to obtain reasonable assurance about whether (1) the service
organization’s description presents fairly, in all material respects,
the aspects of the service organization’s controls that may be relevant
to a user organization’s internal control as it relates to an audit of
financial statements, (2) the controls were suitably designed to
achieve specified control objectives, and (3) such controls had been
placed in operation as of a specific date.

e.

A disclaimer of opinion on the operating effectiveness of the controls.

f.

The service auditor’s opinion on whether the description presents
fairly, in all material respects, the relevant aspects of the service
organization’s controls that had been placed in operation as of a
specific date and whether, in the service auditor’s opinion, the con
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trols were suitably designed to provide reasonable assurance that
the specified control objectives would be achieved if those controls
were complied with satisfactorily.
g.

A statement of the inherent limitations of the potential effectiveness
of controls at the service organization and of the risk of projecting to
future periods any evaluation of the description.

h.

Identification of the parties for whom the report is intended.

.30 If the service auditor believes that the description is inaccurate or
insufficiently complete for user auditors, the service auditor’s report should so
state and should contain sufficient detail to provide user auditors with an
appropriate understanding.

.31 It may become evident to the service auditor, when considering the
service organization’s description of controls placed in operation, that the
system was designed with the assumption that certain controls would be
implemented by the user organization. If the service auditor is aware of the
need for such complementary user organization controls, these should be
delineated in the description of controls. If the application of controls by user
organizations is necessary to achieve the stated control objectives, the service
auditor’s report should be modified to include the phrase “and user organiza
tions applied the controls contemplated in the design of the Service Organiza
tion’s controls” following the words “complied with satisfactorily” in the scope
and opinion paragraphs.
.32 The service auditor should consider conditions that come to his or her
attention that, in the service auditor’s judgment, represent significant deficien
cies in the design or operation of the service organization’s controls that
preclude the service auditor from obtaining reasonable assurance that speci
fied control objectives would be achieved. The service auditor should also
consider whether any other information, irrespective of specified control objec
tives, has come to his or her attention that causes him or her to conclude (a)
that design deficiencies exist that could adversely affect the ability to initiate,
record, process, or report financial data to user organizations without error,
and (b) that user organizations would not generally be expected to have
controls in place to mitigate such design deficiencies. [Revised, April 2002, to
reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 94.]
.33 The description of controls and control objectives required for these
reports may be prepared by the service organization. If the service auditor
prepares the description of controls and control objectives, the representations
in the description remain the responsibility of the service organization.
.34 For the service auditor to express an opinion on whether the controls
were suitably designed to achieve the specified control objectives, it is neces
sary that—

a.

The service organization identify and appropriately describe such
control objectives and the relevant controls.

b.

The service auditor consider the linkage of the controls to the stated
control objectives.

c.

The service auditor obtain sufficient evidence to reach an opinion.

.35 The control objectives may be designated by the service organization
or by outside parties such as regulatory authorities, a user group, or others.
When the control objectives are not established by outside parties, the service
auditor should be satisfied that the control objectives, as set forth by the service
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organization, are reasonable in the circumstances and consistent with the
service organization’s contractual obligations.
.36 The service auditor’s report should state whether the controls were
suitably designed to achieve the specified control objectives. The report should
not state whether they were suitably designed to achieve objectives beyond the
specifically identified control objectives.
.37 The service auditor’s opinion on whether the controls were suitably
designed to achieve the specified control objectives is not intended to provide
evidence of operating effectiveness or to provide the user auditor with a basis
for concluding that control risk may be assessed below the maximum.
.38 The following is a sample report on controls placed in operation at a
service organization. The report should have, as an attachment, a description
of the service organization’s controls that may be relevant to a user organiza
tion’s internal control as it relates to an audit of financial statements. This
report is illustrative only and should be modified as appropriate to suit the
circumstances of individual engagements.
To XYZ Service Organization:
We have examined the accompanying description of controls related to the___
application of XYZ Service Organization. Our examination included procedures
to obtain reasonable assurance about whether (1) the accompanying description
presents fairly, in all material respects, the aspects of XYZ Service Organiza
tion’s controls that may be relevant to a user organization’s internal control as
it relates to an audit of financial statements, (2) the controls included in the
description were suitably designed to achieve the control objectives specified in
the description, if those controls were complied with satisfactorily,3 and (3)
such controls had been placed in operation as of______. The control objectives
were specified by______. Our examination was performed in accordance with
standards established by the American Institute of Certified Public Account
ants and included those procedures we considered necessary in the circum
stances to obtain a reasonable basis for rendering our opinion.

We did not perform procedures to determine the operating effectiveness of
controls for any period. Accordingly, we express no opinion on the operating
effectiveness of any aspects ofXYZ Service Organization’s controls, individually
or in the aggregate.
In our opinion, the accompanying description of the aforementioned application
presents fairly, in all material respects, the relevant aspects of XYZ Service
Organization’s controls that had been placed in operation as of______. Also, in
our opinion, the controls, as described, are suitably designed to provide reason
able assurance that the specified control objectives would be achieved if the
described controls were complied with satisfactorily.
The description of controls at XYZ Service Organization is as of______and any
projection of such information to the future is subject to the risk that, because
of change, the description may no longer portray the controls in existence. The
potential effectiveness of specific controls at the Service Organization is subject
to inherent limitations and, accordingly, errors or fraud may occur and not be
detected. Furthermore, the projection of any conclusions, based on our findings,
3 If the application of controls by user organizations is necessary to achieve the stated control
objectives, the service auditor’s report should be modified to include the phrase “and user organiza
tions applied the controls contemplated in the design ofXYZ Service Organization’s controls” follow
ing the words “complied with satisfactorily” in the scope and opinion paragraphs. [Footnote
renumbered, April 2002, to reflect conforming changes necessary due to the issuance of Statement on
Standards for Attestation Engagements No. 10.]
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to future periods is subject to the risk that changes may alter the validity of
such conclusions.
This report is intended solely for use by the management of XYZ Service Organi
zation, its customers, and the independent auditors of its customers_____ .

.39 If the service auditor concludes that the description is inaccurate or
insufficiently complete for user auditors, the service auditor should so state in
an explanatory paragraph preceding the opinion paragraph. An example of
such an explanatory paragraph follows:
The accompanying description states that XYZ Service Organization uses
operator identification numbers and passwords to prevent unauthorized access
to the system. Based on inquiries of staff personnel and inspections of activities,
we determined that such procedures are employed in Applications A and B but
are not required to access the system in Applications C and D.

In addition, the first sentence of the opinion paragraph would be modified to
read as follows:
In our opinion, except for the matter referred to in the preceding paragraph,
the accompanying description of the aforementioned application presents
fairly, in all material respects, the relevant aspects of XYZ Service Organiza
tion’s controls that had been placed in operation as of
.

.40 If, after applying the criteria in paragraph .32, the service auditor
concludes that there are significant deficiencies in the design or operation of
the service organization’s controls, the service auditor should report those
conditions in an explanatory paragraph preceding the opinion paragraph. An
example of an explanatory paragraph describing a significant deficiency in the
design or operation of the service organization’s controls follows:
As discussed in the accompanying description, from time to time the Service
Organization makes changes in application programs to correct deficiencies or
to enhance capabilities. The procedures followed in determining whether to
make changes, in designing the changes, and in implementing them do not
include review and approval by authorized individuals who are independent
from those involved in making the changes. There are also no specified require
ments to test such changes or provide test results to an authorized reviewer
prior to implementing the changes.

In addition, the second sentence of the opinion paragraph would be modified to
read as follows:
Also in our opinion, except for the deficiency referred to in the preceding
paragraph, the controls, as described, are suitably designed to provide reason
able assurance that the specified control objectives would be achieved if the
described controls were complied with satisfactorily.

Reports on Controls Placed in Operation and Tests of
Operating Effectiveness
Paragraphs .41 through .56 repeat some of the information contained in para
graphs .25 through .40 to provide readers with a comprehensive, stand-alone
presentation of the relevant considerations for each type of report.
.41 The information necessary for a report on controls placed in operation
and tests of operating effectiveness ordinarily is obtained through discussions
with appropriate service organization personnel, through reference to various
forms of documentation, such as system flowcharts and narratives, and
through the performance of tests of controls. Evidence of whether controls have
been placed in operation is ordinarily obtained through previous experience
with the service organization and through procedures such as inquiry of
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appropriate management, supervisory, and staff personnel; inspection of serv
ice organization documents and records; and observation of service organiza
tion activities and operations. The service auditor applies tests of controls to
determine whether specific controls are operating with sufficient effectiveness
to achieve specified control objectives. Section 350, Audit Sampling, provides
guidance on the application and evaluation of audit sampling in performing
tests of controls.

.42 After obtaining a description of the relevant controls, the service
auditor should determine whether the description provides sufficient informa
tion for user auditors to obtain an understanding of those aspects of the service
organization’s controls that may be relevant to a user organization’s internal
control. The description should contain a discussion of the features of the
service organization’s controls that would have an effect on a user organiza
tion’s internal control. Such features are relevant when they directly affect the
service provided to the user organization. They may include controls within the
control environment, risk assessment, control activities, information and com
munication, and monitoring components of internal control. The control envi
ronment may include hiring practices and key areas of authority and
responsibility. Risk assessment may include the identification of risks associ
ated with processing specific transactions. Control activities may include
policies and procedures over the modification of computer programs and are
ordinarily designed to meet specific control objectives. The specific control
objectives of the service organization should be set forth in the service organi
zation’s description of controls. Information and communication may include
ways in which user transactions are initiated and processed. Monitoring may
include the involvement of internal auditors. [As amended, effective for service
auditor’s reports covering descriptions as of or after January 1, 1997, by
Statement on Auditing Standards No. 78.]
.43 The service auditor should inquire about changes in the service
organization’s controls that may have occurred before the beginning of field
work. If the service auditor believes the changes would be considered signifi
cant by user organizations and their auditors, those changes should be
included in the description of the service organization’s controls. If the service
auditor concludes that the changes would be considered significant by user
organizations and their auditors and the changes are not included in the
description of the service organization’s controls, the service auditor should
describe the changes in his or her report. Such changes might include—
•

Procedural changes made to accommodate provisions of a new FASB
Statement of Financial Accounting Standards.

•

Major changes in an application to permit on-line processing.

•

Procedural changes to eliminate previously identified deficiencies.

Changes that occurred more than twelve months before the date being reported
on normally would not be considered significant, because they generally would
not affect user auditors’ considerations.
.44 A service auditor’s report expressing an opinion on a description of
controls placed in operation at a service organization and tests of operating
effectiveness should contain—

a.

A specific reference to the applications, services, products, or other
aspects of the service organization covered.

b.

A description of the scope and nature of the service auditor’s proce
dures.
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c.

Identification of the party specifying the control objectives.

d.

An indication that the purpose of the service auditor’s engagement
was to obtain reasonable assurance .about whether (1) the service
organization’s description presents fairly, in all material respects,
the aspects of the service organization’s controls that may be relevant
to a user organization’s internal control as it relates to an audit of
financial statements, (2) the controls were suitably designed to
achieve specified control objectives, and (3) such controls had been
placed in operation as of a specific date.

e.

The service auditor’s opinion on whether the description presents
fairly, in all material respects, the relevant aspects of the service
organization’s controls that had been placed in operation as of a
specific date and whether, in the service auditor’s opinion, the con
trols were suitably designed to provide reasonable assurance that
the specified control objectives would be achieved if those controls
were complied with satisfactorily.

f.

A reference to a description of tests of specific service organization
controls designed to obtain evidence about the operating effective
ness of those controls in achieving specified control objectives. The
description should include the controls that were tested, the control
objectives the controls were intended to achieve, the tests applied,
and the results of the tests. The description should include an
indication of the nature, timing, and extent of the tests, as well as
sufficient detail to enable user auditors to determine the effect of
such tests on user auditors’ assessments of control risk. To the extent
that the service auditor identified causative factors for exceptions,
determined the current status of corrective actions, or obtained other
relevant qualitative information about exceptions noted, such infor
mation should be provided.

g.

A statement of the period covered by the service auditor’s report on
the operating effectiveness of the specific controls tested.

h.

The service auditor’s opinion on whether the controls that were
tested were operating with sufficient effectiveness to provide reason
able, but not absolute, assurance that the related control objectives
were achieved during the period specified.

i.

When all of the control objectives listed in the description of controls
placed in operation are not covered by tests of operating effective
ness, a statement that the service auditor does not express an opinion
on control objectives not listed in the description of tests performed
at the service organization.

j.

A statement that the relative effectiveness and significance of spe
cific service organization controls and their effect on assessments of
control risk at user organizations are dependent on their interaction
with the controls and other factors present at individual user organi
zations.

k.

A statement that the service auditor has performed no procedures to
evaluate the effectiveness of controls at individual user organiza
tions.

l.

A statement of the inherent limitations of the potential effectiveness
of controls at the service organization and of the risk of projecting to
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the future any evaluation of the description or any conclusions about
the effectiveness of controls in achieving control objectives.

m.

Identification of the parties for whom the report is intended.

.45 If the service auditor believes that the description is inaccurate or
insufficiently complete for user auditors, the service auditor’s report should so
state and should contain sufficient detail to provide user auditors with an
appropriate understanding.
.46 It may become evident to the service auditor, when considering the
service organization’s description of controls placed in operation, that the
system was designed with the assumption that certain controls would be
implemented by the user organization. If the service auditor is aware of the
need for such complementary user organization controls, these should be
delineated in the description of controls. If the application of controls by user
organizations is necessary to achieve the stated control objectives, the service
auditor’s report should be modified to include the phrase “and user organiza
tions applied the controls contemplated in the design of the Service Organiza
tion’s controls” following the words “complied with satisfactorily” in the scope
and opinion paragraphs. Similarly, if the operating effectiveness of controls at
the service organization is dependent on the application of controls at user
organizations, this should be delineated in the description of tests performed.
.47 The service auditor should consider conditions that come to his or her
attention that, in the service auditor’s judgment, represent significant deficien
cies in the design or operation of the service organization’s controls that
preclude the service auditor from obtaining reasonable assurance that speci
fied control objectives would be achieved. The service auditor should also
consider whether any other information, irrespective of specified control objec
tives, has come to his or her attention that causes him or her to conclude (a)
that design deficiencies exist that could adversely affect the ability to initiate,
record, process, or report financial data to user organizations without error,
and (b) that user organizations would not generally be expected to have
controls in place to mitigate such design deficiencies. [Revised, April 2002, to
reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 94.]
.48 The description of controls and control objectives required for these
reports may be prepared by the service organization. If the service auditor
prepares the description of controls and control objectives, the representations
in the description remain the responsibility of the service organization.
.49 For the service auditor to express an opinion on whether the controls
were suitably designed to achieve the specified control objectives, it is neces
sary that—

a.

The service organization identify and appropriately describe such
control objectives and the relevant controls.

b.

The service auditor consider the linkage of the controls to the stated
control objectives.

c.

The service auditor obtain sufficient evidence to reach an opinion.

.50 The control objectives may be designated by the service organization
or by outside parties such as regulatory authorities, a user group, or others.
When the control objectives are not established by outside parties, the service
auditor should be satisfied that the control objectives, as set forth by the service
organization, are reasonable in the circumstances and consistent with the
service organization’s contractual obligations.
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.51 The service auditor’s report should state whether the controls were
suitably designed to achieve the specified control objectives. The report should
not state whether they were suitably designed to achieve objectives beyond the
specifically identified control objectives.

.52 The service auditor’s opinion on whether the controls were suitably
designed to achieve the specified control objectives is not intended to provide
evidence of operating effectiveness or to provide the user auditor with a basis
for concluding that control risk may be assessed below the maximum. Evidence
that may enable the user auditor to conclude that control risk may be assessed
below the maximum may be obtained from the results of specific tests of
operating effectiveness.
.53 The management of the service organization specifies whether all or
selected applications and control objectives will be covered by the tests of
operating effectiveness. The service auditor determines which controls are, in
his or her judgment, necessary to achieve the control objectives specified by
management. The service auditor then determines the nature, timing, and
extent of the tests of controls needed to evaluate operating effectiveness.
Testing should be applied to controls in effect throughout the period covered by
the report. To be useful to user auditors, the report should ordinarily cover a
minimum reporting period of six months.
.54 The following is a sample report on controls placed in operation at a
service organization and tests of operating effectiveness. It should be assumed
that the report has two attachments: (a) a description of the service organiza
tion’s controls that may be relevant to a user organization’s internal control as
it relates to an audit of financial statements and (b) a description of controls
for which tests of operating effectiveness were performed, the control objectives
the controls were intended to achieve, the tests applied, and the results of those
tests. This report is illustrative only and should be modified as appropriate to
suit the circumstances of individual engagements.
To XYZ Service Organization:
We have examined the accompanying description of controls related to the___
application of XYZ Service Organization. Our examination included procedures
to obtain reasonable assurance about whether (1) the accompanying description
presents fairly, in all material respects, the aspects of XYZ Service Organiza
tion’s controls that may be relevant to a user organization’s internal control as
it relates to an audit of financial statements, (2) the controls included in the
description were suitably designed to achieve the control objectives specified in
the description, if those controls were complied with satisfactorily,4 and (3)
such controls had been placed in operation as of______. The control objectives
were specified by______. Our examination was performed in accordance with
standards established by the American Institute of Certified Public Account
ants and included those procedures we considered necessary in the circum
stances to obtain a reasonable basis for rendering our opinion.

In our opinion, the accompanying description of the aforementioned application
presents fairly, in all material respects, the relevant aspects of XYZ Service
Organization’s controls that had been placed in operation as of______. Also, in
4 If the application of controls by user organizations is necessary to achieve the stated control
objectives, the service auditor’s report should be modified to include the phrase “and user organiza
tions applied the controls contemplated in the design of XYZ Service Organization’s controls” follow
ing the words “complied with satisfactorily” in the scope and opinion paragraphs. [Footnote
renumbered, April 2002, to reflect conforming changes necessary due to the issuance of Statement on
Standards for Attestation Engagements No. 10.]
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our opinion, the controls, as described, are suitably designed to provide reason
able assurance that the specified control objectives would be achieved if the
described controls were complied with satisfactorily.

In addition to the procedures we considered necessary to render our opinion as
expressed in the previous paragraph, we applied tests to specific controls, listed
in Schedule X, to obtain evidence about their effectiveness in meeting the control
objectives, described in Schedule X, during the period from_____ to______ .
The specific controls and the nature, timing, extent, and results of the tests are
listed in Schedule X. This information has been provided to user organizations
of XYZ Service Organization and to their auditors to be taken into considera
tion, along with information about the internal control at user organizations,
when making assessments of control risk for user organizations. In our opinion
the controls that were tested, as described in Schedule X, were operating with
sufficient effectiveness to provide reasonable, but not absolute, assurance that
the control objectives specified in Schedule X were achieved during the period
from_____ to _ _____ . [However, the scope of our engagement did not include
tests to determine whether control objectives not listed in Schedule X were
achieved; accordingly, we express no opinion on the achievement of control
objectives not included in Schedule X.]5
The relative effectiveness and significance of specific controls at XYZ Service
Organization and their effect on assessments of control risk at user organiza
tions are dependent on their interaction with the controls and other factors
present at individual user organizations. We have performed no procedures to
evaluate the effectiveness of controls at individual user organizations.

The description of controls at XYZ Service Organization is as of______, and
information about tests of the operating effectiveness of specific controls covers
the period from_____ to______ . Any projection of such information to the
future is subject to the risk that, because of change, the description may no
longer portray the controls in existence. The potential effectiveness of specific
controls at the Service Organization is subject to inherent limitations and,
accordingly, errors or fraud may occur and not be detected. Furthermore, the
projection of any conclusions, based on our findings, to future periods is subject
to the risk that changes may alter the validity of such conclusions.
This report is intended solely for use by the management of XYZ Service
Organization, its customers, and the independent auditors of its customers.

.55 If the service auditor concludes that the description is inaccurate or
insufficiently complete for user auditors, the service auditor should so state in
an explanatory paragraph preceding the opinion paragraph. An example of
such an explanatory paragraph follows:
The accompanying description states that XYZ Service Organization uses
operator identification numbers and passwords to prevent unauthorized access
to the system. Based on inquiries of staff personnel and inspection of activities,
we determined that such procedures are employed in Applications A and B but
are not required to access the system in Applications C and D.

In addition, the first sentence of the opinion paragraph would be modified to
read as follows:
5 This sentence should be added when all of the control objectives listed in the description of
controls placed in operation are not covered by the tests of operating effectiveness. This sentence
would be omitted when all of the control objectives listed in the description of controls placed in
operation are included in the tests of operating effectiveness. [Footnote renumbered, April 2002, to
reflect conforming changes necessary due to the issuance of Statement on Standards for Attestation
Engagements No. 10.]
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In our opinion, except for the matter referred to in the preceding paragraph,
the accompanying description of the aforementioned application presents
fairly, in all material respects, the relevant aspects of XYZ Service Organiza
tion’s controls that had been placed in operation as of_____ .

.56 If, after applying the criteria in paragraph .47, the service auditor
concludes that there are significant deficiencies in the design or operation of
the service organization’s controls, the service auditor should report those
conditions in an explanatory paragraph preceding the opinion paragraph. An
example of an explanatory paragraph describing a significant deficiency in the
design or operation of the service organization’s controls follows:
As discussed in the accompanying description, from time to time the Service
Organization makes changes in application programs to correct deficiencies or
to enhance capabilities. The procedures followed in determining whether to
make changes, in designing the changes, and in implementing them do not
include review and approval by authorized individuals who are independent
from those involved in making the changes. There are also no specified require
ments to test such changes or provide test results to an authorized reviewer
prior to implementing the changes.

In addition, the second sentence of the opinion paragraph would be modified to
read as follows:
Also in our opinion, except for the deficiency referred to in the preceding
paragraph, the controls, as described, are suitably designed to provide reason
able assurance that the related control objectives would be achieved if the
described controls were complied with satisfactorily.

Responsibilities of Service Organizations and Service Auditors
With Respect to Subsequent Events
.57 Changes in a service organization’s controls that could affect user
organizations’ information systems may occur subsequent to the period cov
ered by the service auditor’s report but before the date of the service auditor’s
report. These occurrences are referred to as subsequent events. A service
auditor should consider information about two types of subsequent events that
come to his or her attention. [Paragraph added, effective for reports issued on
or after January 1, 2003, by Statement on Auditing Standards No. 98.]
.58 The first type consists of events that provide additional information
about conditions that existed during the period covered by the service auditor’s
report. This information should be used by the service auditor in determining
whether controls at the service organization that could affect user organiza
tions’ information systems were placed in operation, suitably designed, and, if
applicable, operating effectively during the period covered by the engagement.
[Paragraph added, effective for reports issued on or after January 1, 2003, by
Statement on Auditing Standards No. 98.]
.59 The second type consists of those events that provide information
about conditions that arose subsequent to the period covered by the service
auditor’s report that are of such a nature and significance that their disclosure
is necessary to prevent users from being misled. This type of information
ordinarily will not affect the service auditor’s report if the information is
adequately disclosed by management in a section of the report containing
“Other Information Provided by the Service Organization.” If this information
is not disclosed by the service organization, the service auditor should disclose
it in a section of the report containing “Other Information Provided by the
Service Auditor” and/or in the service auditor’s report. [Paragraph added,
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effective for reports issued on or after January 1, 2003, by Statement on
Auditing Standards No. 98.]

.60 Although a service auditor has no responsibility to detect subsequent
events, the service auditor should inquire of management as to whether it is
aware of any subsequent events through the date of the service auditor’s report
that would have a significant effect on user organizations. In addition, a service
auditor should obtain a representation from management regarding sub
sequent events. [Paragraph added, effective for reports issued on or after
January 1, 2003, by Statement on Auditing Standards No. 98.]

Written Representations of the Service
Organization's Management
.61 Regardless of the type of report issued, the service auditor should obtain
written representations from the service organization’s management that—

•

Acknowledge management’s responsibility for establishing and main
taining appropriate controls relating to the processing of transactions
for user organizations.

•

Acknowledge the appropriateness of the specified control objectives.

•

State that the description of controls presents fairly, in all material
respects, the aspects of the service organization’s controls that may be
relevant to a user organization’s internal control.

•

State that the controls, as described, had been placed in operation as
of a specific date.

•

State that management believes its controls were suitably designed to
achieve the specified control objectives.

•

State that management has disclosed to the service auditor any
significant changes in controls that have occurred since the service
organization’s last examination.

•

State that management has disclosed to the service auditor any illegal
acts, fraud, or uncorrected errors attributable to the service organiza
tion’s management or employees that may affect one or more user
organizations.

•

State that management has disclosed to the service auditor all design
deficiencies in controls of which it is aware, including those for which
management believes the cost of corrective action may exceed the
benefits.

•

State that management has disclosed to the service auditor any sub
sequent events that would have a significant effect on user organizations.

If the scope of the work includes tests of operating effectiveness, the service
auditor should obtain a written representation from the service organization’s
management stating that management has disclosed to the service auditor all
instances, of which it is aware, when controls have not operated with sufficient
effectiveness to achieve the specified control objectives. [Paragraph renum
bered and amended, effective for reports issued on or after January 1, 2003, by
Statement on Auditing Standards No. 98.]
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Reporting on Substantive Procedures
.62 The service auditor may be requested to apply substantive procedures
to user transactions or assets at the service organization. In such circum
stances, the service auditor may make specific reference in his or her report to
having carried out the designated procedures or may provide a separate report
in accordance with AT section 201, Agreed-Upon Procedures Engagements.
Either form of reporting should include a description of the nature, timing,
extent, and results of the procedures in sufficient detail to be useful to user
auditors in deciding whether to use the results as evidence to support their
opinions. [Revised, January 2001, to reflect conforming changes necessary due
to the issuance of Statement on Standards for Attestation Engagements No.
10. Paragraph renumbered by the issuance of Statement on Auditing Stand
ards No. 98, September 2002.]

Effective Date
.63 This section is effective for service auditors’ reports dated after March
31, 1993. Earlier application of this section is encouraged. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 98, September
2002.]
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AU Section 9324

Service Organizations: Auditing
Interpretations of Section 324
1. Describing Tests of Operating Effectiveness and the Results of Such Tests

.01 Question—Paragraph .44f of section 324, Service Organizations,
specifies the elements that should be included in a description of tests of
operating effectiveness, which is part of a report on controls placed in operation
and tests of operating effectiveness. Section 324.44f states:
“...The description should include the controls that were tested, the control
objectives the controls were intended to achieve, the tests applied and the
results of the tests. The description should include an indication of the nature,
timing, and extent of the tests, as well as sufficient detail to enable user auditors
to determine the effect of such tests on user auditors’ assessments of control
risk. To the extent that the service auditor identified causative factors for
exceptions, determined the current status of corrective actions, or obtained
other relevant qualitative information about exceptions noted, such informa
tion should be provided.”

When a service auditor performs an engagement that includes tests of operat
ing effectiveness, what information and how much detail should be included in
the description of the “tests applied” and the “results of the tests”?
.02 Interpretation—In all cases, for each control objective tested, the
description of tests of operating effectiveness should include all of the elements
listed in section 324.44f, whether or not the service auditor concludes that the
control objective has been achieved. The description should provide sufficient
information to enable user auditors to assess control risk for financial state
ment assertions affected by the service organization. The description need not
be a duplication of the service auditor’s detailed audit program, which in some
cases would make the report too voluminous for user auditors and would
provide more than the required level of detail.
.03 In describing the nature, timing, and extent of the tests applied, the
service auditor also should indicate whether the items tested represent a
sample or all of the items in the population, but need not indicate the size of
the population. In describing the results of the tests, the service auditor should
include exceptions and other information that in the service auditor’s judgment
could be relevant to user auditors. Such exceptions and other information
should be included for each control objective, whether or not the service auditor
concludes that the control objective has been achieved. When exceptions that
could be relevant to user auditors are noted, the description also should include
the following information:

•

The size of the sample, when sampling has been used

•

The number of exceptions noted

•

The nature of the exceptions

If no exceptions or other information that could be relevant to user auditors are
identified by the tests, the service auditor should indicate that finding (for
example, “No relevant exceptions noted”).

[Issue Date: April, 1995.]
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Service Organizations That Use the Services of Other Service
Organizations (Subservice Organizations)

.04 Question—A service organization may use the services of another
service organization, such as a bank trust department that uses an inde
pendent computer processing service organization to perform its data process
ing. In this situation, the bank trust department is a service organization and
the computer processing service organization is considered a subservice or
ganization. How are a user auditor’s and a service auditor’s procedures affected
when a service organization uses a subservice organization?

.05 Interpretation—When a service organization uses a subservice or
ganization, the user auditor should determine whether the processing per
formed by the subservice organization affects assertions in the user
organization’s financial statements and whether those assertions are signifi
cant to the user organization’s financial statements. To plan the audit and
assess control risk, a user auditor may need to consider the controls at both the
service organization and the subservice organization. Paragraphs .06 through
.17 of section 324, Service Organizations, provide guidance to user auditors on
considering the effect of a service organization on a user organization’s internal
control. Although section 324.06-.17 do not specifically refer to subservice
organizations, when a subservice organization provides services to a service
organization, the guidance in these paragraphs should be interpreted to in
clude the subservice organization. For example, in situations where subservice
organizations are used, the interaction between the user organization and the
service organization described in section 324.06 would be expanded to include
the interaction between the user organization, the service organization and the
subservice organization.

.06 Similarly, a service auditor engaged to examine the controls of a
service organization and issue a service auditor’s report may need to consider
functions performed by the subservice organization and the effect of the
subservice organization’s controls on the service organization.
.07 The degree of interaction and the nature and materiality of the
transactions processed by the service organization and the subservice organi
zation are the most important factors to consider in determining the signifi
cance of the subservice organization’s controls to the user organization’s
internal control. Section 324.11-.16 describe how a user auditor’s assessment
of control risk is affected when a user organization uses a service organization.
When a subservice organization is involved, the user auditor may need to
consider activities at both the service organization and the subservice organi
zation in applying the guidance in these paragraphs.
.08 Question—How does a user auditor obtain information about controls
at a subservice organization?
.09 Interpretation—If a user auditor concludes that he or she needs
information about the subservice organization to plan the audit or to assess
control risk, the user auditor (a) may contact the service organization through
the user organization and may contact the subservice organization either
through the user organization or the service organization to obtain specific
information or (b) may request that a service auditor be engaged to perform
procedures that will supply the necessary information. Alternatively, the user
auditor may visit the service organization or subservice organization and
perform such procedures.
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.10 Question—When a service organization uses a subservice organiza
tion, what information about the subservice organization should be included in
the service organization’s description of controls?
.11 Interpretation—A service organization’s description of controls should
include a description of the functions and nature of the processing performed
by the subservice organization in sufficient detail for user auditors to under
stand the significance of the subservice organization’s functions to the process
ing of the user organizations’ transactions. Ordinarily, disclosure of the
identity of the subservice organization is not required. However, if the service
organization determines that the identity of the subservice organization would
be relevant to user organizations, the name of the subservice organization may
be included in the description. The purpose of the description of the functions
and nature of the processing performed by the subservice organization is to
alert user organizations and their auditors to the fact that another entity (that
is, the subservice organization) is involved in the processing of the user
organizations’ transactions and to summarize the functions the subservice
organization performs.

.12 When a subservice organization performs services for a service or
ganization, there are two alternative methods of presenting the description of
controls. The service organization determines which method will be used.
a.

The Carve-Out Method—The subservice organization’s relevant
control objectives and controls are excluded from the description and
from the scope of the service auditor’s engagement. The service
organization states in the description that the subservice organiza
tion’s control objectives and related controls are omitted from the
description and that the control objectives in the report include only
the objectives the service organization’s controls are intended to
achieve.

b.

The Inclusive Method—The subservice organization’s relevant con
trols are included in the description and in the scope of the engage
ment. The description should clearly differentiate between controls
of the service organization and controls of the subservice organiza
tion. The set of control objectives includes all of the objectives a user
auditor would expect both the service organization and the subserv
ice organization to achieve. To accomplish this, the service organiza
tion should coordinate the preparation and presentation of the
description of controls with the subservice organization.

In either method, the service organization includes in its description of controls
a description of the functions and nature of the processing performed by the
subservice organization, as set forth in paragraph .11.

.13 If the functions and processing performed by the subservice organiza
tion are significant to the processing of user organization transactions, and the
service organization does not disclose the existence of the subservice organiza
tion and the functions it performs, the service auditor may need to issue a
qualified or adverse opinion as to the fairness of the presentation of the
description of controls.
.14 Question—How is the service auditor’s report affected by the method
of presentation selected?

.15 Interpretation—If the service organization has adopted the carve-out
method, the service auditor should modify the scope paragraph of the service
auditor’s report to briefly summarize the functions and nature of the process
ing performed by the subservice organization. This summary ordinarily would
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be briefer than the information provided by the service organization in its
description of the functions and nature of the processing performed by the
subservice organization. The service auditor should include a statement in the
scope paragraph of the service auditor’s report indicating that the description
of controls includes only the control objectives and related controls of the
service organization; accordingly, the service auditor’s examination does not
extend to controls at the subservice organization.
.16 An example of the scope paragraph of a service auditor’s report using
the carve-out method is presented below. Additional or modified report lan
guage is shown in boldface italics.

Sample Scope Paragraph of a Service Auditor's Report Using the
Carve-Out Method

Independent Service Auditor’s Report
To the Board of Directors of Example Trust Company:
We have examined the accompanying description of the controls of Example
Trust Company applicable to the processing of transactions for users of the
Institutional Trust Division. Our examination included procedures to obtain
reasonable assurance about whether (1) the accompanying description presents
fairly, in all material respects, the aspects of Example Trust Company’s controls
that may be relevant to a user organization’s internal control as it relates to an
audit of financial statements; (2) the controls included in the description were
suitably designed to achieve the control objectives specified in the description,
if those controls were complied with satisfactorily, and user organizations
applied the controls contemplated in the design of Example Trust Company’s
controls; and (3) such controls had been placed in operation as of June 30,20XX.
Example Trust Company uses a computer processing service organiza
tion for all of its computerized application processing. The accompa
nying description includes only those control objectives and related
controls of Example Trust Company and does not include control
objectives and related controls of the computer processing service or
ganization. Our examination did not extend to controls of the computer
processing service organization. The control objectives were specified by
the management of Example Trust Company. Our examination was performed
in accordance with standards established by the American Institute of Certified
Public Accountants and included those procedures we considered necessary in
the circumstances to obtain a reasonable basis for rendering our opinion.

[The remainder of the report is the same as the standard service auditor’s report
illustrated in section 324.38 and .54.]
.17 If the service organization has used the inclusive method, the service
auditor should perform procedures comparable to those described in section
324.12. Such procedures may include performing tests of the service organiza
tion’s controls over the activities of the subservice organization or performing
procedures at the subservice organization. If the service auditor will be per
forming procedures at the subservice organization, the service organization
should arrange for such procedures. The service auditor should recognize that
the subservice organization generally is not the client for the engagement.
Accordingly, in these circumstances the service auditor should determine
whether it will be possible to obtain the required evidence to support the
portion of the opinion covering the subservice organization and whether it will
be possible to obtain an appropriate letter of representations regarding the
subservice organization’s controls.
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.18 An example of a service auditor’s report using the inclusive method is
presented below. Additional or modified report language is shown in boldface

italics.
Sample Service Auditor's Report Using the Inclusive Method
Independent Service Auditor’s Report
To the Board of Directors of Example Trust Company:
We have examined the accompanying description of the controls of Example
Trust Company and Computer Processing Service Organization, an
independent service organization that provides computer processing
services to Example Trust Company, applicable to the processing of trans
actions for users of the Institutional Trust Division. Our examination included
procedures to obtain reasonable assurance about whether (1) the accompanying
description presents fairly, in all material respects, the aspects of Example
Trust Company’s and Computer Processing Service Organization’s con
trols that may be relevant to a user organization’s internal control as it relates
to an audit of financial statements; (2) the controls included in the description
were suitably designed to achieve the control objectives specified in the descrip
tion, if those controls were complied with satisfactorily, and user organizations
applied the controls contemplated in the design of Example Trust Company’s
controls; and (3) the controls had been placed in operation as of June 30, 20XX.
The control objectives were specified by the management of Example Trust
Company. Our examination was performed in accordance with standards
established by the American Institute of Certified Public Accountants and
included those procedures we considered necessary in the circumstances to
obtain a reasonable basis for rendering our opinion.

In our opinion, the accompanying description of the aforementioned controls
presents fairly, in all material respects, the relevant aspects of Example Trust
Company’s and Computer Processing Service Organization’s controls
that had been placed in operation as of June 30, 20XX. Also, in our opinion, the
controls, as described, are suitably designed to provide reasonable assurance
that the specified control objectives would be achieved if the described controls
were complied with satisfactorily and user organizations applied the controls
contemplated in the design of Example Trust Company’s controls.

In addition to the procedures we considered necessary to render our opinion as
expressed in the previous paragraph, we applied tests to specific controls, listed
in Schedule X to obtain evidence about their effectiveness in meeting the control
objectives, described in Schedule X, during the period from January 1, 20XX,
to June 30, 20XX. The specific controls and the nature, timing, extent, and
results of the tests are listed in Schedule X. This information has been provided
to user organizations of Example Trust Company and to their auditors to be
taken into consideration, along with information about internal control at user
organizations, when making assessments of control risk for user organizations.
In our opinion the controls that were tested, as described in Schedule X, were
operating with sufficient effectiveness to provide reasonable, but not absolute,
assurance that the control objectives specified in Schedule X were achieved
during the period from January 1, 20XX, to June 30, 20XX.
The relative effectiveness and significance of specific controls at Example Trust
Company and Computer Processing Service Organization, and their effect
on assessments of control risk at user organizations are dependent on their
interaction with the controls and other factors present at individual user
organizations. We have performed no procedures to evaluate the effectiveness
of controls at individual user organizations.
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The description of controls at Example Trust Company and Computer Proc
essing Service Organization is as of June 30, 20XX, and information about
tests of the operating effectiveness of specific controls covers the period from
January 1, 20XX, to June 30, 20XX. Any projection of such information to the
future is subject to the risk that, because of change, the description may no
longer portray the controls in existence. The potential effectiveness of specific
controls at the Service Organization and Computer Processing Service
Organization is subject to inherent limitations and, accordingly, errors or
fraud may occur and not be detected. Furthermore, the projection of any
conclusions, based on our findings, to future periods is subject to the risk that
changes may alter the validity of such conclusions.1
This report is intended solely for use by the management of Example Trust
Company, its users, and the independent auditors of its users.

July 10, 20XX

[Issue Date: April, 1995; Revised: February, 1997;
Revised: April, 2002.]

[3.] Responsibilities of Service Organizations and Service Auditors
Witn Respect to Information About the Year 2000 Issue in a
Service Organization's Description of Controls

[.19-.34] [Withdrawn July, 2000 by the Audit Issues Task Force.]
4.

Responsibilities of Service Organizations and Service Auditors
Witn Respect to Forward-Looking Information in a Service
Organization's Description of Controls

.35 Question—Section 324.32 requires a service auditor to consider
“whether any other information, irrespective of specified control objectives, has
come to his or her attention that causes him or her to conclude (a) that design
deficiencies exist that could adversely affect the ability to initiate, record,
process, or report financial data to user organizations without error, and (b)
that user organizations would not generally be expected to have controls in
place to mitigate such design deficiencies.” A service auditor performing a
service auditor’s engagement may become aware that a service organization,
whose system is correctly processing data during the period covered by the
service auditor’s examination, has not performed contingency planning or
made adequate provision for disaster recovery, and may not be able to retrieve
or process data in future periods. Does section 324.32 require a service auditor
to identify, in his or her report, design deficiencies that do not affect processing
during the period covered by the service auditor’s examination but may repre
sent potential problems in future periods?
.36 Interpretation—No. Section 324.32 addresses design deficiencies that
could adversely affect processing during the period covered by the service
auditor’s examination. Section 324.32 does not apply to design deficiencies that
potentially could affect processing in future periods. If the computer programs
are correctly processing data during the period covered by the service auditor’s
examination, and such design deficiencies currently do not affect user organi
zations’ abilities to initiate, record, process, or report financial data, the service
1 This sentence has been expanded to describe the risks of projecting any evaluation of the
controls to future periods because of the failure to make needed changes to a system or controls, as
provided for in Interpretation No. 5, “Statements About the Risk of Projecting Evaluations of the
Effectiveness of Controls to Future Periods” (paragraphs .38-.40).

AU §9324[.19-.34]

553

Service Organizations

auditor would not be required to report such design deficiencies in his or her
report, based on the requirements in section 324.32. However, if a service
auditor becomes aware of design deficiencies at the service organization that
could potentially affect the processing of user organizations’ transactions in
future periods, the service auditor, in his or her judgment, may choose to
communicate this information to the service organization’s management and
advise management to disclose this information and its plans for correcting the
design deficiencies in a section of the service auditor’s document titled “Other
Information Provided by the Service Organization.”2

.37 If the service organization includes information about the design
deficiencies in the section of the document titled “Other Information Provided
by the Service Organization,” the service auditor should read the information
and consider applying by analogy the guidance in section 550, Other Informa
tion in Documents Containing Audited Financial Statements. In addition, the
service auditor should include a paragraph in his or her report disclaiming an
opinion on the information provided by the service organization. The following
is an example of such a paragraph.
The information in section 4 describing XYZ Service Organization’s plans to
modify its disaster recovery plan is presented by the Service Organization to
provide additional information and is not a part of the Service Organization’s
description of controls that may be relevant to a user organization’s internal
control. Such information has not been subjected to the procedures applied in
the examination of the description of the controls applicable to the processing of
transactions for user organizations and, accordingly, we express no opinion on it.

A service auditor also may consider communicating information about the
design deficiencies in the section of the service auditor’s document titled “Other
Information Provided by the Service Auditor.”
[Issue Date: February, 2002.]
5. Statements About the Risk of Projecting Evaluations of the
Effectiveness of Controls to Future Periods

.38 Question—Section 324.29g and .44l state that a service auditor’s
report should contain a statement of the inherent limitations of the potential
effectiveness of controls at the service organization and of the risk of projecting
to future periods any evaluation of the description. Section 324.44/ goes on to
state that the report also should refer to the risk of projecting to the future “any
conclusions about the effectiveness of controls in achieving control objectives.”
The sample service auditor’s reports in section 324.38 and .54 include illustra
tive paragraphs that illustrate this caveat. The following excerpt is from
section 324.54:
The description of controls at XYZ Service Organization is as of____________ ,
and information about tests of the operating effectiveness of specific controls
covers the period from____________to____________ . Any projection of such
2 Chapter 2 of the AICPA Audit Guide Service Organizations: Applying SAS No. 70, as Amended,
proposes four sections of a service auditor’s document.
1. Independent service auditor’s report (the letter from the service auditor expressing his or
her opinion)
2. Service organization’s description of controls
3. Information provided by the independent service auditor (This section generally contains a
description of the service auditor’s tests of operating effectiveness and the results of those
tests.)
4. Other information provided by the service organization
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information to the future is subject to the risk that, because of change, the
description may no longer portray the controls in existence. The potential
effectiveness of specific controls at the Service Organization is subject to
inherent limitations and, accordingly, errors or fraud may occur and not be
detected. Furthermore, the projection of any conclusions, based on our findings,
to future periods is subject to the risk that changes may alter the validity of
such conclusions.

The validity of projections to the future about the effectiveness of controls may
be affected by changes made to the system and the controls, and also by the
failure to make needed changes, for example, changes to accommodate new
processing requirements. May a service auditor’s report be expanded to de
scribe the risk of projecting to the future conclusions about the effectiveness of
controls?
.39 Interpretation—The sample reports in section 324.38 and .54 may be
expanded to describe this risk. The first and second sentences of the illustra
tive paragraph above address the potential effect of change on the description
of controls as of a specified date; accordingly, they do not require modification
because new processing requirements would not affect the description as of the
specified date. However, the last sentence in the sample report paragraph
above could be expanded to describe the risk of projecting an evaluation of the
controls to future periods because of changes to the system or controls, or the
failure to make needed changes to the system or controls.
.40 Suggested additions to the paragraph in the illustrative service audi
tor’s reports in section 324.38 and .54 are the following (new language is shown
in italics.):
The description of controls at XYZ Service Organization is as of___________ ,
and information about tests of the operating effectiveness of specific controls
covers the period from____________to_____________ . Any projection of such
information to the future is subject to the risk that, because of change, the
description may no longer portray the controls in existence. The potential
effectiveness of specific controls at the Service Organization is subject to
inherent limitations and, accordingly, errors or fraud may occur and not be
detected. Furthermore, the projection of any conclusions, based on our findings,
to future periods is subject to the risk that changes made to the system or
controls, or the failure to make needed changes to the system or controls, may
alter the validity of such conclusions.

[Issue Date: February, 2002.]
[6.] Responsibilities of Service Organizations and Service Auditors
Witn Respect to Subsequent Events in a Service Auditors
Engagement
.41 [Rescinded September, 2002, by Statement on Auditing Standards
No. 98.]
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AU Section 325

Communications About Control Deficiencies
in an Audit of Financial Statements
Source: PCAOB Release No. 2004-008.

See section 9325 for interpretations of this section.
Effective for fiscal years ending on or after November 15, 2004, unless otherwise

indicated.

In an integrated audit of financial statements and internal control
over financial reporting, SAS No. 60, as amended, is superseded by
paragraphs 207-214 of PCAOB Auditing Standard No. 2. See PCAOB
Auditing Standard No. 2 for the applicable guidance.

In an audit of financial statements only, SAS No. 60, as amended, is
superseded by the following paragraphs.
.01 In an audit of financial statements, the auditor may identify deficien
cies in the company’s internal control over financial reporting. A control
deficiency exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned
functions, to prevent or detect misstatements on a timely basis.

•

A deficiency in design exists when (a) a control necessary to meet the
control objective is missing or (b) an existing control is not properly
designed so that, even if the control operates as designed, the control
objective is not always met.

•

A deficiency in operation exists when a properly designed control does
not operate as designed or when the person performing the control
does not possess the necessary authority or qualifications to perform
the control effectively.

.02 A significant deficiency is a control deficiency, or combination of
control deficiencies, that adversely affects the company’s ability to initiate,
authorize, record, process, or report external financial data reliably in accord
ance with generally accepted accounting principles such that there is more
than a remote likelihood that a misstatement of the company’s annual or
interim financial statements that is more than inconsequential will not be
prevented or detected.
Note: The term “remote likelihood” as used in the definitions of

significant deficiency and material weakness (paragraph .03) has the
same meaning as the term “remote” as used in Financial Accounting
Standards Board Statement No. 5, Accounting for Contingencies (“FAS
No. 5”). Paragraph 3 of FAS No. 5 states:
When a loss contingency exists, the likelihood that the future
event or events will confirm the loss or impairment of an asset
or the incurrence of a liability can range from probable to remote.
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This Statement uses the terms probable, reasonably possible,
and remote to identify three areas within that range, as follows:

a.

Probable. The future event or events are likely to occur.

b.

Reasonably possible. The chance of the future event or

c.

Remote. The chance of the future events or events occurring

events occurring is more than remote but less than likely.

is slight.
Therefore, the likelihood of an event is “more than remote” when
it is either reasonably possible or probable.

Note: A misstatement is inconsequential if a reasonable person would
conclude, after considering the possibility of further undetected mis
statements, that the misstatement, either individually or when aggre
gated with other misstatements, would clearly be immaterial to the
financial statements. If a reasonable person could not reach such a
conclusion regarding a particular misstatement, that misstatement is

more than inconsequential.
.03 A material weakness is a significant deficiency, or combination of
significant deficiencies, that results in more than a remote likelihood that a
material misstatement of the annual or interim financial statements will not
be prevented or detected.
Note: In evaluating whether a control deficiency exists and whether
control deficiencies, either individually or in combination with other
control deficiencies, are significant deficiencies or material weak
nesses, the auditor should consider the definitions in paragraphs 1, 2
and 3, and the directions in paragraphs 130 through 137 of PCAOB
Auditing Standard No. 2. As explained in paragraph 23 of PCAOB
Auditing Standard No. 2, the evaluation of the materiality of the
control deficiency should include both quantitative and qualitative
considerations. Qualitative factors that might be important in this
evaluation include the nature of the financial statement accounts and
assertions involved and the reasonably possible future consequences
of the deficiency. Furthermore, in determining whether a control
deficiency, or combination of deficiencies, is a significant deficiency or
a material weakness, the auditor should evaluate the effect of compen
sating controls and whether such compensating controls are effective.
.04 The auditor must communicate in writing to management and the
audit committee all significant deficiencies and material weaknesses identified
during the audit. The written communication should be made prior to the
issuance of the auditor’s report on the financial statements. The auditor’s
communication should distinguish clearly between those matters considered
significant deficiencies and those considered material weaknesses, as defined
in paragraphs .02 and .03.

Note: If no such committee exists with respect to the company, all
references to the audit committee in this standard apply to the entire
board of directors of the company.1 The auditor should be aware that
companies whose securities are not listed on a national securities ex
change or an automated inter-dealer quotation system of a national
securities association (such as the New York Stock Exchange, American
1 See 15 U.S.C. 78c(a)58 and 15 U.S.C. 7201(a)(3).
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Stock Exchange, or NASDAQ) may not be required to have inde
pendent directors for their audit committees. In this case, the auditor
should not consider the lack of independent directors or an audit
committee at these companies indicative, by themselves, of a control
deficiency. Likewise, the independence requirements of Securities
Exchange Act Rule 10A-32 are not applicable to the listing of non-eq
uity securities of a consolidated or at least 50 percent beneficially
owned subsidiary of a listed issuer that is subject to the require
ments of Securities Exchange Act Rule 10A-3(c)(2).3 Therefore, the
auditor should interpret references to the audit committee in this stand
ard, as applied to a subsidiary registrant, as being consistent with the
provisions ofSecurities Exchange Act Rule 10A-3(c)(2).4 Furthermore,
for subsidiary registrants, communications required by this standard
to be directed to the audit committee should be made to the same
committee or equivalent body that pre-approves the retention of the
auditor by or on behalf of the subsidiary registrant pursuant to Rule
2-01(c)(7) of Regulation S-X5 (which might be, for example, the audit
committee of the subsidiary registrant, the full board of the subsidiary
registrant, or the audit committee of the subsidiary registrant’s par
ent). In all cases, the auditor should interpret the terms “board of
directors” and “audit committee” in this standard as being consistent with
provisions for the use of those terms as defined in relevant SEC rules.

.05 If oversight of the company’s external financial reporting and internal
control over financial reporting by the company’s audit committee is ineffec
tive, that circumstance should be regarded as at least a significant deficiency
and as a strong indicator that a material weakness in internal control over
financial reporting exists. Although there is not an explicit requirement to
evaluate the effectiveness of the audit committee’s oversight in an audit of only
the financial statements, if the auditor becomes aware that the oversight of the
company’s external financial reporting and internal control over financial
reporting by the company’s audit committee is ineffective, the auditor must
communicate that specific significant deficiency or material weakness in writ
ing to the board of directors.

.06 These written communications should include:
a.

The definitions of significant deficiencies and material weaknesses
and should clearly distinguish to which category the deficiencies
being communicated relate.

b.

A statement that the objective of the audit was to report on the
financial statements and not to provide assurance on internal con
trol.

c.

A statement that the communication is intended solely for the
information and use of the board of directors, audit committee,
management, and others within the organization. When there are
requirements established by governmental authorities to furnish
such written communications, specific reference to such regulatory
authorities may be made.

2 See 17 C.F.R. 240.10A-3.
3 See 17 C.F.R. 240.10A-3(c)(2).

4 See 17 C.F.R. 240.10A-3(c)(2).

5 See 17 C.F.R. 240.2-01(c)(7).
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.07 The auditor might identify matters in addition to those required to be
communicated by this standard. Such matters include control deficiencies
identified by the auditor that are neither significant deficiencies nor material
weaknesses and matters the company may request the auditor to be alert to
that go beyond those contemplated by this standard. The auditor may report
such matters to management, the audit committee, or others, as appropriate.
.08 The auditor should not report in writing that no significant deficien
cies were discovered during an audit of financial statements because of the
potential that the limited degree of assurance associated with such a report
will be misunderstood.
.09 When timely communication is important, the auditor should commu
nicate the preceding matters during the course of the audit rather than at the
end of the engagement. The decision about whether to issue an interim
communication should be determined based on the relative significance of the
matters noted and the urgency of corrective follow-up action required.
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AU Section 9325

Communications About Control Deficiencies
in an Audit of Financial Statements: Auditing
Interpretations of Section 325
1.

Reporting on the Existence of Material Weaknesses

.01 Question—Section 325 requires the auditor to report to the audit
committee or to individuals with equivalent authority and responsibility sig
nificant deficiencies noted during an audit of financial statements. It permits
the issuance of reports that include a statement about whether any of the
significant deficiencies identified are material weaknesses. In connection with
an audit, may the auditor issue a written report on material weaknesses
separate from the report on significant deficiencies?
.02 Interpretation—Yes. Section 325 does not preclude the auditor from
issuing a separate report stating whether he or she noted any material weak
nesses during the audit. Reports on material weaknesses should—

•

Indicate that the purpose of the audit was to report on the financial
statements and not to provide assurance on internal control.

•

Include the definition of a material weakness.

•

State that the communication is intended solely for the information
and the use of the audit committee, management, and others within
the organization and is not intended to be and should not be used by
anyone other than these specified parties. When there are require
ments established by governmental agencies to furnish such reports,
specific reference to such regulatory authorities may be made.

.03 Section 325 prohibits the auditor from issuing a written report repre
senting that no significant deficiencies were noted during the audit. Therefore,
in issuing a report stating that no material weaknesses were noted, the auditor
should not imply that no significant deficiencies were noted.
.04 The following is an illustration of a report encompassing the above
requirements:
In planning and performing our audit of the financial statements of ABC
Corporation for the year ended December 31, 19XX, we considered its internal
control in order to determine our auditing procedures for the purpose of
expressing our opinion on the financial statements and not to provide assurance
on the internal control. Our consideration of the internal control would not
necessarily disclose all matters in the internal control that might be material
weaknesses under standards established by the American Institute of Certified
Public Accountants. A material weakness is a condition in which the design or
operation of one or more of the internal control components does not reduce to
a relatively low level the risk that misstatements caused by error or fraud in
amounts that would be material in relation to the financial statements being
audited may occur and not be detected within a timely period by employees in
the normal course of performing their assigned functions. However, we noted
no matters involving the internal control and its operation that we consider to
be material weaknesses as defined above.
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This report is intended solely for the information and use of the audit committee
(board of directors, board of trustees, or owners in owner-managed enterprises),
management, and others within the organization (or specified regulatory
agency) and is not intended to be and should not be used by anyone other than
these specified parties.

.05 If conditions believed to be material weaknesses are disclosed, the
report should describe the weaknesses that have come to the auditor’s atten
tion. The last sentence of the first paragraph of the report illustrated in
paragraph .04 should be modified as follows and paragraphs describing the
material weaknesses should follow the first paragraph:
However, we noted the following matters involving internal control and its
operation that we consider to be material weaknesses as defined above.

.06 In some cases reports on material weaknesses may include comments
on specific aspects of internal control or on additional matters. For example, a
regulatory agency may require comments on the accounting system and con
trols (but not on the control environment) or on compliance with certain
provisions in contracts or regulations. In such cases the language in paragraph
.04 should be modified to:

a.

identify clearly the specific aspects of internal controls or the addi
tional matters covered by the report

b.

distinguish any additional matters from internal control

c.

describe in reasonable detail the scope of the review and tests
concerning the additional matters

d.

express conclusions in language comparable to that in paragraph .04
or .05, as appropriate

.07 The identification of the specific aspects of internal control or addi
tional matters covered in the report should be as specific as the auditor
considers necessary to prevent misunderstanding in this respect. Such identi
fication can be made in some cases by reference to specific portions of other
documents such as contracts or regulations.
[Issue Date: February, 1989; Revised: February, 1999; Amended: November,
2004.]
[2.] Audit Considerations for the Year 2000 Issue

[.08-.17] [Withdrawn July, 2000 by the Audit Issues Task Force.]
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Evidential Matter
(Supersedes section 330, "Evidential Matter")

Source: SAS No. 31; SAS No. 48; SAS No. 80; PCAOB Release No. 2004-008.
See section 9326 for interpretations of this section.
Issue date, unless otherwise indicated: August, 1980

.01 The third standard of field work is:
Sufficient competent evidential matter is to be obtained through inspection,
observation, inquiries, and confirmations to afford a reasonable basis for an
opinion regarding the financial statements under audit.

.02 Most of the independent auditor’s work in forming his or her opinion
on financial statements consists of obtaining and evaluating evidential mat
ter1 concerning the assertions in such financial statements. The measure of the
validity of such evidence for audit purposes lies in the judgment of the auditor;
in this respect audit evidence differs from legal evidence, which is circum
scribed by rigid rules. Evidential matter varies substantially in its influence on
the auditor as he or she develops an opinion with respect to financial state
ments under audit. The pertinence of the evidence, its objectivity, its timeli
ness, and the existence of other evidential matter corroborating the conclusions
to which it leads all bear on its competence.

Nature of Assertions
.03 Assertions are representations by management that are embodied in
financial statement components. They can be either explicit or implicit and can
be classified according to the following broad categories:
•

Existence or occurrence

•

Completeness

•

Rights and obligations

•

Valuation or allocation

•

Presentation and disclosure

.04 Assertions about existence or occurrence address whether assets or
liabilities of the entity exist at a given date and whether recorded transactions
have occurred during a given period. For example, management asserts that
finished goods inventories in the balance sheet are available for sale. Similarly,
management asserts that sales in the income statement represent the ex
change of goods or services with customers for cash or other consideration.
1 See section 319, Consideration of Internal Control in a Financial Statement Audit, paragraphs
.90 through .104, for further guidance on evidential matter. [Footnote added, May 1994, to cross-ref
erence guidance on evidential matter to section 319. Footnote revised, May 2001, to reflect conform
ing changes necessary due to the issuance of Statement on Auditing Standards No. 94.]
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.05 Assertions about completeness address whether all transactions and
accounts that should be presented in the financial statements are so included.
For example, management asserts that all purchases of goods and services are
recorded and are included in the financial statements. Similarly, management
asserts that notes payable in the balance sheet include all such obligations of
the entity.
.06 Assertions about rights and obligations address whether assets are
the rights of the entity and liabilities are the obligations of the entity at a given
date. For example, management asserts that amounts capitalized for leases in
the balance sheet represent the cost of the entity’s rights to leased property and
that the corresponding lease liability represents an obligation of the entity.

.07 Assertions about valuation or allocation address whether asset, liabil
ity, equity, revenue, and expense components have been included in the
financial statements at appropriate amounts. For example, management as
serts that property is recorded at historical cost and that such cost is system
atically allocated to appropriate accounting periods. Similarly, management
asserts that trade accounts receivable included in the balance sheet are stated
at net realizable value. [As amended, effective for engagements beginning on
or after January 1, 1997, by Statement on Auditing Standards No. 80.]
.08 Assertions about presentation and disclosure address whether par
ticular components of the financial statements are properly classified, de
scribed, and disclosed. For example, management asserts that obligations
classified as long-term liabilities in the balance sheet will not mature within
one year. Similarly, management asserts that amounts presented as extraor
dinary items in the income statement are properly classified and described.

Use of Assertions in Developing Audit Objectives and
Designing Substantive Tests
.09 In obtaining evidential matter in support of financial statement as
sertions, the auditor develops specific audit objectives in the light of those
assertions. In developing the audit objectives of a particular engagement, the
auditor should consider the specific circumstances of the entity, including the
nature of its economic activity and the accounting practices unique to its
industry. For example, one audit objective related to the assertion about
completeness that an auditor might develop for inventory balances is that
inventory quantities include all products, materials, and supplies on hand.
.10 There is not necessarily a one-to-one relationship between audit
objectives and procedures. Some auditing procedures may relate to more than
one objective. On the other hand, a combination of auditing procedures may be
needed to achieve a single objective. Paragraph .26 provides illustrative audit
objectives for inventories of a manufacturing company for each of the broad
categories of assertions listed in paragraph .03 and examples of substantive
tests that may achieve those audit objectives.
.11 In selecting particular substantive tests to achieve the audit objec
tives he or she has developed, an auditor considers, among other things, the
risk of material misstatement of the financial statements, including the as
sessed levels of control risk, and the expected effectiveness and efficiency of
such tests. These considerations include the nature and materiality of the
items being tested, the kinds and competence of available evidential matter,
and the nature of the audit objective to be achieved. For example, in designing
substantive tests to achieve an objective related to the assertion of existence or
occurrence, the auditor selects from items contained in a financial statement
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amount and searches for relevant evidential matter. On the other hand, in
designing procedures to achieve an objective related to the assertion of com
pleteness, the auditor selects from evidential matter indicating that an item
should be included in the relevant financial statement amount and investi
gates whether that item is so included.

.12 The auditor’s specific audit objectives do not change whether informa
tion is processed manually or electronically. However, the methods of applying
audit procedures to gather evidence may be influenced by the method of
processing. The auditor may use either manual auditing procedures, informa
tion technology-assisted audit techniques, or a combination of both to obtain
sufficient competent evidential matter. Because of the growth in the use of
computers and other information technology, many entities process significant
information electronically. Accordingly, it may be difficult or impossible for the
auditor to access certain information for inspection, inquiry, or confirmation
without using information technology. [Paragraph added, effective for periods
beginning after August 31, 1984, by Statement on Auditing Standards No. 48.
As amended, effective for engagements beginning on or after January 1, 1997,
by Statement on Auditing Standards No. 80.]

.13 The nature, timing, and extent of the procedures to be applied on a
particular engagement are a matter of professional judgment to be determined
by the auditor, based on the specific circumstances. However, the procedures
adopted should be adequate to achieve the auditor’s specific objectives and
reduce detection risk to a level acceptable to the auditor. The evidential matter
obtained should be sufficient for the auditor to form conclusions concerning the
validity of the individual assertions embodied in the components of financial
statements. The evidential matter provided by the combination of the auditor’s
assessment of inherent risk and control risk and on substantive tests should
provide a reasonable basis for his or her opinion (see section 319, Consideration
of Internal Control in a Financial Statement Audit, paragraphs .105 through
.108). [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 48, July 1984. As amended, effective for engagements beginning
on or after January 1, 1997, by Statement on Auditing Standards No. 80.
Revised, May 2001, to reflect conforming changes necessary due to the issu
ance of Statement on Auditing Standards No. 94.]

.14 In entities where significant information is transmitted, processed,
maintained, or accessed electronically, the auditor may determine that it is not
practical or possible to reduce detection risk to an acceptable level by perform
ing only substantive tests for one or more financial statement assertions. For
example, the potential for improper initiation or alteration of information to
occur and not be detected may be greater if information is produced, main
tained, or accessed only in electronic form. In such circumstances, the auditor
should perform tests of controls to gather evidential matter to use in assessing
control risk,2 or consider the effect on his or her report (see paragraph .25 of
this section). [Paragraph added, effective for engagements beginning on or
after January 1, 1997, by Statement on Auditing Standards No. 80.]
2 Section 319.107 states that ordinarily the assessed level of control risk cannot be sufficiently
low to eliminate the need to perform any substantive tests for significant account balances and
transaction classes and, consequently, the auditor should perform substantive tests for such balances
and classes regardless of the assessed level of control risk. [Footnote added, effective for engagements
beginning on or after January 1,1997, by Statement on Auditing Standards No. 80. Footnote revised,
May 2001, to reflect conforming changes necessary due to the issuance of Statement on Auditing
Standards No. 94.]
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Nature of Evidential Matter
.15 Evidential matter supporting the financial statements consists of the
underlying accounting data and all corroborating information available to the
auditor. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 48, July 1984. Paragraph subsequently renumbered by the
issuance of Statement on Auditing Standards No. 80, December 1996.]
.16 The books of original entry, the general and subsidiary ledgers, re
lated accounting manuals, and records such as work sheets and spreadsheets
supporting cost allocations, computations, and reconciliations all constitute
evidence in support of the financial statements. These accounting data are
often in electronic form. Accounting data alone cannot be considered sufficient
support for financial statements; on the other hand, without adequate atten
tion to the propriety and accuracy of the underlying accounting data, an
opinion on financial statements would not be warranted. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 48, July 1984.
Paragraph subsequently renumbered and amended, effective for engagements
beginning on or after January 1, 1997, by the issuance of Statement on
Auditing Standards No. 80.]
.17 Corroborating evidential matter includes both written and electronic
information such as checks; records of electronic fund transfers; invoices; con
tracts; minutes of meetings; confirmations and other written representations by
knowledgeable people; information obtained by the auditor from inquiry, ob
servation, inspection, and physical examination; and other information developed
by, or available to, the auditor which permits him or her to reach conclusions
through valid reasoning. [Paragraph renumbered by the issuance of Statement
on Auditing Standards No. 48, July 1984. Paragraph subsequently renum
bered and amended, effective for engagements beginning on or after January
1, 1997, by the issuance of Statement on Auditing Standards No. 80.]

.18 In certain entities, some of the accounting data and corroborating
evidential matter are available only in electronic form. Source documents such
as purchase orders, bills of lading, invoices, and checks are replaced with
electronic messages. For example, entities may use Electronic Data Inter
change (EDI) or image processing systems. In EDI, the entity and its customers
or suppliers use communication links to transact business electronically. Pur
chase, shipping, billing, cash receipt, and cash disbursement transactions are
often consummated entirely by the exchange of electronic messages between
the parties. In image processing systems, documents are scanned and con
verted into electronic images to facilitate storage and reference, and the source
documents may not be retained after conversion. Certain electronic evidence
may exist at a certain point in time. However, such evidence may not be
retrievable after a specified period of time if files are changed and if backup
files do not exist. Therefore, the auditor should consider the time during which
information exists or is available in determining the nature, timing, and extent
of his or her substantive tests, and, if applicable, tests of controls. [Paragraph
added, effective for engagements beginning on or after January 1, 1997, by
Statement on Auditing Standards No. 80.]

.19 The auditor tests underlying accounting data by (a) analysis and
review, (b) retracing the procedural steps followed in the accounting process
and in developing the allocations involved, (c) recalculation, and (d) reconciling
related types and applications of the same information. Through the perform
ance of such procedures, the auditor may determine that the accounting
records are internally consistent. Such internal consistency ordinarily provides
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evidence about the fairness of presentation of the financial statements. Addi
tionally, the auditor’s substantive procedures must include reconciling the
financial statements to the accounting records. The auditor’s substantive
procedures also should include examining material adjustments made during
the course of preparing the financial statements. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 48, July 1984. Paragraph
subsequently renumbered and amended, effective for engagements beginning
on or after January 1, 1997, by the issuance of Statement on Auditing Stand
ards No. 80. As amended, effective for fiscal years ending on or after November
15, 2004, by PCAOB Release No. 2004-008.]
.20 The pertinent accounting data and corroborating evidential matter to
support entries in the accounts and assertions in the financial statements
ordinarily are available from the entity’s files and accessible to the auditor for
examination at certain points or periods in time. Both within the entity’s
organization and outside it are knowledgeable people to whom the auditor can
direct inquiries. Assets having physical existence are available to the auditor
for his or her inspection. Activities of the entity’s personnel can be observed.
Based on observations of these or other conditions or circumstances, the
auditor may reach conclusions about the validity of various assertions in the
financial statements. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 48, July 1984. Paragraph subsequently renumbered
and amended, effective for engagements beginning on or after January 1,1997,
by the issuance of Statement on Auditing Standards No. 80.]

Competence of Evidential Matter
.21 To be competent, evidence, regardless of its form, must be both valid
and relevant. The validity of evidential matter is so dependent on the circum
stances under which it is obtained that generalizations about the reliability of
various kinds of evidence are subject to important exceptions. If the possibility
of important exceptions is recognized, however, the following presumptions,
which are not mutually exclusive, about the validity of evidential matter in
auditing have some usefulness:

a.

When evidential matter can be obtained from independent sources
outside an entity, it provides greater assurance of reliability for the
purposes of an independent audit than that secured solely within the
entity.

b.

The more effective the internal control, the more assurance it provides
about the reliability of the accounting data and financial statements.

c.

The independent auditor’s direct personal knowledge, obtained
through physical examination, observation, computation, and in
spection, is more persuasive than information obtained indirectly.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 48, July 1984. Paragraph subsequently renumbered and amended, effective
for engagements beginning on or after January 1, 1997, by the issuance of
Statement on Auditing Standards No. 80.]

Sufficiency of Evidential Matter
.22 The independent auditor’s objective is to obtain sufficient competent
evidential matter to provide him or her with a reasonable basis for forming an
opinion. The amount and kinds of evidential matter required to support an
informed opinion are matters for the auditor to determine in the exercise of his
or her professional judgment after a careful study of the circumstances in the

AU §326.22

566

The Standards of Field Work

particular case. However, in the great majority of cases, the auditor has to rely
on evidence that is persuasive rather than convincing. Both the individual
assertions in financial statements and the overall proposition that the finan
cial statements as a whole are fairly presented are of such a nature that even
an experienced auditor is seldom convinced beyond all doubt with respect to all
aspects of the statements being audited. [Paragraph renumbered by the issu
ance of Statement on Auditing Standards No. 48, July 1984. Paragraph sub
sequently renumbered and amended, effective for engagements beginning on
or after January 1, 1997, by the issuance of Statement on Auditing Standards
No. 80.]
.23 An auditor typically works within economic limits; the auditor’s opin
ion, to be economically useful, must be formed within a reasonable length of
time and at reasonable cost. The auditor must decide, again exercising profes
sional judgment, whether the evidential matter available to him or her within
the limits of time and cost is sufficient to justify expression of an opinion.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 48, July 1984. Paragraph subsequently renumbered by the issuance of
Statement on Auditing Standards No. 80, December 1996.]
.24 As a guiding rule, there should be a rational relationship between the
cost of obtaining evidence and the usefulness of the information obtained. The
matter of difficulty and expense involved in testing a particular item is not in
itself a valid basis for omitting the test. [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 48, July 1984. Paragraph
subsequently renumbered by the issuance of Statement on Auditing Standards
No. 80, December 1996.]

Evaluation of Evidential Matter
.25 In evaluating evidential matter, the auditor considers whether spe
cific audit objectives have been achieved. The independent auditor should be
thorough in his or her search for evidential matter and unbiased in its evalu
ation. In designing audit procedures to obtain competent evidential matter, he
or she should recognize the possibility that the financial statements may not
be fairly presented in conformity with generally accepted accounting principles
or a comprehensive basis of accounting other than generally accepted account
ing principles.3 In developing his or her opinion, the auditor should consider
relevant evidential matter regardless of whether it appears to corroborate or
to contradict the assertions in the financial statements. To the extent the
auditor remains in substantial doubt about any assertion of material signifi
cance, he or she must refrain from forming an opinion until he or she has
obtained sufficient competent evidential matter to remove such substantial
doubt, or the auditor must express a qualified opinion or a disclaimer of
opinion.4 [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 48, July 1984. Paragraph subsequently renumbered and
amended, effective for engagements beginning on or after January 1, 1997, by
the issuance of Statement on Auditing Standards No. 80.]
3 The term comprehensive basis of accounting other than generally accepted accounting principles
is defined in section 623, Special Reports, paragraph .04. [Footnote added, effective for engagements
beginning on or after January 1, 1997, by Statement on Auditing Standards No. 80.]

4 See section 508, Reports on Audited Financial Statements, paragraphs .20 through .34 and .61
through .63, for further guidance on expression of a qualified opinion or a disclaimer of opinion.
[Footnote added, effective for engagements beginning on or after January 1, 1997, by Statement on
Auditing Standards No. 80.]
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Appendix

Financial Statement Assertions, Illustrative Audit
Objectives, and Examples of Substantive Tests
.26

Illustrations for Inventories of a Manufacturing Company
This appendix illustrates the use of assertions in developing audit objectives
and designing substantive tests. The following examples of substantive tests
are not intended to be all-inclusive nor is it expected that all of the procedures
would be applied in an audit.

Illustrative Audit Objectives

Examples of Substantive Tests

Existence or Occurrence

Inventories included in the
balance sheet physically exist

Inventories represent items held
for sale or use in the normal
course of business.

Observing physical inventory
counts.
Obtaining confirmation of
inventories at locations outside
the entity.
Testing of inventory transactions
between a preliminary physical
inventory date and the balance
sheet date.
Reviewing perpetual inventory
records, production records, and
purchasing records for
indications of current activity.
Comparing inventories with a
current sales catalog and
subsequent sales and delivery
reports.
Using the work of specialists to
corroborate the nature of
specialized products.

Completeness

Inventory quantities include all

products, materials, and supplies
on hand

• Observing physical inventory

counts.
• Analytically comparing the
relationship of inventory
balances to recent purchasing,
production, and sales activities.

• Testing shipping and receiving
cutoff procedures.
(continued)
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Examples of Substantive Tests

Completeness (continued)

Inventory quantities include all
products, materials, and supplies
owned by the company that are in
transit or stored at outside
locations.

Inventory listings are accurately
compiled and the totals are
properly included in the inventory
accounts.

• Obtaining confirmation of
inventories at locations outside
the entity.
• Analytically comparing the
relationship of inventory
balances to recent purchasing,
production, and sales activities.
• Testing shipping and receiving
cutoff procedures.
• Tracing test counts recorded
during the physical inventory
observation to the inventory
listing.
• Accounting for all inventory tags
and count sheets used in
recording the physical inventory
counts.
• Testing the clerical accuracy of
inventory listings.
• Reconciling physical counts to
perpetual records and general
ledger balances and investigating
significant fluctuations.

Rights and Obligations

The entity has legal title or similar
rights of ownership to the
inventories.

Inventories exclude items billed to
customers or owned by others.

• Observing physical inventory
counts.
• Obtaining confirmation of
inventories at locations outside
the entity.
• Examining paid vendors’
invoices, consignment
agreements, and contracts.
• Examining paid vendors’
invoices, consignment
agreements, and contracts.
• Testing shipping and receiving

cutoff procedures.
Valuation or Allocation
Inventories are properly stated at
cost (except when market is lower).

• Examining paid vendors’ invoices.

• Reviewing direct labor rates.
• Testing the computation of
standard overhead rates.
• Examining analyses of
purchasing and manufacturing
standard cost variances.
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Slow-moving, excess, defective,
and obsolete items included in
inventories are properly identified.

Inventories are reduced, when
appropriate, to replacement cost or
net realizable value.

Presentation

Inventories are properly classified
in the balance sheet as current
assets. The major categories of
inventories and their bases of
valuation are adequately disclosed
in the financial statements.

The pledge or assignment of any
inventories is appropriately
disclosed.

Examples of Substantive Tests
• Examining an analysis of
inventory turnover.
• Reviewing industry experience
and trends.
• Analytically comparing the
relationship of inventory
balances to anticipated sales
volume.
• Touring the plant.
• Inquiring of production and sales
personnel concerning possible
excess or obsolete inventory
items.
• Obtaining current market value
quotations.
• Reviewing current production
costs.
• Examining sales after year-end
and open purchase order
commitments.
id Disclosure

• Reviewing drafts of the financial
statements.
• Reviewing drafts of the financial
statements.
• Comparing the disclosures made
in the financial statements to the
requirements of generally
accepted accounting principles.
• Obtaining confirmation of
inventories pledged under loan
agreements.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 48, July 1984. Paragraph subsequently renumbered by the issuance of
Statement on Auditing Standards No. 80, December 1996.]
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AU Section 9326

Evidential Matter: Auditing Interpretations of
Section 326
1. Evidential Matter for an Audit of Interim Financial Statements
.01 Question—APB Opinion No. 28 [AC section I73] concluded that cer
tain accounting principles and practices followed for annual reporting pur
poses may require modification at interim report dates. Paragraph 10 of
Opinion No. 28 [AC section I73.103] states that the modifications are needed
“so that the reported results for the interim period may better relate to the
results of operations for the annual period.” The modifications introduce a need
for estimates to a greater extent than is necessary for annual financial infor
mation. Does this imply a relaxation of the third standard of field work, which
requires that sufficient competent evidential matter be obtained to afford a
reasonable basis for an opinion regarding the financial statements under
audit?

.02 Interpretation—No. The third standard of field work applies to all
engagements leading to an expression of opinion on financial statements or
financial information.
.03 The objective of the independent auditor’s engagement is to obtain
sufficient competent evidential matter to provide him with a reasonable basis
for forming an opinion. The auditor develops specific audit objectives in light
of assertions by management that are embodied in financial statement compo
nents. Section 326.11 states, “In selecting particular substantive tests to
achieve the audit objectives he has developed, an auditor considers, among
other things, the risk of material misstatement of the financial statements,
including the assessed level of control risk, and the expected effectiveness and
efficiency of such tests. His considerations include the nature and materiality
of the items being tested, the kinds and competence of available evidential
matter, and the nature of the audit objective to be achieved.”
.04 Evidential matter obtained for an audit of annual financial state
ments may also be useful in an audit of interim financial statements, and
evidential matter obtained for an audit of interim financial statements may
also be useful in an audit of annual financial statements. Section 313.02
indicates that “Audit testing at interim dates may permit early consideration
of significant matters affecting the year-end financial statements (for example,
related party transactions, changed conditions, recent accounting pronounce
ments, and financial statement items likely to require adjustment)” and that
“much of the audit planning, including obtaining an understanding of internal
control and assessing control risk, and the application of substantive tests to
transactions can be conducted prior to the balance-sheet date.”1 [As amended,
August 1983, by issuance of Statement on Auditing Standards No. 45.] (See
section 313.)
1 See section 313, Substantive Tests Prior to the Balance-Sheet Date for guidance on the auditor’s
considerations before applying substantive tests to the details of asset or liability accounts at interim
dates, including the relationship between the assessed level of control risk and such tests, and on
extending the audit conclusions from such tests to the balance-sheet date. [Footnote added, August
1983, by issuance of Statement on Auditing Standards No. 45.]
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.05 The introduction by Opinion No. 28 [AG section I73] of a need for
additional estimates in measuring certain items for interim financial informa
tion may lead to a need for evidence in examining those items that differs from
the evidence required in an audit of annual financial information. For example,
computing the provision for federal income taxes in interim information in
volves estimating the effective tax rate expected to be applicable for the full
fiscal year, and the auditor should examine evidence as to the basis for
estimating that rate. Since the effective tax rate for the full year ordinarily is
known at year-end, similar evidence is not usually required in examining
annual information.
[Issue Date: February, 1974; Modified: October, 1980.]

2. The Effect of an Inability to Obtain Evidential Matter Relating to
Income Tax Accruals

.06 Question—The Internal Revenue Service’s audit manual instructs its
examiners on how to secure from corporate officials “tax accrual workpapers”
or the “tax liability contingency analysis,” including, “a memorandum discuss
ing items reflected in the financial statements as income or expense where the
ultimate tax treatment is unclear.” The audit manual states that the examiner
may question or summons a corporate officer or manager concerning the
“knowledge of the items that make up the corporation’s contingent reserve
accounts.” It also states that “in unusual circumstances, access may be had to
the audit or tax workpapers” of an independent accountant or an accounting
firm after attempting to obtain the information from the taxpayer. IRS policy
also includes specific procedures to be followed in circumstances involving
“Listed Transactions,” to help address what the IRS considers to be abusive tax
avoidance transactions (Internal Revenue Manual, section 4024.2-.5, 5/14/81,
and Internal Revenue Service Announcement 2002-63, 6/17/02).
.07 Concern over IRS access to tax accrual working papers might cause
some clients to not prepare or maintain appropriate documentation of the
calculation or contents of the accrual for income taxes included in the financial
statements, or to deny the independent auditor access to such information.

.08 What effect does this situation have on the auditor’s opinion on the
financial statements?
.09 Interpretation—The client is responsible for its tax accrual, the under
lying support for the accrual, and the related disclosures. Limitations on the
auditor’s access to information considered necessary to audit the tax accrual
will affect the auditor’s ability to issue an unqualified opinion on the financial
statements. Thus, if the client does not have appropriate documentation of the
calculation or contents of the accrual for income taxes and denies the auditor
access to client personnel responsible for making the judgments and estimates
relating to the accrual, the auditor should assess the importance of that
inadequacy in the accounting records and the client imposed limitation on his
or her ability to form an opinion on the financial statements. Also, if the client
has appropriate documentation but denies the auditor access to it and to client
personnel who possess the information, the auditor should assess the impor
tance of the client-imposed scope limitation on his or her ability to form an
opinion.

.10 The third standard of field work requires the auditor to obtain suffi
cient competent evidential matter through, among other things, inspection and
inquiries to afford a reasonable basis for an opinion on the financial state
ments. Section 326, Evidential Matter, paragraph .25, requires the auditor to
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obtain sufficient competent evidential matter about assertions in the financial
statements of material significance or else to qualify or disclaim his or her
opinion on the statements. Section 508, Reports on Audited Financial State
ments, paragraph .24, states that, “When restrictions that significantly limit
the scope of the audit are imposed by the client, ordinarily the auditor should
disclaim an opinion on the financial statements.” Also, section 333 on Manage
ment Representations requires the auditor to obtain written representations
from management. Section 333.06 states that specific representations should
relate to the following matters, “availability of all financial records and related
data,” and section 333.08 states that a materiality limit does not apply to that
representation. Section 333.13 states that “management’s refusal to furnish a
written representation” constitutes a limitation on the scope of the audit
sufficient to preclude an unqualified opinion.
.11 Question—A client may allow the auditor to inspect its tax accrual
workpapers, but request that copies not be retained for audit documentation,
particularly copies of the tax liability contingency analysis. The client also may
suggest that the auditor not prepare and maintain similar documentation of
his or her own. What should the auditor consider in deciding a response to such
a request?

.12 Interpretation—Section 339? Audit Documentation, states that audit
documentation is the principal record of auditing procedures applied, evidence
obtained, and conclusions reached by the auditor in the engagement. Audit
documentation should include sufficient competent evidential matter to afford
a reasonable basis for an opinion. In addition, audit documentation should be
sufficient to enable members of the engagement team with supervision and
review responsibilities to understand the nature, timing, extent, and results of
auditing procedures performed, and the evidence obtained. Section 326, Evi
dential Matter, paragraph .17, states that corroborating information includes
information obtained by the auditor from inquiry, observation, inspection, and
physical examination. The quantity, type, and content of audit documentation
are matters of the auditor’s professional judgment (see section 339.§)
.13 The auditor’s documentation of the results of auditing procedures
directed at the tax accounts and related disclosures also should include suffi
cient competent evidential matter about the significant elements of the client’s
tax liability contingency analysis. This documentation should include copies of
the client’s documents, schedules, or analyses (or auditor-prepared summaries
thereof) to enable the auditor to support his or her conclusions regarding the
appropriateness of the client’s accounting and disclosure of significant tax-re
lated contingency matters. The audit documentation should reflect the proce
dures performed and conclusions reached by the auditor and, for significant
matters, include the client’s documentary support for its financial statement
amounts and disclosures.
.14 The audit documentation should include the significant elements of
the client’s analysis of tax contingencies or reserves, including roll-forward of
material changes to such reserves. In addition, the documentation should
provide the client’s position and support for income tax related disclosures,
such as its effective tax rate reconciliation, and support for its intra-period
allocation of income tax expense or benefit to continuing operations and to
§ AU section 339 has been superseded and replaced by PCAOB Auditing Standard No. 3, Audit
Documentation (PCAOB Release No. 2004-006). The PCAOB has not yet made all conforming
changes that may be necessary.
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items other than continuing operations. Where applicable, the documentation
also should include the client’s basis for assessing deferred tax assets and
related valuation allowances and its support for applying the “indefinite rever
sal criteria” in APB Opinion No. 23, Accounting for Income Taxes—Special
Areas, including its specific plans for reinvestment of undistributed foreign
earnings.
.15 Question—In some situations, a client may furnish its outside legal
counsel or in-house legal or tax counsel with information concerning the tax
contingencies covered by the accrual for income taxes included in the financial
statements and ask counsel to provide the auditor an opinion on the adequacy
of the accrual for those contingencies.

.16 In such circumstances, rather than inspecting and obtaining docu
mentary evidence of the client’s tax liability contingency analysis and making
inquiries of the client, may the auditor consider the counsel as a specialist
within the meaning of section 336, Using the Work of a Specialist, and rely
solely on counsel’s opinion as an appropriate procedure for obtaining evidential
matter to support his or her opinion on the financial statements?
.17 Interpretation—No. The opinion of legal counsel in this situation
would not provide sufficient competent evidential matter to afford a reasonable
basis for an opinion on the financial statements.

.18 Section 336.01 defines a specialist as “a person (or firm) possessing
special skill or knowledge in a particular field other than accounting or
auditing.” It is intended to apply to situations requiring special knowledge of
matters about which the auditor does not have adequate technical training and
proficiency. The auditor’s education, training, and experience, on the other
hand, do enable him or her to be knowledgeable concerning income tax matters
and competent to assess their presentation in the financial statements.
.19 The opinion of legal counsel on specific tax issues that he or she is
asked to address and to which he or she has devoted substantive attention, as
contemplated by section 337, Inquiry of a Client’s Lawyer Concerning Litiga
tion, Claims, and Assessments, can be useful to the auditor in forming his or
her own opinion. However, the audit of income tax accounts requires a combi
nation of tax expertise and knowledge about the client’s business that is
accumulated during all aspects of an audit. Therefore, as stated above, it is not
appropriate for the auditor to rely solely on such legal opinion.

.20 Question—-A client may have obtained the advice or opinion of an
outside tax adviser related to the tax accrual or matters affecting it, including
tax contingencies, and further may attempt to limit the auditor’s access to such
advice or opinion, or limit the auditor’s documentation of such advice or
opinion. This limitation on the auditor’s access may be proposed on the basis
that such information is privileged. Can the auditor rely solely on the conclu
sions of third party tax advisers? What evidential matter should the auditor
obtain and include in the audit documentation?

.21 Interpretation—As discussed in paragraphs .17 through. 19 above, the
auditor cannot accept a client’s or a third party’s analysis or opinion with
respect to tax matters without careful consideration and application of the
auditor’s tax expertise and knowledge about the client’s business. As a result
of applying such knowledge to the facts, the auditor may encounter situations
in which the auditor either disagrees with the position taken by the client, or
its advisers, or does not have sufficient competent evidential matter to support
his or her opinion.
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.22 If the client’s support for the tax accrual or matters affecting it,
including tax contingencies, is based upon an opinion issued by an outside
adviser with respect to a potentially material matter, the auditor should obtain
access to the opinion, notwithstanding potential concerns regarding attorneyclient or other forms of privilege. The audit documentation should include
either the actual advice or opinions rendered by an outside adviser, or other
sufficient documentation or abstracts supporting both the transactions or facts
addressed as well as the analysis and conclusions reached by the client and
adviser. Alternatives such as redacted or modified opinions may be considered,
but must nonetheless include sufficient content to articulate and document the
client’s position so that the auditor can formulate his or her conclusion.
Similarly, it may be possible to accept a client’s analysis summarizing an
outside adviser’s opinion, but the client’s analysis must provide sufficient
competent evidential matter for the auditor to formulate his or her conclusion.
In addition, client representations may be obtained stating that the client has
not received any advice or opinions that are contradictory to the client’s
support for the tax accrual.
.23 If the auditor is unable to accumulate sufficient competent evidence
about whether there is a supported and reasonable basis for the client’s
position, the auditor should consider the effect of this scope limitation on his
or her report.

[Issue Date: March, 1981; Amended: April 9, 2003.]
3. The Auditor's Consideration of the Completeness Assertion

.24 Question—Section 326, Evidential Matter, paragraph .03, identifies
five categories of assertions that are embodied in financial statement compo
nents. In obtaining audit evidence about four of these categories—existence or
occurrence, rights and obligations, valuation or allocation, and presentation
and disclosure—the auditor considers transactions and accounts that are
included in the financial statements. In contrast, in obtaining audit evidence
about the completeness assertion, the auditor considers whether transactions
and accounts have been improperly excluded from the financial statements.
May management’s written representations and the auditor’s assessment of
control risk constitute sufficient audit evidence about the completeness asser
tion? [Paragraph renumbered by the amendment to Interpretation No. 2, April
2003.]

.25 Interpretation—Written representations from management are a part
of the evidential matter the auditor obtains in an audit performed in accord
ance with generally accepted auditing standards. Management’s repre
sentations about the completeness assertion, whether considered alone or in
combination with the auditor’s assessment of control risk, do not constitute
sufficient audit evidence to support that assertion. Obtaining such repre
sentations complements but does not replace other auditing procedures that
the auditor should perform. [Paragraph renumbered by the amendment to
Interpretation No. 2, April 2003.]
.26 In planning audit procedures to obtain evidence about the complete
ness assertion, the auditor should consider the inherent risk that transactions
and accounts have been improperly omitted from the financial statements.
When the auditor assesses the inherent risk of omission for a particular
account balance or class of transactions to be such that he believes omissions
could exist that might be material when aggregated with errors in other
balances or classes, he should restrict the audit risk of omission by performing
substantive tests designed to obtain evidence about the completeness asser
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tion. Substantive tests designed primarily to obtain evidence about the com
pleteness assertion include analytical procedures and tests of details of related
populations.2 [Paragraph renumbered by the amendment to Interpretation
No. 2, April 2003.]

.27 The extent of substantive tests of completeness may properly vary in
relation to the assessed level of control risk. Because of the unique nature of
the completeness assertion, an assessed level of control risk below the maxi
mum may be an effective means for the auditor to obtain evidence about that
assertion. Although an assessed level of control risk below the maximum is not
required to satisfy the auditor’s objectives with respect to the completeness
assertion, the auditor should consider that for some transactions (e.g., reve
nues that are received primarily in cash, such as those of a casino or of some
charitable organizations) it may be difficult to limit audit risk for those
assertions to an acceptable level without an assessed level of control risk below
the maximum. [Paragraph renumbered by the amendment to Interpretation
No. 2, April 2003.]

[Issue Date: April, 1986.]

4. Applying Auditing Procedures to Segment Disclosures in Financial
Statements
.28 Introduction—Financial Accounting Standards Board (FASB) State
ment No. 131, Disclosures about Segments of an Enterprise and Related Infor
mation [AC section S30], establishes standards for the way that public
business enterprises3 disclose information about segments in annual financial
statements and in condensed financial statements of interim periods issued to
shareholders. FASB Statement No. 131 [AC section S30] does not apply to
nonpublic entities or to not-for-profit organizations, although those entities are
encouraged to provide the disclosures described therein. FASB Statement No.
131 [AC section S30] is effective for fiscal years beginning after December 15,
1997. [Paragraph renumbered by the amendment to Interpretation No. 2, April
2003.]
.29 FASB Statement No. 131 [AC section S30] requires that public busi
ness enterprises report financial and descriptive information about their re
portable operating segments including factors used to identify reportable
segments; a measure of profit or loss, certain revenue and expense items, and
assets of reportable operating segments and the basis of measurement of these
items; and reconciliations of these measures and any other significant operat
ing segment items to enterprise totals. FASB Statement No. 131 [AC section
S30] requires that the management approach be used to identify operating
segments and to measure the financial information disclosed about operating
segments. The management approach focuses on the financial information
that an entity’s chief operating decision maker (chief executive officer, chief
operating officer or other individual or group exercising similar decision-making
2 For purposes of this interpretation, a related population is a population other than the recorded
account balance or class of transactions being audited that would be expected to contain evidence of
whether all accounts or transactions that should be presented in that balance or class are so included.
3 FASB Statement No. 131, paragraph 9 [AC section S30.108], states: “Public business enter
prises are those business enterprises that have issued debt or equity securities that are traded in a
public market (a domestic or foreign stock exchange or an over-the-counter market, including local or
regional markets), that are required to file financial statements with the Securities and Exchange
Commission, or that provide financial statements for the purpose of issuing any class of securities in
a public market.”
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authority) uses internally to evaluate the performance of, and to allocate
resources to, segments. FASB Statement No. 131 [AC section S30] also re
quires that public business enterprises report certain information about prod
ucts and services, geographic areas, and major customers regardless of
whether that information is used by management in assessing segment per
formance. [Paragraph renumbered by the amendment to Interpretation No. 2,
April 2003.]
.30 Question—What is the auditor’s objective when applying auditing
procedures to segment disclosures in an entity’s financial statements? [Para
graph renumbered by the amendment to Interpretation No. 2, April 2003.]
.31 Interpretation—The auditor performing an audit of financial state
ments in accordance with generally accepted auditing standards considers
segment disclosures, as other informative disclosures, in relation to the finan
cial statements taken as a whole. Accordingly, the auditor is not required to
apply procedures as extensive as would be necessary to express an opinion on
the segment information taken by itself. [Paragraph renumbered by the
amendment to Interpretation No. 2, April 2003.]

.32 Question—What should the auditor consider with respect to segment
disclosures in planning the audit? [Paragraph renumbered by the amendment
to Interpretation No. 2, April 2003.]
.33 Interpretation—The auditor should obtain an understanding of who
performs the function of the chief operating decision maker (CODM), and how
management organizes the entity into operating segments for internal report
ing purposes. The auditor also should consider the nature and extent of
differences, if any, between the information systems used to generate data that
the CODM uses to allocate resources to, and evaluate results of, the operating
segments and the information systems that generate data for external report
ing purposes. When a different system is used to generate the data underlying
segment disclosures, the auditor needs to obtain only a general understanding
of that system. Consistent with the management approach to accounting for
segments, auditing procedures primarily are directed at obtaining sufficient
competent evidential matter to support conclusions that the segment informa
tion disclosed is the same information that is used by the CODM; that the basis
on which the information was prepared is the basis disclosed and the disclo
sures are adequate; that aggregation criteria have been appropriately applied,
if applicable; and that all significant segment items are reconciled to consoli
dated totals in the financial statements. The types of procedures needed to
obtain such evidence are described in paragraphs .35 and .37 of this Interpre
tation. [Paragraph renumbered by the amendment to Interpretation No. 2,
April 2003.]
.34 Question—What procedures should the auditor consider performing
to evaluate whether the entity appropriately identified its reportable operating
segments in accordance with FASB Statement No. 131 [AC section S30]?
[Paragraph renumbered by the amendment to Interpretation No. 2, April
2003.]
.35 Interpretation—Procedures that the auditor should consider perform
ing to evaluate whether the entity appropriately identified its reportable
operating segments in accordance with FASB Statement No. 131 [AC section
S30] include the following:

a.

Inquire of management concerning its methods of identifying oper
ating segments, and consider the reasonableness of those methods
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in light of the characteristics of operating segments described in
FASB Statement No. 131, paragraph 10 [AC section S30.109].

b.

Review corroborating evidence, such as information that the CODM
uses to assess performance and allocate resources, material pre
sented to the board of directors, minutes from the meetings of the
board of directors, and information that management provides in
management’s discussion and analysis (MD&A), to financial ana
lysts, and in the chairman’s letter to shareholders, for consistency
with financial statement disclosures.

c.

If the CODM uses more than one set of segment information for
analyzing results of operations, consider whether management’s
identification of operating segments is in accordance with FASB
Statement No. 131, paragraphs 13 through 15 [AC section S30.112114].

d.

Assess whether the entity has applied aggregation criteria, if appli
cable, and quantitative thresholds described in FASB Statement No.
131, paragraphs 17 through 24 [AC section S30.116-123], appropri
ately to determine its reportable operating segments.

e.

Obtain management’s written representation that operating seg
ments are appropriately identified and disclosed in accordance with
FASB Statement No. 131 [AC section S30].

[Paragraph renumbered by the amendment to Interpretation No. 2, April
2003.]
.36 Question—What procedures should the auditor consider performing
to evaluate the adequacy and completeness of management’s disclosures about
reportable operating segments and about products and services, geographic
areas, and major customers? [Paragraph renumbered by the amendment to
Interpretation No. 2, April 2003.]
.37 Interpretation—The tests of underlying accounting records normally
applied in an audit of financial statements may provide evidence about man
agement’s disclosures of information about products and services, geographic
areas, and major customers, as well as how management allocates the entity’s
revenue, expenses, and assets among operating segments. The auditor should
consider applying the following procedures to obtain additional evidence about
segment disclosures:

a.

Perform analytical procedures on the information about segments to
identify and provide a basis for inquiry about relationships and
individual items that appear to be unusual and may indicate mis
statements. Analytical procedures, for purposes of this Interpreta
tion, consist of comparison of the segment information with
comparable information for the immediately preceding year and
comparison of the segment information with any available related
budgeted information for the current year. In applying these proce
dures, the auditor should consider the types of matters that in the
preceding year have required accounting adjustments of segment
information.

b.

Evaluate the adequacy of disclosures with regard to (i) general
information; (ii) information about reported segment profit or loss,
segment assets, and the basis of measurement; and (iii) reconcili
ations of the totals of segment revenues, reported profit or loss, assets
and other significant items to corresponding enterprise amounts, as
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required in FASB Statement No. 131, paragraphs 26 through 32 [AC
section S30.125-131].
c.

Review the reconciliations (including supporting schedules) of the
totals of segment revenues, reported profit or loss, assets, and other
significant items to consolidated totals to assess whether significant
items are properly disclosed.

d.

If the composition of an entity’s reportable segments changes as a
result of an entity’s reorganization of its internal structure, assess
whether segment information for prior periods has been restated, if
practicable, in accordance with FASB Statement No. 131, paragraph
34 [AC section S30.133]. If restatement is not practicable, assess
whether the segment information for the current period is stated
under both the old basis and the new basis of segmentation in the
year in which the change occurs, if practicable, in accordance with
FASB Statement No. 131, paragraph 35 [AC section S30.134].

[Paragraph renumbered by the amendment to Interpretation No. 2, April
2003.]

.38 Question—What are the implications related to segment information
for the auditor’s report on the financial statements? [Paragraph renumbered
by the amendment to Interpretation No. 2, April 2003.]
.39 Interpretation—The auditor’s standard report on financial state
ments prepared in conformity with generally accepted accounting principles
implicitly applies to segment information included in those statements in the
same manner that it applies to other informative disclosures in the financial
statements. The auditor’s standard report would not refer to segment informa
tion unless the audit revealed a misstatement or omission relating to the
segment information that is material in relation to the financial statements
taken as a whole or the auditor was unable to apply the auditing procedures
that he or she considered necessary in the circumstances. The auditor should
consider qualitative as well as quantitative factors in evaluating whether such
a matter is material to the financial statements taken as a whole. The signifi
cance of a matter to a particular entity (for example, a misstatement of the
revenue and operating profit of a relatively small segment that is represented
by management to be important to the future profitability of the entity), the
pervasiveness of a matter (for example, whether it affects the amounts and
presentation of numerous items in the segment information), and the impact
of a matter (for example, whether it distorts the trends reflected in the segment
information) should all be considered in judging whether a matter relating to
segment information is material to the financial statements taken as a whole.
Accordingly, situations may arise in practice where the auditor will conclude
that a matter relating to segment information is qualitatively material even
though, in his or her judgment, it is quantitatively immaterial to the financial
statements taken as a whole. [Paragraph renumbered by the amendment to
Interpretation No. 2, April 2003.]
.40 If the auditor concludes that an omission or misstatement of segment
information is material to the financial statements taken as a whole, he or she
should consider the reporting guidance in section 508, Reports on Audited
Financial Statements, paragraphs .35 through .42, relating to departures from
generally accepted accounting principles. If the auditor has been unable to
perform auditing procedures on segment information that he or she considers
necessary, the auditor should consider the reporting guidance in section 508.22
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through .26 relating to scope limitations. [Paragraph renumbered by the
amendment to Interpretation No. 2, April 2003.]
.41 Auditors are not required to refer in their audit reports (a) to changes
required by the implementation of FASB Statement No. 131 [AC section S30]
or (b) to subsequent changes in operating segments, provided that the financial
statements clearly disclose that the information presented in segment disclo
sures for earlier periods has been restated, where applicable. Such disclosure
would be similar to that for reclassification of prior-year financial information
made for comparative purposes. In financial statements where segment infor
mation for earlier periods has not been restated, auditors are not required to
refer in their audit reports to the variance in disclosure between the compara
tive periods, provided the financial statements clearly disclose why the earlier
periods have not been restated. [Paragraph renumbered by the amendment to
Interpretation No. 2, April 2003.]

[Issue Date: August, 1998; Revised: April, 2003.]
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AU Section 328

Auditing Fair Value Measurements
and Disclosures
Source: SAS No. 101.

Effective for audits of financial statements for periods beginning on or after June 15,
2003, unless otherwise indicated.

Introduction
.01 The purpose of this section is to establish standards and provide
guidance on auditing fair value measurements and disclosures contained in
financial statements. In particular, this section addresses audit considerations
relating to the measurement and disclosure of assets, liabilities, and specific
components of equity presented or disclosed at fair value in financial state
ments. Fair value measurements of assets, liabilities, and components of
equity may arise from both the initial recording of transactions and later
changes in value. Changes in fair value measurements that occur over time
may be treated in different ways under generally accepted accounting princi
ples (GAAP). For example, GAAP may require that some fair value changes be
reflected in net income and that other fair value changes be reflected in other
comprehensive income and equity.

.02 While this section provides guidance on auditing fair value measure
ments and disclosures, evidence obtained from other audit procedures also may
provide evidence relevant to the measurement and disclosure of fair values.
For example, inspection procedures to verify existence of an asset measured at
fair value also may provide relevant evidence about its valuation, such as the
physical condition of the asset.
.03 The auditor should obtain sufficient competent audit evidence to
provide reasonable assurance that fair value measurements and disclosures
are in conformity with GAAP. GAAP requires that certain items be measured
at fair value. Financial Accounting Standards Board (FASB) Statement of
Financial Accounting Concepts No. 7, Using Cash Flow Information and
Present Value in Accounting Measurements, defines the fair value of an asset
(liability) as “the amount at which that asset (or liability) could be bought (or
incurred) or sold (or settled) in a current transaction between willing parties,
that is, other than in a forced or liquidation sale.”1 Although GAAP may not
prescribe the method for measuring the fair value of an item, it expresses a
preference for the use of observable market prices to make that determination.
1 Generally accepted accounting principles (GAAP) contain various definitions of fair value.
However, all of the definitions reflect the concepts in the definition that appears in Financial
Accounting Standards Board (FASB) Statement of Financial Accounting Concepts No. 7, Using Cash
Flow Information and Present Value in Accounting Measurements. For example, Governmental
Accounting Standards Board Statement of Governmental Accounting Standards No. 31, Accounting
and Financial Reporting for Certain Investments and for External Investment Pools, defines fair value
as “the amount at which an investment could be exchanged in a current transaction between willing
parties, other than in a forced or liquidation sale.”
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In the absence of observable market prices, GAAP requires fair value to be
based on the best information available in the circumstances.
.04 Management is responsible for making the fair value measurements
and disclosures included in the financial statements. As part of fulfilling its
responsibility, management needs to establish an accounting and financial
reporting process for determining the fair value measurements and disclo
sures, select appropriate valuation methods, identify and adequately support
any significant assumptions used, prepare the valuation, and ensure that the
presentation and disclosure of the fair value measurements are, in accordance
with GAAP.
.05 Fair value measurements for which observable market prices are not
available are inherently imprecise. That is because, among other things, those
fair value measurements may be based on assumptions about future condi
tions, transactions, or events whose outcome is uncertain and will therefore be
subject to change over time. The auditor’s consideration of such assumptions
is based on information available to the auditor at the time of the audit. The
auditor is not responsible for predicting future conditions, transactions, or
events that, had they been known at the time of the audit, may have had a
significant effect on management’s actions or management’s assumptions
underlying the fair value measurements and disclosures.2
.06 Assumptions used in fair value measurements are similar in nature
to those required when developing other accounting estimates. However, if
observable market prices are not available, GAAP requires that valuation
methods incorporate assumptions that marketplace participants would use in
their estimates of fair value whenever that information is available without
undue cost and effort. If information about market assumptions is not avail
able, an entity may use its own assumptions as long as there are no contrary
data indicating that marketplace participants would use different assump
tions. These concepts generally are not relevant for accounting estimates made
under measurement bases other than fair value. Section 342, Auditing Ac
counting Estimates, provides guidance on auditing accounting estimates in
general. This section addresses considerations similar to those in section 342
as well as others in the specific context of fair value measurements and
disclosures in accordance with GAAP.

.07 GAAP requires or permits a variety of fair value measurements and.
disclosures in financial statements. GAAP also varies in the level of guidance
that it provides on measuring fair values and disclosures. While this section
provides guidance on auditing fair value measurements and disclosures, it
does not address specific types of assets, liabilities, components of equity,
transactions, or industry-specific practices.3
.08 The measurement of fair value may be relatively simple for certain
assets or liabilities, for example, investments that are bought and sold in active
markets that provide readily available and reliable information on the prices
at which actual exchanges occur. For those items, the existence of published
price quotations in an active market is the best evidence of fair value. The
measurement of fair value for other assets or liabilities may be more complex.

2 For purposes of this section, management’s assumptions include assumptions developed by
management under the guidance of the board of directors and assumptions developed by a specialist
engaged or employed by management.
3 See, for example, section 332, Auditing Derivative Instruments, Hedging Activities, and Invest
ments in Securities.
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A specific asset may not have an observable market price or may possess such
characteristics that it becomes necessary for management to estimate its fair
value based on the best information available in the circumstances (for exam
ple, a complex derivative financial instrument). The estimation of fair value
may be achieved through the use of a valuation method (for example, a model
premised on discounting of estimated future cash flows).

Understanding the Entity's Process for Determining
Fair Value Measurements and Disclosures and the
Relevant Controls, and Assessing Risk
.09 The auditor should obtain an understanding of the entity’s process for
determining fair value measurements and disclosures and of the relevant
controls sufficient to develop an effective audit approach.
.10 Management is responsible for establishing an accounting and finan
cial reporting process for determining fair value measurements. In some cases,
the measurement of fair value and therefore the process set up by management
to determine fair value may be simple and reliable. For example, management
may be able to refer to published price quotations in an active market to
determine fair value for marketable securities held by the entity. Some fair
value measurements, however, are inherently more complex than others and
involve uncertainty about the occurrence of future events or their outcome, and
therefore assumptions that may involve the use of judgment need to be made
as part of the measurement process.

.11 Section 319, Consideration of Internal Control in a Financial State
ment Audit, as amended, requires the auditor to obtain an understanding of
each of the five components of internal control sufficient to plan the audit. In
the specific context of this section, the auditor obtains such an understanding
related to the determination of the entity’s fair value measurements and
disclosures in order to plan the nature, timing, and extent of the audit proce
dures.

.12 When obtaining an understanding of the entity’s process for deter
mining fair value measurements and disclosures, the auditor considers, for
example:
•

Controls over the process used to determine fair value measurements,
including, for example, controls over data and the segregation of duties
between those committing the entity to the underlying transactions
and those responsible for undertaking the valuations.

•

The expertise and experience of those persons determining the fair
value measurements.

•

The role that information technology has in the process.

•

The types of accounts or transactions requiring fair value measure
ments or disclosures (for example, whether the accounts arise from the
recording of routine and recurring transactions or whether they arise
from nonroutine or unusual transactions).

•

The extent to which the entity’s process relies on a service organization
to provide fair value measurements or the data that supports the
measurement. When an entity uses a service organization, the auditor
considers the requirements of section 324, Service Organizations, as
amended.
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•

The extent to which the entity engages or employs specialists in
determining fair value measurements and disclosures.

•

The significant management assumptions used in determining fair
value.

•

The documentation supporting management’s assumptions.

•

The process used to develop and apply management assumptions,
including whether management used available market information to
develop the assumptions.

•

The process used to monitor changes in management’s assumptions.

•

The integrity of change controls and security procedures for valuation
models and relevant information systems, including approval processes.

•

The controls over the consistency, timeliness, and reliability of the
data used in valuation models.

.13 The auditor uses his or her understanding of the entity’s process,
including its complexity, and of the controls when assessing the risk of material
misstatement. Based on that risk assessment, the auditor determines the
nature, timing, and extent of the audit procedures. The risk of material
misstatement may increase as the accounting and financial reporting require
ments for fair value measurements become more complex.
.14 Section 319 discusses the inherent limitations of internal control. As
fair value determinations often involve subjective judgments by management,
this may affect the nature of controls that are capable of being implemented,
including the possibility of management override of controls (see section 316,
Consideration of Fraud in a Financial Statement Audit. The auditor considers
the inherent limitations of internal control in such circumstances in assessing
control risk.

Evaluating Conformity of Fair Value Measurements
and Disclosures With GAAP
.15 The auditor should evaluate whether the fair value measurements
and disclosures in the financial statements are in conformity with GAAP. The
auditor’s understanding of the requirements of GAAP and knowledge of the
business and industry, together with the results of other audit procedures, are
used to evaluate the accounting for assets or liabilities requiring fair value
measurements, and the disclosures about the basis for the fair value measure
ments and significant uncertainties related thereto.
.16 The evaluation of the entity’s fair value measurements and of the
audit evidence depends, in part, on the auditor’s knowledge of the nature of the
business. This is particularly true where the asset or liability or the valuation
method is highly complex. For example, derivative financial instruments may
be highly complex, with a risk that differing assumptions used in determining
fair values will result in different conclusions. The measurement of the fair
value of some items, for example “in process research and development” or
intangible assets acquired in a business combination, may involve special
considerations that are affected by the nature of the entity and its operations.
Also, the auditor’s knowledge of the business, together with the results of other
audit procedures, may help identify assets for which management should
assess the need to recognize an impairment loss under applicable GAAP.
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.17 The auditor should evaluate management’s intent to carry out specific
courses of action where intent is relevant to the use of fair value measure
ments, the related requirements involving presentation and disclosures, and
how changes in fair values are reported in financial statements. The auditor
also should evaluate management’s ability to carry out those courses of action.
Management often documents plans and intentions relevant to specific assets
or liabilities and GAAP may require it to do so. While the extent of evidence to
be obtained about management’s intent and ability is a matter of professional
judgment, the auditor’s procedures ordinarily include inquiries of manage
ment, with appropriate corroboration of responses, for example, by:

•

Considering management’s past history of carrying out its stated
intentions with respect to assets or liabilities.

•

Reviewing written plans and other documentation, including, where
applicable, budgets, minutes, and other such items.

•

Considering management’s stated reasons for choosing a particular
course of action.

•

Considering management’s ability to carry out a particular course of
action given the entity’s economic circumstances, including the impli
cations of its contractual commitments.

.18 When there are no observable market prices and the entity estimates
fair value using a valuation method, the auditor should evaluate whether the
entity’s method of measurement is appropriate in the circumstances. That
evaluation requires the use of professional judgment. It also involves obtaining
an understanding of management’s rationale for selecting a particular method
by discussing with management its reasons for selecting the valuation method.
The auditor considers whether:
a.

Management has sufficiently evaluated and appropriately applied
the criteria, if any, provided by GAAP to support the selected method.

b.

The valuation method is appropriate in the circumstances given the
nature of the item being valued.

c.

The valuation method is appropriate in relation to the business,
industry, and environment in which the entity operates.

Management may have determined that different valuation methods result in
a range of significantly different fair value measurements. In such cases, the
auditor evaluates how the entity has investigated the reasons for these differ
ences in establishing its fair value measurements.
.19 The auditor should evaluate whether the entity’s method for deter
mining fair value measurements is applied consistently and if so, whether the
consistency is appropriate considering possible changes in the environment or
circumstances affecting the entity, or changes in accounting principles. If
management has changed the method for determining fair value, the auditor
considers whether management can adequately demonstrate that the method
to which it has changed provides a more appropriate basis of measurement or
whether the change is supported by a change in the GAAP requirements or a
change in circumstances.4 For example, the introduction of an active market
4 Paragraph 16 of Accounting Principles Board Opinion No. 20, Accounting Changes, states that
the presumption that an entity should not change an accounting principle may be overcome only if
the entity justifies the use of an alternative acceptable accounting principle on the basis that it is
preferable.
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for an equity security may indicate that the use of the discounted cash flows
method to estimate the fair value of the security is no longer appropriate.

Engaging a Specialist
.20 The auditor should consider whether to engage a specialist and use
the work of that specialist as evidential matter in performing substantive tests
to evaluate material financial statement assertions. The auditor may have the
necessary skill and knowledge to plan and perform audit procedures related to
fair values or may decide to use the work of a specialist. If the use of such a
specialist is planned, the auditor should consider the guidance in section 336,
Using the Work of a Specialist.

.21 When planning to use the work of a specialist in auditing fair value
measurements, the auditor considers whether the specialist’s understanding
of the definition of fair value and the method that the specialist will use to
determine fair value are consistent with those of management and with GAAP.
For example, the method used by a specialist for estimating the fair value of
real estate or a complex derivative may not be consistent with the measure
ment principles specified in GAAP. Accordingly, the auditor considers such
matters, often through discussions with the specialist or by reading the report
of the specialist.
.22 Section 336 provides that, while the reasonableness of assumptions
and the appropriateness of the methods used and their application are the
responsibility of the specialist, the auditor obtains an understanding of the as
sumptions and methods used. However, if the auditorbelieves the findings are
unreasonable, he or she applies additional procedures as required in section 336.

Testing the Entity's Fair Value Measurements
and Disclosures
.23 Based on the auditor’s assessment of the risk of material misstate
ment, the auditor should test the entity’s fair value measurements and disclo
sures. Because of the wide range of possible fair value measurements, from
relatively simple to complex, and the varying levels of risk of material mis
statement associated with the process for determining fair values, the auditor’s
planned audit procedures can vary significantly in nature, timing, and extent.
For example, substantive tests of the fair value measurements may involve (a)
testing management’s significant assumptions, the valuation model, and the
underlying data (see paragraphs .26 through .39), (b) developing independent
fair value estimates for corroborative purposes (see paragraph .40), or (c)
reviewing subsequent events and transactions (see paragraphs .41 and .42).

.24 Some fair value measurements are inherently more complex than

others. This complexity arises either because of the nature of the item being
measured at fair value or because of the valuation method used to determine
fair value. For example, in the absence of quoted prices in an active market, an
estimate of a security’s fair value may be based on valuation methods such as
the discounted cash flow method or the transactions method. Complex fair
value measurements normally are characterized by greater uncertainty re
garding the reliability of the measurement process. This greater uncertainty
may be a result of:

•

The length of the forecast period

•

The number of significant and complex assumptions associated with
the process
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•

A higher degree of subjectivity associated with the assumptions and
factors used in the process

•

A higher degree of uncertainty associated with the future occurrence
or outcome of events underlying the assumptions used

•

Lack of objective data when highly subjective factors are used

.25 The auditor uses both the understanding of management’s process for
determining fair value measurements and his or her assessment of the risk of
material misstatement to determine the nature, timing, and extent of the audit
procedures. The following are examples of considerations in the development
of audit procedures:

•

The fair value measurement (for example, a valuation by an inde
pendent appraiser) may be made at a date that does not coincide with
the date at which the entity is required to measure and report that
information in its financial statements. In such cases, the auditor
obtains evidence that management has taken into account the effect
of events, transactions, and changes in circumstances occurring be
tween the date of the fair value measurement and the reporting date.

•

Collateral often is assigned for certain types of investments in debt
instruments that either are required to be measured at fair value or
are evaluated for possible impairment. If the collateral is an important
factor in measuring the fair value of the investment or evaluating its
carrying amount, the auditor obtains sufficient competent audit evi
dence regarding the existence, value, rights, and access to or transferability of such collateral, including consideration of whether all
appropriate liens have been filed, and considers whether appropriate
disclosures about the collateral have been made.

•

In some situations, additional procedures, such as the inspection of an
asset by the auditor, may be necessary to obtain sufficient competent
audit evidence about the appropriateness of a fair value measurement.
For example, inspection of the asset may be necessary to obtain
information about the current physical condition of the asset relevant
to its fair value, or inspection of a security may reveal a restriction on
its marketability that may affect its value.

Testing Management's Significant Assumptions, the Valuation
Model, and the Underlying Data
.26 The auditor’s understanding of the reliability of the process used by
management to determine fair value is an important element in support of the
resulting amounts and therefore affects the nature, timing, and extent of audit
procedures. When testing the entity’s fair value measurements and disclo
sures, the auditor evaluates whether:

a.

Management’s assumptions are reasonable and reflect, or are not
inconsistent with, market information (see paragraph .06).

b.

The fair value measurement was determined using an appropriate
model, if applicable.

c.

Management used relevant information that was reasonably avail
able at the time.
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.27 Estimation methods and assumptions, and the auditor’s considera
tion and comparison of fair value measurements determined in prior periods,
if any, to results obtained in the current period, may provide evidence of the
reliability of management’s processes. However, the auditor also considers
whether variances from the prior-period fair value measurements result from
changes in market or economic circumstances.
.28 Where applicable, the auditor should evaluate whether the significant
assumptions used by management in measuring fair value, taken individually
and as a whole, provide a reasonable basis for the fair value measurements and
disclosures in the entity’s financial statements.
.29 Assumptions are integral components of more complex valuation
methods, for example, valuation methods that employ a combination of esti
mates of expected future cash flows together with estimates of the values of
assets or liabilities in the future, discounted to the present. Auditors pay
particular attention to the significant assumptions underlying a valuation
method and evaluate whether such assumptions are reasonable and reflect, or
are not inconsistent with, market information (see paragraph .06).
.30 Specific assumptions will vary with the characteristics of the item
being valued and the valuation approach used (for example, cost, market, or
income). For example, where the discounted cash flows method (a method
under the income approach) is used, there will be assumptions about the level
of cash flows, the period of time used in the analysis, and the discount rate.
.31 Assumptions ordinarily are supported by differing types of evidence
from internal and external sources that provide objective support for the
assumptions used. The auditor evaluates the source and reliability of evidence
supporting management’s assumptions, including consideration of the as
sumptions in light of historical and market information.

.32 Audit procedures dealing with management’s assumptions are per
formed in the context of the audit of the entity’s financial statements. The
objective of the audit procedures is therefore not intended to obtain sufficient
competent audit evidence to provide an opinion on the assumptions them
selves. Rather, the auditor performs procedures to evaluate whether the
assumptions provide a reasonable basis for measuring fair values in the
context of an audit of the financial statements taken as a whole.
.33 Identifying those assumptions that appear to be significant to the fair
value measurement requires the exercise of judgment by management. The
auditor focuses attention on the significant assumptions that management has
identified. Generally, significant assumptions cover matters that materially
affect the fair value measurement and may include those that are:
a.

Sensitive to variation or uncertainty in amount or nature. For exam
ple, assumptions about short-term interest rates may be less suscep
tible to significant variation compared to assumptions about
long-term interest rates.

b.

Susceptible to misapplication or bias.

.34 The auditor considers the sensitivity of the valuation to changes in
significant assumptions, including market conditions that may affect the
value. Where applicable, the auditor encourages management to use tech
niques such as sensitivity analysis to help identify particularly sensitive
assumptions. If management has not identified particularly sensitive assump
tions, the auditor considers whether to employ techniques to identify those
assumptions.
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.35 The evaluation of whether the assumptions provide a reasonable
basis for the fair value measurements relates to the whole set of assumptions
as well as to each assumption individually. Assumptions are frequently inter
dependent and therefore need to be internally consistent. A particular assump
tion that may appear reasonable when taken in isolation may not be
reasonable when used in conjunction with other assumptions. The auditor
considers whether management has identified the significant assumptions and
factors influencing the measurement of fair value.
.36 To be reasonable, the assumptions on which the fair value measure
ments are based (for example, the discount rate used in calculating the present
value of future cash flows),5 individually and taken as a whole, need to be
realistic and consistent with:
a.

The general economic environment, the economic environment of the
specific industry, and the entity’s economic circumstances;

b.

Existing market information;

c.

The plans of the entity, including what management expects will be
the outcome of specific objectives and strategies;

d.

Assumptions made in prior periods, if appropriate;

e.

Past experience of, or previous conditions experienced by, the entity
to the extent currently applicable;

f.

Other matters relating to the financial statements, for example,
assumptions used by management in accounting estimates for finan
cial statement accounts other than those relating to fair value meas
urements and disclosures; and

g.

The risk associated with cash flows, if applicable, including the
potential variability in the amount and timing of the cash flows and
the related effect on the discount rate.

Where assumptions are reflective of management’s intent and ability to carry
out specific courses of action, the auditor considers whether they are consistent
with the entity’s plans and past experience.

.37 If management relies on historical financial information in the devel
opment of assumptions, the auditor considers the extent to which such reliance
is justified. However, historical information might not be representative of
future conditions or events, for example, if management intends to engage in
new activities or circumstances change.
.38 For items valued by the entity using a valuation model, the auditor
does not function as an appraiser and is not expected to substitute his or her
judgment for that of the entity’s management. Rather, the auditor reviews the
model and evaluates whether the assumptions used are reasonable and the
model is appropriate considering the entity’s circumstances. For example, it
may be inappropriate to use discounted cash flows for valuing an equity
investment in a start-up enterprise if there are no current revenues on which
to base the forecast of future earnings or cash flows.
.39 The auditor should test the data used to develop the fair value
measurements and disclosures and evaluate whether the fair value measure
ments have been properly determined from such data and management’s
assumptions. Specifically, the auditor evaluates whether the data on which the
5 The auditor also should consider requirements of GAAP that may influence the selection of
assumptions (see FASB Concepts Statement No. 7).
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fair value measurements are based, including the data used in the work of a
specialist, is accurate, complete, and relevant; and whether fair value meas
urements have been properly determined using such data and management’s
assumptions. The auditor’s tests also may include, for example, procedures
such as verifying the source of the data, mathematical recomputation of inputs,
and reviewing of information for internal consistency, including whether such
information is consistent with management’s intent and ability to carry out
specific courses of action discussed in paragraph .17.

Developing Independent Fair Value Estimates for
Corroborative Purposes
.40 The auditor may make an independent estimate of fair value (for
example, by using an auditor-developed model) to corroborate the entity’s fair
value measurement.6 When developing an independent estimate using man
agement’s assumptions, the auditor evaluates those assumptions as discussed
in paragraphs .28 to .37. Instead of using management’s assumptions, the
auditor may develop his or her own assumptions to make a comparison with
management’s fair value measurements. In that situation, the auditor never
theless understands management’s assumptions. The auditor uses that under
standing to ensure that his or her independent estimate takes into
consideration all significant variables and to evaluate any significant differ
ence from management’s estimate. The auditor also should test the data used
to develop the fair value measurements and disclosures as discussed in para
graph .39.

Reviewing Subsequent Events and Transactions
.41 Events and transactions that occur after the balance-sheet date but
before completion of fieldwork (for example, a sale of an investment shortly after
the balance-sheet date), may provide audit evidence regarding management’s
fair value measurements as of the balance-sheet date.7 In such circumstances,
the audit procedures described in paragraphs .26 through .40 may be mini
mized or unnecessary because the subsequent event or transaction can be used
to substantiate the fair value measurement.
.42 Some subsequent events or transactions may reflect changes in cir
cumstances occurring after the balance-sheet date and thus do not constitute
competent evidence of the fair value measurement at the balance-sheet date
(for example, the prices of actively traded marketable securities that change
after the balance-sheet date). When using a subsequent event or transaction to
substantiate a fair value measurement, the auditor considers only those events
or transactions that reflect circumstances existing at the balance-sheet date.

Disclosures About Fair Values
.43 The auditor should evaluate whether the disclosures about fair values
made by the entity are in conformity with GAAP.8 Disclosure of fair value
information is an important aspect of financial statements. Often, fair value
disclosure is required because of the relevance to users in the evaluation of an
6 See section 329, Analytical Procedures.

7 The auditor’s consideration of a subsequent event or transaction, as contemplated in this
paragraph, is a substantive test and thus differs from the review of subsequent events performed
pursuant to section 560, Subsequent Events.
8 See also section 431, Adequacy of Disclosure in Financial Statements.
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entity’s performance and financial position. In addition to the fair value
information required under GAAP, some entities disclose voluntary additional
fair value information in the notes to the financial statements.
.44 When auditing fair value measurements and related disclosures in
cluded in the notes to the financial statements, whether required by GAAP or
disclosed voluntarily, the auditor ordinarily performs essentially the same
types of audit procedures as those employed in auditing a fair value measure
ment recognized in the financial statements. The auditor obtains sufficient
competent audit evidence that the valuation principles are appropriate under
GAAP and are being consistently applied, and that the method of estimation
and significant assumptions used are adequately disclosed in accordance with
GAAP.

.45 The auditor evaluates whether the entity has made adequate disclosures
about fair value information. If an item contains a high degree of measurement
uncertainty, the auditor assesses whether the disclosures are sufficient to
inform users of such uncertainty.9
.46 When disclosure of fair value information under GAAP is omitted
because it is not practicable to determine fair value with sufficient reliability,
the auditor evaluates the adequacy of disclosures required in these circum
stances. If the entity has not appropriately disclosed fair value information
required by GAAP, the auditor evaluates whether the financial statements are
materially misstated.

Evaluating the Results of Audit Procedures
.47 The auditor should evaluate the sufficiency and competence of the
audit evidence obtained from auditing fair value measurements and disclo
sures as well as the consistency of that evidence with other audit evidence
obtained and evaluated during the audit. The auditor’s evaluation of whether
the fair value measurements and disclosures in the financial statements are in
conformity with GAAP is performed in the context of the financial statements
taken as a whole (see section 312, Audit Risk and Materiality in Conducting
an Audit, paragraphs .36 through .41).

Management Representations
.48 Section 333, Management Representations, requires that the inde
pendent auditor obtain written representations from management as a part of
an audit of financial statements performed in accordance with generally ac
cepted auditing standards and provides guidance concerning the repre
sentations to be obtained. The auditor ordinarily should obtain written
representations from management regarding the reasonableness of significant
assumptions, including whether they appropriately reflect management’s in
tent and ability to carry out specific courses of action on behalf of the entity
where relevant to the use of fair value measurements or disclosures.
.49 Depending on the nature, materiality, and complexity of fair values,
management representations about fair value measurements and disclosures
contained in the financial statements also may include representations about:
9 See Statement of Position 94-6, Disclosure of Certain Significant Risks and Uncertainties.
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•

The appropriateness of the measurement methods, including related
assumptions, used by management in determining fair value and the
consistency in application of the methods.

•

The completeness and adequacy of disclosures related to fair values.

•

Whether subsequent events require adjustment to the fair value
measurements and disclosures included in the financial statements.

Communication With Audit Committees
.50 Section 380, Communication With Audit Committees, requires audi
tors to determine that certain matters related to the conduct of an audit are
communicated to audit committees. Certain accounting estimates are particu
larly sensitive because of their significance to the financial statements and
because of the possibility that future events affecting them may differ mark
edly from management’s current judgments. The auditor should determine
that the audit committee is informed about the process used by management
in formulating particularly sensitive accounting estimates, including fair value
estimates, and about the basis for the auditor’s conclusions regarding the
reasonableness of those estimates. For example, the auditor considers commu
nicating the nature of significant assumptions used in fair value measure
ments, the degree of subjectivity involved in the development of the
assumptions, and the relative materiality of the items being measured at fair
value to the financial statements as a whole. The auditor considers the guid
ance contained in section 380 when determining the nature and form of
communication.

Effective Date
.51 This section is effective for audits of financial statements for periods
beginning on or after June 15,2003. Earlier application of the provisions of this
section is permitted.
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AU Section 329

Analytical Procedures
(Supersedes section 318)
Source: SAS No. 56; SAS No. 96; PCAOB Release No. 2004-008.
Effective for audits of financial statements for periods beginning on or after January

1, 1989, unless otherwise indicated.

.01 This section provides guidance on the use of analytical procedures and
requires the use of analytical procedures in the planning and overall review
stages of all audits.

.02 Analytical procedures are an important part of the audit process and
consist of evaluations of financial information made by a study of plausible
relationships among both financial and nonfinancial data. Analytical proce
dures range from simple comparisons to the use of complex models involving
many relationships and elements of data. A basic premise underlying the
application of analytical procedures is that plausible relationships among data
may reasonably be expected to exist and continue in the absence of known
conditions to the contrary. Particular conditions that can cause variations in
these relationships include, for example, specific unusual transactions or
events, accounting changes, business changes, random fluctuations, or mis
statements.
.03 Understanding financial relationships is essential in planning and
evaluating the results of analytical procedures, and generally requires knowl
edge of the client and the industry or industries in which the client operates.
An understanding of the purposes of analytical procedures and the limitations
of those procedures is also important. Accordingly, the identification of the
relationships and types of data used, as well as conclusions reached when
recorded amounts are compared to expectations, requires judgment by the
auditor.

.04 Analytical procedures are used for the following purposes:
a.

To assist the auditor in planning the nature, timing, and extent of
other auditing procedures

b.

As a substantive test to obtain evidential matter about particular
assertions related to account balances or classes of transactions

c.

As an overall review of the financial information in the final review
stage of the audit

Analytical procedures should be applied to some extent for the purposes
referred to in (a) and (c) above for all audits of financial statements made in
accordance with generally accepted auditing standards. In addition, in some
cases, analytical procedures can be more effective or efficient than tests of
details for achieving particular substantive testing objectives.
.05 Analytical procedures involve comparisons of recorded amounts, or
ratios developed from recorded amounts, to expectations developed by the
auditor. The auditor develops such expectations by identifying and using
plausible relationships that are reasonably expected to exist based on the
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auditor’s understanding of the client and of the industry in which the client
operates. Following are examples of sources of information for developing
expectations:

a.

Financial information for comparable prior period(s) giving consid
eration to known changes

b.

Anticipated results—for example, budgets, or forecasts including
extrapolations from interim or annual data

c.

Relationships among elements of financial information within the
period

d.

Information regarding the industry in which the client operates—for
example, gross margin information

e.

Relationships of financial information with relevant nonfinancial
information

Analytical Procedures in Planning the Audit
.06 The purpose of applying analytical procedures in planning the audit
is to assist in planning the nature, timing, and extent of auditing procedures
that will be used to obtain evidential matter for specific account balances or
classes of transactions. To accomplish this, the analytical procedures used in
planning the audit should focus on (a) enhancing the auditor’s understanding
of the client’s business and the transactions and events that have occurred
since the last audit date, and (b) identifying areas that may represent specific
risks relevant to the audit. Thus, the objective of the procedures is to identify
such things as the existence of unusual transactions and events, and amounts,
ratios and trends that might indicate matters that have financial statement
and audit planning ramifications.
.07 Analytical procedures used in planning the audit generally use data
aggregated at a high level. Furthermore, the sophistication, extent and timing
of the procedures, which are based on the auditor’s judgment, may vary widely
depending on the size and complexity of the client. For some entities, the
procedures may consist of reviewing changes in account balances from the
prior to the current year using the general ledger or the auditor’s preliminary
or unadjusted working trial balance. In contrast, for other entities, the proce
dures might involve an extensive analysis of quarterly financial statements. In
both cases, the analytical procedures, combined with the auditor’s knowledge
of the business, serve as a basis for additional inquiries and effective planning.
.08 Although analytical procedures used in planning the audit often use
only financial data, sometimes relevant nonfinancial information is considered
as well. For example, number of employees, square footage of selling space,
volume of goods produced, and similar information may contribute to accom
plishing the purpose of the procedures.

Analytical Procedures Used as Substantive Tests
.09 The auditor’s reliance on substantive tests to achieve an audit objec
tive related to a particular assertion1 may be derived from tests of details, from
analytical procedures, or from a combination of both. The decision about which
procedure or procedures to use to achieve a particular audit objective is based
1 Assertions are representations by management that are embodied in financial statement
components. See section 326, Evidential Matter.
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on the auditor’s judgment on the expected effectiveness and efficiency of the
available procedures. For significant risks of material misstatement, it is
unlikely that audit evidence obtained from substantive analytical procedures
alone will be sufficient.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
.10 The auditor considers the level of assurance, if any, he wants from
substantive testing for a particular audit objective and decides, among other
things, which procedure, or combination of procedures, can provide that level
of assurance. For some assertions, analytical procedures are effective in pro
viding the appropriate level of assurance. For other assertions, however,
analytical procedures may not be as effective or efficient as tests of details in
providing the desired level of assurance. When designing substantive analyti
cal procedures, the auditor also should evaluate the risk of management
override of controls. As part of this process, the auditor should evaluate
whether such an override might have allowed adjustments outside of the
normal period-end financial reporting process to have been made to the finan
cial statements. Such adjustments might have resulted in artificial changes to
the financial statement relationships being analyzed, causing the auditor to
draw erroneous conclusions. For this reason, substantive analytical procedures
alone are not well suited to detecting fraud.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]

.11 The expected effectiveness and efficiency of an analytical procedure
in identifying potential misstatements depends on, among other things, (a) the
nature of the assertion, (b) the plausibility and predictability of the relation
ship, (c) the availability and reliability of the data used to develop the expecta
tion, and (d) the precision of the expectation.

Nature of Assertion
.12 Analytical procedures may be effective and efficient tests for asser
tions in which potential misstatements would not be apparent from an exami
nation of the detailed evidence or in which detailed evidence is not readily
available. For example, comparisons of aggregate salaries paid with the num
ber of personnel may indicate unauthorized payments that may not be appar
ent from testing individual transactions. Differences from expected
relationships may also indicate potential omissions when independent evi
dence that an individual transaction should have been recorded may not be
readily available.

Plausibility and Predictability of the Relationship
.13 It is important for the auditor to understand the reasons that make
relationships plausible because data sometimes appear to be related when they
are not, which could lead the auditor to erroneous conclusions. In addition, the
presence of an unexpected relationship can provide important evidence when
appropriately scrutinized.
.14 As higher levels of assurance are desired from analytical procedures,
more predictable relationships are required to develop the expectation. Rela
tionships in a stable environment are usually more predictable than relationships
in a dynamic or unstable environment. Relationships involving income statement
accounts tend to be more predictable than relationships involving only balance
sheet accounts since income statement accounts represent transactions over a
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period of time, whereas balance sheet accounts represent amounts as of a point
in time. Relationships involving transactions subject to management discre
tion are sometimes less predictable. For example, management may elect to
incur maintenance expense rather than replace plant and equipment, or they
may delay advertising expenditures.

Availability and Reliability of Data
.15 Data may or may not be readily available to develop expectations for
some assertions. For example, to test the completeness assertion, expected sales
for some entities might be developed from production statistics or square feet
of selling space. For other entities, data relevant to the assertion of complete
ness of sales may not be readily available, and it may be more effective or
efficient to use the details of shipping records to test that assertion.

.16 Before using the results obtained from substantive analytical proce
dures, the auditor should either test the design and operating effectiveness of
controls over financial information used in the substantive analytical proce
dures or perform other procedures to support the completeness and accuracy
of the underlying information. The auditor obtains assurance from analytical
procedures based upon the consistency of the recorded amounts with expecta
tions developed from data derived from other sources. The reliability of the
data used to develop the expectations should be appropriate for the desired
level of assurance from the analytical procedure. The auditor should assess the
reliability of the data by considering the source of the data and the conditions
under which it was gathered, as well as other knowledge the auditor may have
about the data. The following factors influence the auditor’s consideration of
the reliability of data for purposes of achieving audit objectives:

•

Whether the data was obtained from independent sources outside the
entity or from sources within the entity

•

Whether sources within the entity were independent of those who are
responsible for the amount being audited

•

Whether the data was developed under a reliable system with ade
quate controls

•

Whether the data was subjected to audit testing in the current or prior
year

•

Whether the expectations were developed using data from a variety of
sources

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]

Precision of the Expectation
.17 The expectation should be precise enough to provide the desired level
of assurance that differences that may be potential material misstatements,
individually or when aggregated with other misstatements, would be identified
for the auditor to investigate (see paragraph .20). As expectations become more
precise, the range of expected differences becomes narrower and, accordingly,
the likelihood increases that significant differences from the expectations are
due to misstatements. The precision of the expectation depends on, among
other things, the auditor’s identification and consideration of factors that
significantly affect the amount being audited and the level of detail of data
used to develop the expectation.
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.18 Many factors can influence financial relationships. For example, sales
are affected by prices, volume and product mix. Each of these, in turn, may be
affected by a number of factors, and offsetting factors can obscure misstate
ments. More effective identification of factors that significantly affect the
relationship is generally needed as the desired level of assurance from analyti
cal procedures increases.

.19 Expectations developed at a detailed level generally have a greater
chance of detecting misstatement of a given amount than do broad compari
sons. Monthly amounts will generally be more effective than annual amounts
and comparisons by location or line of business usually will be more effective
than company-wide comparisons. The level of detail that is appropriate will be
influenced by the nature of the client, its size and its complexity. Generally, the
risk that material misstatement could be obscured by offsetting factors in
creases as a client’s operations become more complex and more diversified.
Disaggregation helps reduce this risk.

Investigation and Evaluation of Significant Differences
.20 In planning the analytical procedures as a substantive test, the
auditor should consider the amount of difference from the expectation that can
be accepted without further investigation. This consideration is influenced
primarily by materiality and should be consistent with the level of assurance
desired from the procedures. Determination of this amount involves consider
ing the possibility that a combination of misstatements in the specific account
balances, or class of transactions, or other balances or classes could aggregate
to an unacceptable amount.2

.21 The auditor should evaluate significant unexpected differences. Re
considering the methods and factors used in developing the expectation and
inquiry of management may assist the auditor in this regard. Management
responses, however, should ordinarily be corroborated with other evidential
matter. In those cases when an explanation for the difference cannot be
obtained, the auditor should obtain sufficient evidence about the assertion by
performing other audit procedures to satisfy himself as to whether the differ
ence is a likely misstatement.3 In designing such other procedures, the auditor
should consider that unexplained differences may indicate an increased risk of
material misstatement. (See section 316, Consideration of Fraud in a Finan
cial Statement Audit.)

Documentation of Substantive Analytical Procedures
.22 When an analytical procedure is used as the principal substantive test
of a significant financial statement assertion, the auditor should document all
of the following:

a.

The expectation, where that expectation is not otherwise readily
determinable from the documentation of the work performed, and
factors considered in its development

b.

Results of the comparison of the expectation to the recorded amounts
or ratios developed from recorded amounts

2 See section 312, Audit Risk and Materiality in Conducting an Audit, paragraphs .24 through
.26.

3 See section 312.35.
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c.

Any additional auditing procedures performed in response to signifi
cant unexpected differences arising from the analytical procedure
and the results of such additional procedures

[Paragraph added, effective for audits of financial statements for periods
beginning on or after May 15, 2002, by Statement on Auditing Standards No.
96.]

Analytical Procedures Used in the Overall Review
.23 The objective of analytical procedures used in the overall review stage
of the audit is to assist the auditor in assessing the conclusions reached and in
the evaluation of the overall financial statement presentation. A wide variety
of analytical procedures may be useful for this purpose. The overall review
would generally include reading the financial statements and notes and con
sidering (a) the adequacy of evidence gathered in response to unusual or
unexpected balances identified in planning the audit or in the course of the
audit and (b) unusual or unexpected balances or relationships that were not
previously identified. Results of an overall review may indicate that additional
evidence may be needed. [Paragraph renumbered by the issuance of Statement
on Auditing Standards No. 96, January 2002.]

Effective Date
.24 This section is effective for audits of financial statements for periods
beginning on or after January 1, 1989. Early application of the provisions of
this section is permissible. [Paragraph renumbered by the issuance of State
ment on Auditing Standards No. 96, January 2002.]
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AU Section 330

The Confirmation Process
(Supersedes section 331.03-.08)

Source: SAS No. 67.

Effective for audits of fiscal periods ending after June 15, 1992, unless otherwise
indicated.

Introduction and Applicability
.01 This section provides guidance about the confirmation process in
audits performed in accordance with generally accepted auditing standards.
This section—

•

Defines the confirmation process (see paragraph .04).

•

Discusses the relationship of confirmation procedures to the auditor’s
assessment of audit risk (see paragraphs .05 through .10).

•

Describes certain factors that affect the reliability of confirmations
(see paragraphs .16 through .27).

•

Provides guidance on performing alternative procedures when responses
to confirmation requests are not received (see paragraphs .31 and .32).

•

Provides guidance on evaluating the results of confirmation proce
dures (see paragraph .33).

•

Specifically addresses the confirmation of accounts receivable and
supersedes section 331, Inventories, paragraphs .03-.08 and the por
tion of section 331.01 that addresses the confirmation of receivables
(see paragraphs .34 and .35). This section does not supersede the
portion of section 331.01 that addresses the observation of inventories.

.02 This section does not address the extent or timing of confirmation
procedures. Guidance on the extent of audit procedures (that is, considerations
involved in determining the number of items to confirm) is found in section 350,
Audit Sampling, and section 312, Audit Risk and Materiality in Conducting an
Audit. Guidance on the timing of audit procedures is included in section 313,
Substantive Tests Prior to the Balance-Sheet Date.
.03 In addition, this section does not address matters described in section
336, Using the Work of a Specialist, or in section 337, Inquiry of a Client’s
Lawyer Concerning Litigation, Claims, and Assessments.

Definition of the Confirmation Process
.04 Confirmation is the process of obtaining and evaluating a direct commu
nication from a third party in response to a request for information about a
particular item affecting financial statement assertions. The process includes—

•

Selecting items for which confirmations are to be requested.

•

Designing the confirmation request.
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•

Communicating the confirmation request to the appropriate third party.

•

Obtaining the response from the third party.

•

Evaluating the information, or lack thereof, provided by the third party
about the audit objectives, including the reliability of that information.

Relationship of Confirmation Procedures to the
Auditor's Assessment of Audit Risk
.05 Section 312 discusses the audit risk model. It describes the concept of
assessing inherent and control risks, determining the acceptable level of
detection risk, and designing an audit program to achieve an appropriately low
level of audit risk. The auditor uses the audit risk assessment in determining
the audit procedures to be applied, including whether they should include
confirmation.
.06 Confirmation is undertaken to obtain evidence from third parties
about financial statement assertions made by management. Section 326, Evi
dential Matter, states that, in general, it is presumed that “When evidential
matter can be obtained from independent sources outside an entity, it provides
greater assurance of reliability for the purposes of an independent audit than
that secured solely within the entity.”
.07 The greater the combined assessed level of inherent and control risk,
the greater the assurance that the auditor needs from substantive tests related
to a financial statement assertion. Consequently, as the combined assessed
level of inherent and control risk increases, the auditor designs substantive
tests to obtain more or different evidence about a financial statement asser
tion. In these situations, the auditor might use confirmation procedures rather
than or in conjunction with tests directed toward documents or parties within
the entity.
.08 Unusual or complex transactions may be associated with high levels
of inherent risk and control risk. If the entity has entered into an unusual or
complex transaction and the combined assessed level of inherent and control
risk is high, the auditor should consider confirming the terms of the transac
tion with the other parties in addition to examining documentation held by the
entity. For example, if the combined assessed level of inherent and control risk
over the occurrence of revenue related to an unusual, year-end sale is high, the
auditor should consider confirming the terms of that sale.
.09 The auditor should assess whether the evidence provided by confir
mations reduces audit risk for the related assertions to an acceptably low level.
In making that assessment, the auditor should consider the materiality of the
account balance and his or her inherent and control risk assessments. When
the auditor concludes that evidence provided by confirmations alone is not
sufficient, additional procedures should be performed. For example, to achieve
an appropriately low level of audit risk related to the completeness and
existence assertions for accounts receivable, an auditor may perform sales
cutoff tests in addition to confirming accounts receivable.

.10 The lower the combined assessed level of inherent and control risk,
the less assurance the auditor needs from substantive tests to form a conclu
sion about a financial statement assertion. Consequently, as the combined
assessed level of inherent and control risk decreases for a particular assertion,
the auditor may modify substantive tests by changing their nature from more
effective (but costly) tests to less effective (and less costly) tests. For example,
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if the combined assessed level of inherent and control risk over the existence
of cash is low, the auditor might limit substantive procedures to inspecting
client-provided bank statements rather than confirming cash balances.

Assertions Addressed by Confirmations
.11 For the evidence obtained to be competent, it must be reliable and
relevant. Factors affecting the reliability of confirmations are discussed in
paragraphs .16 through .27. The relevance of evidence depends on its relation
ship to the financial statement assertion being addressed. Section 326 classi
fies financial statement assertions into five categories:
a.

Existence or occurrence

b.

Completeness

c.

Rights and obligations

d.

Valuation or allocation

e.

Presentation and disclosure

.12 Confirmation requests, if properly designed by the auditor, may ad
dress any one or more of those assertions. However, confirmations do not
address all assertions equally well. Confirmation of goods held on consignment
with the consignee would likely be more effective for the existence and the
rights-and-obligations assertions than for the valuation assertion. Accounts
receivable confirmations are likely to be more effective for the existence
assertion than for the completeness and valuation assertions. Thus, when
obtaining evidence for assertions not adequately addressed by confirmations,
auditors should consider other audit procedures to complement confirmation
procedures or to be used instead of confirmation procedures.
.13 Confirmation requests can be designed to elicit evidence that ad
dresses the completeness assertion: that is, if properly designed, confirmations
may provide evidence to aid in assessing whether all transactions and accounts
that should be included in the financial statements are included. Their effec
tiveness in addressing the completeness assertion depends, in part, on whether
the auditor selects from an appropriate population for testing. For example,
when using confirmations to provide evidence about the completeness asser
tion for accounts payable, the appropriate population might be a list of vendors
rather than the amounts recorded in the accounts payable subsidiary ledger.
.14 Some confirmation requests are not designed to elicit evidence regard
ing the completeness assertion. For example, the AICPA Standard Form to
Confirm Account Balance Information With Financial Institutions is designed
to substantiate information that is stated on the confirmation request; the form
is not designed to provide assurance that information about accounts not listed
on the form will be reported.

The Confirmation Process
.15 The auditor should exercise an appropriate level of professional skep
ticism throughout the confirmation process (see section 230, Due Professional
Care in the Performance of Work). Professional skepticism is important in
designing the confirmation request, performing the confirmation procedures,
and evaluating the results of the confirmation procedures.

Designing the Confirmation Request
.16 Confirmation requests should be tailored to the specific audit objec
tives. Thus, when designing the confirmation requests, the auditor should
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consider the assertion(s) being addressed and the factors that are likely to
affect the reliability of the confirmations. Factors such as the form of the confirma
tion request, prior experience on the audit or similar engagements, the nature of
the information being confirmed, and the intended respondent should affect
the design of the requests because these factors have a direct effect on the
reliability of the evidence obtained through confirmation procedures.

Form of Confirmation Request
.17 There are two types of confirmation requests: the positive form and
the negative form. Some positive forms request the respondent to indicate
whether he or she agrees with the information stated on the request. Other
positive forms, referred to as blank forms, do not state the amount (or other
information) on the confirmation request, but request the recipient to fill in the
balance or furnish other information.

.18 Positive forms provide audit evidence only when responses are re
ceived from the recipients; nonresponses do not provide audit evidence about
the financial statement assertions being addressed.
.19 Since there is a risk that recipients of a positive form of confirmation
request with the information to be confirmed contained on it may sign and
return the confirmation without verifying that the information is correct, blank
forms may be used as one way to mitigate this risk. Thus, the use of blank
confirmation requests may provide a greater degree of assurance about the
information confirmed. However, blank forms might result in lower response
rates because additional effort may be required of the recipients; consequently,
the auditor may have to perform more alternative procedures.
.20 The negative form requests the recipient to respond only if he or she
disagrees with the information stated on the request. Negative confirmation
requests may be used to reduce audit risk to an acceptable level when (a) the
combined assessed level of inherent and control risk is low, (b) a large number
of small balances is involved, and (c) the auditor has no reason to believe that
the recipients of the requests are unlikely to give them consideration. For
example, in the examination of demand deposit accounts in a financial institu
tion, it may be appropriate for an auditor to include negative confirmation
requests with the customers’ regular statements when the combined assessed
level of inherent and control risk is low and the auditor has no reason to believe
that the recipients will not consider the requests. The auditor should consider
performing other substantive procedures to supplement the use of negative
confirmations.
.21 Negative confirmation requests may generate responses indicating
misstatements, and are more likely to do so if the auditor sends a large number
of negative confirmation requests and such misstatements are widespread.

The auditor should investigate relevant information provided on negative
confirmations that have been returned to the auditor to determine the effect
such information may have on the audit. If the auditor’s investigation of
responses to negative confirmation requests indicates a pattern of misstate
ments, the auditor should reconsider his or her combined assessed level of
inherent and control risk and consider the effect on planned audit procedures.

.22 Although returned negative confirmations may provide evidence
about the financial statement assertions, unreturned negative confirmation
requests rarely provide significant evidence concerning financial statement
assertions other than certain aspects of the existence assertion. For example,
negative confirmations may provide some evidence of the existence of third
parties if they are not returned with an indication that the addressees are
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unknown. However, unreturned negative confirmations do not provide explicit
evidence that the intended third parties received the confirmation requests
and verified that the information contained on them is correct.

Prior Experience

.23 In determining the effectiveness and efficiency of employing confir
mation procedures, the auditor may consider information from prior years’
audits or audits of similar entities. This information includes response rates,
knowledge of misstatements identified during prior years’ audits, and any
knowledge of inaccurate information on returned confirmations. For example,
if the auditor has experienced poor response rates to properly designed confir
mation requests in prior audits, the auditor may instead consider obtaining
audit evidence from other sources.
Nature of Information Being Confirmed

.24 When designing confirmation requests, the auditor should consider
the types of information respondents will be readily able to confirm, since the
nature of the information being confirmed may directly affect the competence
of the evidence obtained as well as the response rate. For example, certain
respondents’ accounting systems may facilitate the confirmation of single
transactions rather than of entire account balances. In addition, respondents
may not be able to confirm the balances of their installment loans, but they
may be able to confirm whether their payments are up-to-date, the amount of
the payment, and the key terms of their loans.

.25 The auditor’s understanding of the client’s arrangements and trans
actions with third parties is key to determining the information to be con
firmed. The auditor should obtain an understanding of the substance of such
arrangements and transactions to determine the appropriate information to
include on the confirmation request. The auditor should consider requesting
confirmation of the terms of unusual agreements or transactions, such as bill
and hold sales,1 in addition to the amounts. The auditor also should consider
whether there may be oral modifications to agreements, such as unusual
payment terms or liberal rights of return. When the auditor believes there is a
moderate or high degree of risk that there may be significant oral modifica
tions, he or she should inquire about the existence and details of any such
modifications to written agreements. One method of doing so is to confirm both
the terms of the agreements and whether any oral modifications exist.
Respondent

.26 The auditor should direct the confirmation request to a third party
who the auditor believes is knowledgeable about the information to be con
firmed. For example, to confirm a client’s oral and written guarantees with a
financial institution, the auditor should direct the request to a financial
institution official who is responsible for the financial institution’s relationship
with the client or is knowledgeable about the transactions or arrangements.
.27 If information about the respondent’s competence, knowledge, moti
vation, ability, or willingness to respond, or about the respondent’s objectivity
and freedom from bias with respect to the audited entity1
2 comes to the
1 Bill and hold sales are sales of merchandise that are billed to customers before delivery and are
held by the entity for the customers.

2 Section 334, Related Parties, paragraphs .09 and .10, provide guidance on examining relatedparty transactions that have been identified by the auditor.
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auditor’s attention, the auditor should consider the effects of such information
on designing the confirmation request and evaluating the results, including
determining whether other procedures are necessary. In addition, there may
be circumstances (such as for significant, unusual year-end transactions that
have a material effect on the financial statements or where the respondent is
the custodian of a material amount of the audited entity’s assets) in which the
auditor should exercise a heightened degree of professional skepticism relative
to these factors about the respondent. In these circumstances, the auditor
should consider whether there is sufficient basis for concluding that the
confirmation request is being sent to a respondent from whom the auditor can
expect the response will provide meaningful and competent evidence.

Performing Confirmation Procedures
.28 During the performance of confirmation procedures, the auditor
should maintain control over the confirmation requests and responses. Main
taining control3 means establishing direct communication between the in
tended recipient and the auditor to minimize the possibility that the results
will be biased because of interception and alteration of the confirmation
requests or responses.
.29 There may be situations in which the respondent, because of timeli
ness or other considerations, responds to a confirmation request other than in
a written communication mailed to the auditor. When such responses are
received, additional evidence may be required to support their validity. For
example, facsimile responses involve risks because of the difficulty of ascer
taining the sources of the responses. To restrict the risks associated with
facsimile responses and treat the confirmations as valid audit evidence, the
auditor should consider taking certain precautions, such as verifying the
source and contents of a facsimile response in a telephone call to the purported
sender. In addition, the auditor should consider requesting the purported
sender to mail the original confirmation directly to the auditor. Oral confirma
tions should be documented in the workpapers. If the information in the oral
confirmations is significant, the auditor should request the parties involved to
submit written confirmation of the specific information directly to the auditor.
.30 When using confirmation requests other than the negative form, the
auditor should generally follow up with a second and sometimes a third request
to those parties from whom replies have not been received.

Alternative Procedures
.31 When the auditor has not received replies to positive confirmation
requests, he or she should apply alternative procedures to the nonresponses to
obtain the evidence necessary to reduce audit risk to an acceptably low level.
However, the omission of alternative procedures may be acceptable (a) when
the auditor has not identified unusual qualitative factors or systematic char
acteristics related to the nonresponses, such as that all nonresponses pertain
to year-end transactions, and (b) when testing for overstatement of amounts,
the nonresponses in the aggregate, when projected as 100 percent misstate
ments to the population and added to the sum of all other unadjusted differ
3 The need to maintain control does not preclude the use of internal auditors in the confirmation
process. Section 322, The Auditor’s Consideration of the Internal Audit Function in an Audit of
Financial Statements, provides guidance on considering the work of internal auditors and on using
internal auditors to provide direct assistance to the auditor.
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ences, would not affect the auditor’s decision about whether the financial
statements are materially misstated.
.32 The nature of alternative procedures varies according to the account
and assertion in question. In the examination of accounts receivable, for
example, alternative procedures may include examination of subsequent cash
receipts (including matching such receipts with the actual items being paid),
shipping documents, or other client documentation to provide evidence for the
existence assertion. In the examination of accounts payable, for example,
alternative procedures may include examination of subsequent cash disburse
ments, correspondence from third parties, or other records to provide evidence
for the completeness assertion.

Evaluating the Results of Confirmation Procedures
.33 After performing any alternative procedures, the auditor should
evaluate the combined evidence provided by the confirmations and the alter
native procedures to determine whether sufficient evidence has been obtained
about all the applicable financial statement assertions. In performing that
evaluation, the auditor should consider (a) the reliability of the confirmations
and alternative procedures; (6) the nature of any exceptions, including the
implications, both quantitative and qualitative, of those exceptions; (c) the
evidence provided by other procedures; and (d) whether additional evidence is
needed. If the combined evidence provided by the confirmations, alternative
procedures, and other procedures is not sufficient, the auditor should request
additional confirmations or extend other tests, such as tests of details or
analytical procedures.

Confirmation of Accounts Receivable
.34 For the purpose of this section, accounts receivable means—

a.

The entity’s claims against customers that have arisen from the sale
of goods or services in the normal course of business, and

b.

A financial institution’s loans.

Confirmation of accounts receivable is a generally accepted auditing procedure.
As discussed in paragraph .06, it is generally presumed that evidence obtained
from third parties will provide the auditor with higher-quality audit evidence
than is typically available from within the entity. Thus, there is a presumption
that the auditor will request the confirmation of accounts receivable during an
audit unless one of the following is true:
•

Accounts receivable are immaterial to the financial statements.

•

The use of confirmations would be ineffective.4

•

The auditor’s combined assessed level of inherent and control risk is
low, and the assessed level, in conjunction with the evidence expected
to be provided by analytical procedures or other substantive tests of
details, is sufficient to reduce audit risk to an acceptably low level for
the applicable financial statement assertions. In many situations,
both confirmation of accounts receivable and other substantive tests

4 For example, if, based on prior years’ audit experience or on experience with similar engage
ments, the auditor concludes that response rates to properly designed confirmation requests will be
inadequate, or if responses are known or expected to be unreliable, the auditor may determine that
the use of confirmations would be ineffective.
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of details are necessary to reduce audit risk to an acceptably low level
for the applicable financial statement assertions.

.35 An auditor who has not requested confirmations in the examination
of accounts receivable should document how he or she overcame this presump
tion.

Effective Date
.36 This section is effective for audits of fiscal periods ending after June
15, 1992. Early application of this section is permissible.
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AU Section 331

Inventories
Source: SAS No. 1, section 331; SAS No. 43; SAS No. 67.
Issue date, unless otherwise indicated: November, 1972.

.01 Observation of inventories is a generally accepted auditing procedure.
The independent auditor who issues an opinion when he has not employed
them must bear in mind that he has the burden of justifying the opinion
expressed. [As amended, effective for fiscal periods ending after June 15,1992,
by Statement on Auditing Standards No. 67.]

.02 The purpose of this section is to provide guidelines for the inde
pendent auditor in observing inventories. This section relates only to observa
tion of inventories and does not deal with other important auditing procedures
which generally are required for the independent auditor to satisfy himself as
to these assets. [Revised, December 1991, to reflect conforming changes neces
sary due to the issuance of Statement on Auditing Standards No. 67.]

Receivables
[.03-.08] [Superseded November 1991 by Statement on Auditing Standards
No. 67.][1-2]

Inventories
.09 When inventory quantities are determined solely by means of a
physical count, and all counts are made as of the balance-sheet date or as of a
single date within a reasonable time before or after the balance-sheet date, it
is ordinarily necessary for the independent auditor to be present at the time of
count and, by suitable observation, tests, and inquiries, satisfy himself respect
ing the effectiveness of the methods of inventory-taking and the measure of
reliance which may be placed upon the client’s representations about the
quantities and physical condition of the inventories.
.10 When the well-kept perpetual inventory records are checked by the
client periodically by comparisons with physical counts, the auditor’s observa
tion procedures usually can be performed either during or after the end of the
period under audit.
.11 In recent years, some companies have developed inventory controls or
methods of determining inventories, including statistical sampling, which are
highly effective in determining inventory quantities and which are sufficiently
reliable to make unnecessary an annual physical count of each item of inven
tory. In such circumstances, the independent auditor must satisfy himself that
the client’s procedures or methods are sufficiently reliable to produce results
Title amended, effective for audits of fiscal periods ending after June 15,1992, by Statement on
Auditing Standards No. 67.

[1-2] [Superseded November 1991, by Statement on Auditing Standards No. 67.]
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substantially the same as those which would be obtained by a count of all items
each year. The auditor must be present to observe such counts as he deems
necessary and must satisfy himself as to the effectiveness of the counting
procedures used. If statistical sampling methods are used by the client in the
taking of the physical inventory, the auditor must be satisfied that the sam
pling plan is reasonable and statistically valid, that it has been properly
applied, and that the results are reasonable in the circumstances. [Revised,
June 1981, to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 39.]
.12 When the independent auditor has not satisfied himself as to inven
tories in the possession of the client through the procedures described in
paragraphs .09 through .11, tests of the accounting records alone will not be
sufficient for him to become satisfied as to quantities; it will always be
necessary for the auditor to make, or observe, some physical counts of the
inventory and apply appropriate tests of intervening transactions. This should
be coupled with inspection of the records of any client’s counts and procedures
relating to the physical inventory on which the balance-sheet inventory is
based.
.13 The independent auditor may be asked to audit financial statements
covering the current period and one or more periods for which he had not
observed or made some physical counts of prior inventories. He may, neverthe
less, be able to become satisfied as to such prior inventories through appropri
ate procedures, such as tests of prior transactions, reviews of the records of
prior counts, and the application of gross profit tests, provided that he has been
able to become satisfied as to the current inventory.

Inventories Held in Public Warehouses3
.14 If inventories are in the hands of public warehouses or other outside
custodians, the auditor ordinarily would obtain direct confirmation in writing
from the custodian. If such inventories represent a significant proportion of
current or total assets, to obtain reasonable assurance with respect to their
existence, the auditor should apply one or more of the following procedures as
he considers necessary in the circumstances.

a.

Test the owner’s procedures for investigating the warehouseman and
evaluating the warehouseman’s performance.

b.

Obtain an independent accountant’s report on the warehouseman’s
control procedures relevant to custody of goods and, if applicable,
pledging of receipts, or apply alternative procedures at the ware
house to gain reasonable assurance that information received from
the warehouseman is reliable.

c.

Observe physical counts of the goods, if practicable and reasonable.

d.

If warehouse receipts have been pledged as collateral, confirm with
lenders pertinent details of the pledged receipts (on a test basis, if
appropriate).

[As amended, effective after August 31, 1982, by Statement on Auditing
Standards No. 43.]
3 See section 901 for Special Report of Committee on Auditing Procedure.
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Effect on the Auditor's Report
.15 For a discussion of the circumstances relating to receivables and inven
tories affecting the independent auditor’s report, see sections 508.24 and 508.67.
[As amended, effective for periods ending on or after December 31, 1974, by
Statement on Auditing Standards No. 2. Paragraph renumbered by the issu
ance of Statement on Auditing Standards No. 43, effective after August 1982.]
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AU Section 332

Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities1
(Supersedes SAS No. 81)
Source: SAS No. 92; PCAOB Release No. 2004-008.

Effective for audits of financial statements for fiscal years ending on or after June 30,
2001, unless otherwise indicated.

Applicability
.01 This section provides guidance to auditors in planning and perform
ing auditing procedures for assertions about derivative instruments, hedging
activities, and investments in securities1
2 that are made in an entity’s financial
statements.3 Those assertions4 are classified according to five broad categories
that are discussed in section 326, Evidential Matter, paragraphs .03-.08, and
address the following:

a.

Existence or occurrence

b.

Completeness

c.

Rights and obligations

d.

Valuation or allocation

e.

Presentation and disclosure

Derivative Instruments and Hedging Activities Included in the
Scope of this Section
.02 The guidance in this section applies to derivative instruments, includ
ing certain derivative instruments embedded in other contracts (collectively
referred to as derivatives), of all entities. This section uses the definition of
derivative that is in Financial Accounting Standards Board (FASB) Statement
of Financial Accounting Standards (Statement) No. 133, Accounting for De
rivative Instruments and Hedging Activities, as amended [AC section D50]
(hereinafter referred to as FASB Statement No. 133). FASB Statement No. 133
addresses the accounting for derivatives that are either freestanding or embed
1 The AICPA will issue an Audit Guide section entitled Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities (the Guide). The Guide provides practical guidance for
implementing this section.

2 Throughout the remainder of this section, the word security or securities refers to an entity’s
investment in a security or securities.
3 The guidance provided in this section applies to audits of financial statements prepared in
accordance with generally accepted accounting principles or a comprehensive basis of accounting
other than generally accepted accounting principles. Such other bases of accounting are described in
section 623, Special Reports, paragraph .04. References in this section to generally accepted account
ing principles are intended to also refer to other comprehensive bases of accounting when the
reference is relevant to the basis of accounting used.
4 Throughout the remainder of this section, the word assertion refers to an assertion made in an
entity’s financial statements.
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ded in contracts or agreements. For purposes of applying the guidance in this
section, a derivative is a financial instrument or other contract with all three of
the characteristics listed in FASB Statement No. 133, which are the following.

a.

It has (1) one or more underlyings and (2) one or more notional
amounts or payment provisions or both. Those terms determine the
amount of the settlement or settlements, and, in some cases, whether
or not settlement is required.

b.

It requires no initial net investment or an initial net investment that
is smaller than would be required for other types of contracts that
would be expected to have a similar response to changes in market
factors.

c.

Its terms require or permit net settlement, it can readily be settled
net by a means outside the contract, or it provides for delivery of an
asset that puts the recipient in a position not substantially different
from net settlement.

.03 An entity may enter into a derivative5 for investment purposes or to
designate it as a hedge of exposure to changes in fair value (referred to as a. fair
value hedge), exposure to variability in cash flows (referred to as a cash flow
hedge), or foreign currency exposure. The guidance in this section applies to
hedging activities in which the entity designates a derivative or a nonderiva
tive financial instrument as a hedge of exposure for which FASB Statement
No. 133 permits hedge accounting.

Securities Included in the Scope of this Section
.04 The guidance in this section applies to all securities. There are two
types of securities—debt securities and equity securities. This section uses the
definitions of debt security and equity security that are in FASB Statement No.
115, Accounting for Certain Investments in Debt and Equity Securities [AC
section I80]. This section applies to debt and equity securities without regard
to whether they are subject to the accounting requirements of FASB Statement
No. 115. For example, it applies to assertions about securities accounted for
under the equity method following the requirements of Accounting Principles
Board Opinion No. 18, The Equity Method of Accounting for Investments in
Common Stock [AC section I82].

The Need for Special Skill or Knowledge to Plan and
Perform Auditing Procedures
.05 The auditor may need special skill or knowledge to plan and perform
auditing procedures for certain assertions about derivatives and securities.
Examples of such auditing procedures and the special skill or knowledge
required include—

•

Obtaining an understanding of an entity’s information system for
derivatives and securities, including services provided by a service
organization, which may require that the auditor have special skill or
knowledge with respect to computer applications when significant
information about derivatives and securities is transmitted, proc
essed, maintained, or accessed electronically.

5 To simplify the use of terminology, the remainder of this section often uses the term derivative
to refer to both the derivative and the purpose for which the entity uses it.
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•

Identifying controls placed in operation by a service organization that
provides services to an entity that are part of the entity’s information
system for derivatives and securities, which may require that the
auditor have an understanding of the operating characteristics of
entities in a certain industry.

•

Understanding the application of generally accepted accounting prin
ciples for assertions about derivatives, which might require that the
auditor have special knowledge because of the complexity of those
principles. In addition, a derivative may have complex features that
require the auditor to have special knowledge to evaluate the meas
urement and disclosure of the derivative in conformity with generally
accepted accounting principles. For example, features embedded in
contracts or agreements may require separate accounting as a deriva
tive, and complex pricing structures may increase the complexity of
the assumptions used in estimating the fair value of a derivative.

•

Understanding the determination of the fair values of derivatives and
securities, including the appropriateness of various types of valuation
models and the reasonableness of key factors and assumptions, which
may require knowledge of valuation concepts.

•

Assessing inherent risk and control risk for assertions about deriva
tives used in hedging activities, which may require an understanding
of general risk management concepts and typical asset/liability man
agement strategies.

.06 The auditor may plan to seek the assistance of employees of the
auditor’s firm, or others outside the firm, with the necessary skill or knowl
edge. Section 311, Planning and Supervision, provides guidance on the use of
individuals who serve as members of the audit team and assist the auditor in
planning and performing auditing procedures. The auditor also may plan to
use the work of a specialist. Section 336, Using the Work of a Specialist,
provides guidance on the use of the work of specialists as evidential matter.

Audit Risk and Materiality
.07 Section 312, Audit Risk and Materiality in Conducting an Audit,
provides guidance on the auditor’s consideration of audit risk and materiality
when planning and performing an audit of financial statements in accordance
with generally accepted auditing standards. It requires the auditor to design
procedures to obtain reasonable assurance of detecting misstatements of asser
tions about derivatives and securities that, when aggregated with misstate
ments of other assertions, could cause the financial statements taken as a
whole to be materially misstated. When designing such procedures, the auditor
should consider the inherent risk and control risk for these assertions. The
auditor may also consider the work performed by the entity’s internal auditors
in designing procedures. Guidance on considering the work performed by
internal auditors is found in section 322, The Auditor’s Consideration of the
Internal Audit Function in an Audit of Financial Statements.

Inherent Risk Assessment
.08 The inherent risk for an assertion about a derivative or security is its
susceptibility to a material misstatement, assuming there are no related
controls. Examples of considerations that might affect the auditor’s assess
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ment of inherent risk for assertions about a derivative or security include the
following.

•

Management’s objectives. Accounting requirements based on manage
ment’s objectives may increase the inherent risk for certain assertions.
For example, in response to management’s objective of minimizing the
risk of loss from changes in market conditions, the entity may enter
into derivatives as hedges. The use of hedges is subject to the risk that
market conditions will change in a manner other than expected when
the hedge was implemented so that the hedge is no longer effective.
That increases the inherent risk for certain assertions about the
derivatives because in such circumstances continued application of
hedge accounting would not be in conformity with generally accepted
accounting principles.

•

The complexity of the features of the derivative or security. The com
plexity of the features of the derivative or security may increase the
complexity of measurement and disclosure considerations required by
generally accepted accounting principles. For example, interest pay
ments on a structured note may be based on two or more factors, such
as one or more interest rates and the market price of certain equity
securities. A formula may dictate the interaction of the factors, such
as a prescribed interest rate less a multiple of another rate. The
number and interaction of the factors may increase the inherent risk
for assertions about the fair value of the note.

•

Whether the transaction that gave rise to the derivative or security
involved the exchange of cash. Derivatives that do not involve an initial
exchange of cash are subject to an increased risk that they will not be
identified for valuation and disclosure considerations. For example, a
foreign exchange forward contract that is not recorded at its inception
because the entity does not pay cash to enter into the contract is subject
to an increased risk that it will not be identified for subsequent
adjustment to fair value. Similarly, a stock warrant for a traded
security that is donated to an entity is subject to an increased risk that
it will not be identified for initial or continuing measurement at fair
value.

•

The entity’s experience with the derivative or security. An entity’s
inexperience with a derivative or security increases the inherent risk
for assertions about it. For example, under a new arrangement, an
entity may pay a small deposit to enter into a futures contract for
foreign currency to pay for purchases from an overseas supplier. The
entity’s inexperience with such derivatives may lead it to incorrectly
account for the deposit, such as treating it as inventory cost, thereby
increasing the risk that the contract will not be identified for sub
sequent adjustment to fair value.

•

Whether a derivative is freestanding or an embedded feature of an
agreement. Embedded derivatives are less likely to be identified by
management, which increases the inherent risk for certain assertions.
For example, an option to convert the principal outstanding under a
loan agreement into equity securities is less likely to be identified for
valuation and disclosure considerations if it is a clause in a loan
agreement than if it is a freestanding agreement. Similarly, a struc
tured note may include a provision for payments related to changes in
a stock index or commodities prices that requires separate accounting.
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Whether external factors affect the assertion. Assertions about deriva
tives and securities may be affected by a variety of risks related to
external factors, such as—
—

Credit risk, which exposes the entity to the risk of loss as a result
of the issuer of a debt security or the counterparty to a derivative
failing to meet its obligation.

—

Market risk, which exposes the entity to the risk of loss from
adverse changes in market factors that affect the fair value of a
derivative or security, such as interest rates, foreign exchange
rates, and market indexes for equity securities.

—

Basis risk, which exposes the entity to the risk of loss from
ineffective hedging activities. Basis risk is the difference between
the fair value (or cash flows) of the hedged item and the fair value
(or cash flows) of the hedging derivative. The entity is subject to
the risk that fair values (or cash flows) will change so that the
hedge will no longer be effective.

—

Legal risk, which exposes the entity to the risk of loss from a legal
or regulatory action that invalidates or otherwise precludes per
formance by one or both parties to the derivative or security.

Following are examples of how changes in external factors can affect
assertions about derivatives and securities.
—

The increase in credit risk associated with amounts due under
debt securities issued by entities that operate in declining indus
tries increases the inherent risk for valuation assertions about
those securities.

—

Significant changes in and the volatility of general interest rates
increase the inherent risk for the valuation of derivatives whose
value is significantly affected by interest rates.

—

Significant changes in default rates and prepayments increase the
inherent risk for the valuation of retained interests in a securiti
zation.

—

The fair value of a foreign currency forward contract will be
affected by changes in the exchange rate, and the fair value of a
put option for an available-for-sale security will be affected by
changes in the fair value of the underlying security.

•

The evolving nature of derivatives and the applicable generally ac
cepted accounting principles. As new forms of derivatives are devel
oped, interpretive accounting guidance for them may not be issued
until after the derivatives are broadly used in the marketplace. In
addition, generally accepted accounting principles for derivatives may
be subject to frequent interpretation by various standard-setting bod
ies. Evolving interpretative guidance and its applicability increase the
inherent risk for valuation and other assertions about existing forms
of derivatives.

•

Significant reliance on outside parties. An entity that relies on external
expertise may be unable to appropriately challenge the specialist’s
methodology or assumptions. This may occur, for example, when a
valuation specialist values a derivative.
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Generally accepted accounting principles may require developing as
sumptions about future conditions. As the number and subjectivity of
those assumptions increase, the inherent risk of material misstate
ment increases for certain assertions. For example, the inherent risk
for valuation assertions based on assumptions about debt securities
whose value fluctuates with changes in prepayments (for example,
interest-only strips) increases as the expected holding period length
ens. Similarly, the inherent risk for assertions about cash flow hedges
fluctuates with the subjectivity of the assumptions about probability,
timing, and amounts of future cash flows.

•

Control Risk Assessment
Obtaining an Understanding of Internal Control to Plan the Audit

.09 Section 319, Consideration of Internal Control in a Financial State
ment Audit, requires the auditor to obtain an understanding of internal control
that will enable the auditor to—
a.

Identify the types of potential misstatement of the assertions.

b.

Consider factors that affect the risk that the misstatements would
be material to the financial statements.

c.

Design tests of controls, when applicable.

d.

Design substantive tests.

[Revised, May 2001, to reflect conforming changes necessary due to the issu
ance of Statement on Auditing Standards No. 94.]
.10 Controls should be related to management’s objectives for financial
reporting, operations, and compliance.6 For example, to achieve its objectives,
management of an entity with extensive derivatives transactions may imple
ment controls that call for—

a.

Monitoring by a control staff that is fully independent of derivatives
activities.

b.

Derivatives personnel to obtain, prior to exceeding limits, at least
oral approval from members of senior management who are inde
pendent of derivatives activities.

c.

Senior management to properly address limit excesses and diver
gences from approved derivatives strategies.

d.

The accurate transmittal of derivatives positions to the risk meas
urement systems.

e.

The performance of appropriate reconciliations to ensure data integ
rity across the full range of derivatives, including any new or existing

6 The AICPA issued an Audit Guide concurrent with this section entitled Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities (the Guide). Chapter 5 of the Guide,
“Control Risk Assessment,” provides sample control objectives for derivatives, hedging activities, and
securities which may be useful to auditors in assessing control risk for relevant assertions. Addition
ally, in 1996, The Committee of Sponsoring Organizations of the Treadway Commission (COSO)
issued Internal Control Issues in Derivatives Usage: An Information Tool for Considering the COSO
Internal Control—Integrated Framework in Derivatives Applications. Although the document pre
cedes FASB Statement No. 133, its guidance may be useful to entities in developing controls over
derivatives transactions and to auditors in assessing control risk for assertions about those transac
tions.
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derivatives that may be monitored apart from the main processing
networks.
f.

Derivatives traders, risk managers, and senior management to define
constraints on derivatives activities and justify identified excesses.

g.

Senior management, an independent group, or an individual that
management designates to perform a regular review of the identified
controls and financial results of the derivatives activities to deter
mine whether controls are being effectively implemented and the
entity’s business objectives and strategies are being achieved.

h.

A review of limits in the context of changes in strategy, risk tolerance
of the entity, and market conditions.

.11 The extent of the understanding of internal control over derivatives
and securities obtained by the auditor depends on how much information the
auditor needs to identify the types of potential misstatements, consider factors
that affect the risk of material misstatement, design tests of controls when
applicable, and design substantive tests. The understanding obtained may
include controls over derivatives and securities transactions from their initia
tion to their inclusion in the financial statements. It may encompass controls
placed in operation by the entity and by service organizations whose services
are part of the entity’s information system. Section 319.47 defines the informa
tion system as the procedures, whether automated or manual, and records
established by an entity to initiate, record, process, and report entity transac
tions and to maintain accountability for the related assets, liabilities, and
equity. Following the guidance in section 324, Service Organizations, a service
organization’s services are part of an entity’s information system for deriva
tives and securities if they affect any of the following:
a.

How the entity’s derivatives and securities transactions are initiated.

b.

The accounting records, supporting information, and specific ac
counts in the financial statements involved in the processing and
reporting of the entity’s derivatives and securities transactions

c.

The accounting processing involved from the initiation of those
transactions to their inclusion in the financial statements, including
electronic means (such as computers and electronic data inter
change) used to transmit, process, maintain, and access information

d.

The process the entity uses to report information about derivatives
and securities transactions in its financial statements, including
significant accounting estimates and disclosures

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, PCAOB Auditing Stand
ard No. 2 states, “the auditor must obtain sufficient competent evi
dence about the design and operating effectiveness of controls over all
relevant financial statement assertions related to all significant ac
counts and disclosures in the financial statements.” Therefore, in an
integrated audit of financial statements and internal control over
financial reporting, if a company’s investment in derivatives and securi
ties represents a significant account, the auditor’s understanding of
controls should include controls over derivatives and securities trans
actions from their initiation to their inclusion in the financial state
ments and should encompass controls placed in operation by the entity
and service organizations whose services are part of the entity’s
information system.
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[Revised, May 2001, to reflect conforming changes necessary due to the issu
ance of Statement on Auditing Standards No. 94. As amended, effective for
fiscal years ending on or after November 15, 2004, by PCAOB Release No.
2004-008.]
.12 Examples of a service organization’s services that would be part of an
entity’s information system include—

•

The initiation of the purchase or sale of equity securities by a service
organization acting as investment adviser or manager.

•

Services that are ancillary to holding7 an entity’s securities such as—

•

—

Collecting dividend and interest income and distributing that
income to the entity.

—

Receiving notification of corporate actions.

—

Receiving notification of security purchase and sale transactions.

—

Receiving payments from purchasers and disbursing proceeds to
sellers for security purchase and sale transactions.

—

Maintaining records of securities transactions for the entity.

A pricing service providing fair values of derivatives and securities
through paper documents or electronic downloads that the entity
uses to value its derivatives and securities for financial statement
reporting.

.13 Examples of a service organization’s services that would not be part
of an entity’s information system are the following:

•

The execution by a securities broker of trades that are initiated by
either the entity or its investment adviser

•

The holding of an entity’s securities

.14 An auditor who needs information about the nature of a service
organization’s services that are part of an entity’s information system for
derivatives and securities transactions, or its controls over those services, to
plan the audit may be able to gather the information from a variety of sources,
such as the following:
•

User manuals

•

System overviews

•

Technical manuals

•

The contract between the entity and the service organization

•

Reports by auditors,8 internal auditors, or regulatory authorities on
the information system and other controls placed in operation by a
service organization

•

Inquiry or observation of personnel at the entity or at the service
organization

7 In this section, maintaining custody of securities, either in physical or electronic form, is
referred to as holding securities, and performing ancillary services is referred to as servicing
securities.

8 Section 324 provides guidance on auditors’ reports on controls placed in operation by a service
organization and the operating effectiveness of those controls.
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In addition, if the services and the service organization’s controls over those
services are highly standardized, information about the service organization’s
services, or its controls over those services, obtained through the auditor’s prior
experience with the service organization may be helpful in planning the audit.

Assessing Control Risk
.15 After obtaining the understanding of internal control over derivatives
and securities transactions, the auditor should assess control risk for the
related assertions. Guidance on that assessment is found in section 319.
.16 If the auditor plans to assess control risk below the maximum for one
or more assertions about derivatives and securities, the auditor should identify
specific controls relevant to the assertions that are likely to prevent or detect
material misstatements and that have been placed in operation by either the
entity or the service organization, and gather evidential matter about their
operating effectiveness. Evidential matter about the operating effectiveness of
a service organization’s controls may be gathered through tests performed by
the auditor or by an auditor engaged by either the auditor or the service
organization—

a.

As part of an engagement in which a service auditor reports on the
controls placed in operation by the service organization and the
operating effectiveness of those controls, as described in section 324.

b.

An agreed-upon procedures engagement.9

c.

To work under the direction of the auditor of the entity’s financial
statements.

Confirmations of balances or transactions from a service organization do not
provide evidential matter about its controls.
.17 The auditor should consider the size of the entity, the entity’s organ
izational structure, the nature of its operations, the types, frequency, and
complexity of its derivatives and securities transactions, and its controls over
those transactions in designing auditing procedures for assertions about de
rivatives and securities. For example, if the entity has a variety of derivatives
and securities that are reported at fair value estimated using valuation models,
the auditor may be able to reduce the substantive procedures for valuation
assertions by gathering evidential matter about the controls over the design
and use of the models (including the significant assumptions) and evaluating
their operating effectiveness.
.18 In some circumstances, it may not be practicable or possible for the
auditor to reduce audit risk to an acceptable level without identifying controls
placed in operation by the entity or a service organization and gathering
evidential matter about the operating effectiveness of those controls. For
example, if the entity has a large number of derivatives or securities transac
tions, the auditor likely would be unable to reduce audit risk to an acceptable
level for assertions about the occurrence of earnings on those securities,
including gains and losses from sales, without identifying controls over the
authorization, recording, custody, and segregation of duties for those transac
tions and gathering evidential matter about their operating effectiveness.10
9 AT section 201, Agreed-Upon Procedures Engagements, provides guidance on applying agreedupon procedures to controls. [Footnote revised, January 2001, to reflect conforming changes neces
sary due to the issuance of Statement on Standards for Attestation Engagements No. 10.]
10 See footnote 6.
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Designing Substantive Procedures Based on
Risk Assessments
.19 The auditor should use the assessed levels of inherent risk and control
risk for assertions about derivatives and securities to determine the nature,
timing, and extent of the substantive procedures to be performed to detect
material misstatements of the financial statement assertions. Some substan
tive procedures address more than one assertion about a derivative or security.
Whether one or a combination of substantive procedures should be used to
address an assertion depends on the auditor’s assessment of the inherent and
control risk associated with it as well as the auditor’s judgment about a
procedure’s effectiveness. Paragraphs .21 through .58 provide examples of
substantive procedures that address assertions about derivatives and securi
ties. In addition, the auditor should consider whether the results of other audit
procedures conflict with management’s assertions about derivatives and secu
rities. The auditor should consider the impact of any such identified matters
on management’s assertions about derivatives and securities. Additionally, the
auditor should consider the impact of such matters on the sufficiency of the
evidential matter evaluated by the auditor in support of the assertions.
.20 The provision by a service organization of services that are part of an
entity’s information system may affect the nature, timing, and extent of the
auditor’s substantive procedures for assertions about derivatives and securi
ties in a variety of ways. Following are examples of such services and how they
may affect the nature, timing, and extent of the auditor’s substantive proce
dures.

•

Supporting documentation, such as derivative contracts and securities
purchases and sales advices, may be located at the service organiza
tion’s facilities. As a result, either the auditor of the entity’s financial
statements, an auditor working under the direction of that auditor, or
an auditor engaged by the service organization may need to visit the
facilities to inspect the documentation.

•

Data processors, investment advisers, holders of securities, recordkeepers, and other service organizations may electronically transmit,
process, maintain, or access significant information about an entity’s
securities. In such situations, it may not be practicable or possible for
the auditor to reduce audit risk to an acceptable level without identi
fying controls placed in operation by the service organization or the
entity and gathering evidential matter about the operating effective
ness of those controls.

•

Service organizations may initiate securities transactions for an entity
and hold and service the securities. In determining the level of detec
tion risk for substantive tests, the auditor should consider whether
there is a segregation of duties and other controls for the services
provided. Examples include—
—

AU §332.19

When one service organization initiates transactions as an invest
ment adviser and another service organization holds and services
those securities, the auditor may corroborate the information
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actions or holdings with the investment adviser and review the
reconciliation of differences. Paragraph .24 provides additional
guidance on the auditor’s considerations.

—

If one service organization initiates transactions as an investment
adviser and also holds and services the securities, all of the
information available to the auditor is based on the service organi
zation’s information. The auditor may be unable to sufficiently
limit audit risk without obtaining evidential matter about the
operating effectiveness of one or more of the service organization’s
controls. An example of such controls is establishing independent
departments that provide the investment advisory services and
the holding and servicing of securities, then reconciling the infor
mation about the securities that is provided by each department.

Financial Statement Assertions
Existence or Occurrence

.21 Existence assertions address whether the derivatives and securities
reported in the financial statements through recognition or disclosure exist at
the date of the statement of financial position. Occurrence assertions address
whether derivatives and securities transactions reported in the financial state
ments, as a part of earnings, other comprehensive income, or cash flows or
through disclosure, occurred. Paragraph .19 provides guidance on the auditor’s
determination of the nature, timing, and extent of substantive procedures to
be performed. Examples of substantive procedures for existence or occurrence
assertions about derivatives and securities include—
•

Confirmation with the issuer of the security.

•

Confirmation with the holder of the security, including securities in
electronic form, or with the counterparty to the derivative.11

•

Confirmation of settled transactions with the broker-dealer or coun
terparty.

•

Confirmation of unsettled transactions with the broker-dealer or coun
terparty.

•

Physical inspection of the security or derivative contract.

•

Reading executed partnership or similar agreements.

•

Inspecting underlying agreements and other forms of supporting
documentation, in paper or electronic form, for the following:
—

Amounts reported

—

Evidence that would preclude the sales treatment of a transfer

—

Unrecorded repurchase agreements

11 Section 330, provides guidance to auditors in using confirmations as substantive tests of
financial statement assertions. Confirmations may be used as a substantive test of various financial
statement assertions about derivatives and securities. For example, a confirmation may be designed to—
• Obtain information about valuation assertions or assumptions underlying valuations.
• Determine whether there are any side agreements that affect assertions about the entity’s
rights and obligations associated with a transaction, such as an agreement to repurchase
securities sold or an agreement to pledge securities as collateral for a loan.
• Determine whether the holder of the entity’s securities agrees to deliver the securities re
ported or their value when required by the entity.
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•

Inspecting supporting documentation for subsequent realization or
settlement after the end of the reporting period.

•

Performing analytical procedures.12 For example, the absence of a
material difference from an expectation that interest income will be a
fixed percentage of a debt security based on the effective interest rate
determined when the entity purchased the security provides evidence
about existence of the security.

Completeness
.22 Completeness assertions address whether all of the entity’s deriva
tives and securities are reported in the financial statements through recogni
tion or disclosure. They also address whether all derivatives and securities
transactions are reported in the financial statements as a part of earnings,
other comprehensive income, or cash flows or through disclosure. The extent of
substantive procedures for completeness may properly vary in relation to the
assessed level of control risk. In addition, the auditor should consider that
since derivatives may not involve an initial exchange of tangible consideration,
it may be difficult to limit audit risk for assertions about the completeness of
derivatives to an acceptable level with an assessed level of control risk at the
maximum. Paragraph .19 provides guidance on the auditor’s determination of
the nature, timing, and extent of substantive procedures to be performed.
Examples of substantive procedures for completeness assertions about deriva
tives and securities are—
•

Requesting the counterparty to a derivative or the holder of a security
to provide information about it, such as whether there are any side
agreements or agreements to repurchase securities sold.

•

Requesting counterparties or holders who are frequently used, but
with whom the accounting records indicate there are presently no
derivatives or securities, to state whether they are counterparties to
derivatives with the entity or holders of its securities.13

•

Inspecting financial instruments and other agreements to identify
embedded derivatives.

•

Inspecting documentation in paper or electronic form for activity
subsequent to the end of the reporting period.

•

Performing analytical procedures. For example, a difference from an
expectation that interest expense is a fixed percentage of a note based
on the interest provisions of the underlying agreement may indicate
the existence of an interest rate swap agreement.

•

Comparing previous and current account detail to identify assets that
have been removed from the accounts and testing those items further
to determine that the criteria for sales treatment have been met.

•

Reading other information, such as minutes of meetings of the board
of directors or finance, asset/liability, investment, or other committees.

.23 One of the characteristics of derivatives is that they may involve only
a commitment to perform under a contract and not an initial exchange of
12 Section 329, provides guidance to auditors in using analytical procedures as substantive tests.
13 Section 330.17 discusses the blank form of positive confirmation in which the auditor does not
state the amount or other information but instead asks the respondent to provide information.
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tangible consideration. Therefore, auditors designing tests related to the com
pleteness assertion should not focus exclusively on evidence relating to cash
receipts and disbursements. When testing for completeness, auditors should
consider making inquiries, inspecting agreements, and reading other informa
tion, such as minutes of meetings of the board of directors or finance, asset/liability, investment, or other committees. Auditors should also consider making
inquiries about aspects of operating activities that might present risks hedged
using derivatives. For example, if the entity conducts business with foreign
entities, the auditor should inquire about any arrangements the entity has
made for purchasing foreign currency. Similarly, if an entity is in an industry
in which commodity contracts are common, the auditor should inquire about
any commodity contracts with fixed prices that run for unusual durations or
involve unusually large quantities. The auditor also should consider inquiring
as to whether the entity has converted interest-bearing debt from fixed to
variable, or vice versa, using derivatives.

.24 Derivatives may not involve an initial exchange of tangible considera
tion, as discussed in paragraphs .22 and .23. If one or more service organiza
tions provide services that are part of the entity’s information system for
derivatives, the auditor may be unable to sufficiently limit audit risk for
assertions about the completeness of derivatives without obtaining evidential
matter about the operating effectiveness of controls at one or more of the
service organizations. Since the auditor’s concern is that derivatives that do not
require an initial exchange of tangible consideration may not have been recorded,
testing reconciliations of information provided by two or more of the service
organizations as discussed in paragraph .20 of this section may not sufficiently
limit audit risk for assertions about the completeness of derivatives.
Rights and Obligations

.25 Assertions about rights and obligations address whether the entity
has the rights and obligations associated with derivatives and securities,
including pledging arrangements, reported in the financial statements. Para
graph .19 provides guidance on the auditor’s determination of the nature,
timing, and extent of substantive procedures to be performed. Examples of
substantive procedures for assertions about rights and obligations associated
with derivatives and securities are—

•

Confirming significant terms with the counterparty to a derivative or
the holder of a security, including the absence of any side agreements.

•

Inspecting underlying agreements and other forms of supporting
documentation, in paper or electronic form.

•

Considering whether the findings of other auditing procedures, such
as reviewing minutes of meetings of the board of directors and reading
contracts and other agreements, provide evidence about rights and
obligations, such as pledging of securities as collateral or selling
securities with a commitment to repurchase them.

Valuation
.26 Assertions about the valuation of derivatives and securities address
whether the amounts reported in the financial statements through measure
ment or disclosure were determined in conformity with generally accepted
accounting principles. Tests of valuation assertions should be designed according
to the valuation method used for the measurement or disclosure. Generally
accepted accounting principles may require that a derivative or security be
valued based on cost, the investee’s financial results, or fair value. They also
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may require disclosures about the value of a derivative or security and specify
that impairment losses should be recognized in earnings prior to their realiza
tion. Also, generally accepted accounting principles for securities may vary
depending on the type of security, the nature of the transaction, management’s
objectives related to the security, and the type of entity. Procedures for evalu
ating management’s consideration of the need to recognize impairment losses
are discussed in paragraphs .47 and .48 of this section.

.27 Valuation Based on Cost. Procedures to obtain evidence about the cost
of securities may include inspection of documentation of the purchase price,
confirmation with the issuer or holder, and testing discount or premium
amortization, either by recomputation or analytical procedures. The auditor
should evaluate management’s conclusion about the need to recognize an
impairment loss for a decline in the security’s fair value below its cost that is
other than temporary.

.28 Valuation Based on an Investee’s Financial Results. For valuations
based on an investee’s financial results, including but not limited to the equity
method of accounting, the auditor should obtain sufficient evidence in support
of the investee’s financial results. The auditor should read available financial
statements of the investee and the accompanying audit report, if any. Finan
cial statements of the investee that have been audited by an auditor whose
report is satisfactory, for this purpose,14 to the investor’s auditor may consti
tute sufficient evidential matter.
.29 If in the auditor’s judgment additional evidential matter is needed,
the auditor should perform procedures to gather such evidence. For example,
the auditor may conclude that additional evidential matter is needed because
of significant differences in fiscal year-ends, significant differences in account
ing principles, changes in ownership, changes in conditions affecting the use of
the equity method, or the materiality of the investment to the investor’s
financial position or results of operations. Examples of procedures the auditor
may perform are reviewing information in the investor’s files that relates to
the investee such as investee minutes and budgets and cash flows information
about the investee and making inquiries of investor management about the
investee’s financial results.
.30 If the investee’s financial statements are not audited, or if the inves
tee auditor’s report is not satisfactory to the investor’s auditor for this purpose,
the investor’s auditor should apply, or should request that the investor arrange
with the investee to have another auditor apply, appropriate auditing proce
dures to such financial statements, considering the materiality of the invest
ment in relation to the financial statements of the investor.

.31 If the carrying amount of the security reflects factors that are not
recognized in the investee’s financial statements or fair values of assets that
are materially different from the investee’s carrying amounts, the auditor
should obtain sufficient evidence in support of these amounts. Paragraphs .35
through .46 of this section provide guidance on audit evidence that may be used
to corroborate assertions about the fair value of derivatives and securities, and
14 In determining whether the report of another auditor is satisfactory for this purpose, the
auditor may consider performing procedures such as making inquiries as to the professional reputa
tion and standing of the other auditor, visiting the other auditor and discussing the audit procedures
followed and the results thereof, and reviewing the audit program and/or working papers of the other
auditor.
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paragraphs .47 and .48 provide guidance on procedures for evaluating manage
ment’s consideration of the need to recognize impairment losses.
.32 There may be a time lag in reporting between the date of the financial
statements of the investor and that of the investee. A time lag in reporting
should be consistent from period to period. If a time lag between the date of the
entity’s financial statements and those of the investee has a material effect on
the entity’s financial statements, the auditor should determine whether the
entity’s management has properly considered the lack of comparability. The
effect may be material, for example, because the time lag is not consistent with
the prior period in comparative statements or because a significant transaction
occurred during the time lag. If a change in time lag occurs that has a material
effect on the investor’s financial statements, an explanatory paragraph should
be added to the auditor’s report because of the change in reporting period.15
.33 The auditor should evaluate management’s conclusion about the need
to recognize an impairment loss for a decline in the security’s fair value below
its carrying amount that is other than temporary. In addition, with respect to
subsequent events and transactions of the investee occurring after the date of
the investee’s financial statements but before the date of the investor auditor’s
report, the auditor should read available interim financial statements of the
investee and make appropriate inquiries of the investor to identify subsequent
events and transactions that are material to the investor’s financial state
ments. Such events or transactions of the type contemplated in section 560,
Subsequent Events, paragraphs .05-.06), should be disclosed in the notes to the
investor’s financial statements and (where applicable) labeled as unaudited
information. For the purpose of recording the investor’s share of the investee’s
results of operations, recognition should be given to events or transactions of
the type contemplated in section 560.03.
.34 Evidence relating to material transactions between the entity and the
investee should be obtained to evaluate (a) the propriety of the elimination of
unrealized profits and losses on transactions between the entity and the
investee that is required when the equity method of accounting is used to
account for an investment under generally accepted accounting principles and
(b) the adequacy of disclosures about material related party transactions.

.35 Valuation Based on Fair Value. The auditor should obtain evidence
supporting management’s assertions about the fair value of derivatives and
securities measured or disclosed at fair value. The method for determining fair
value may be specified by generally accepted accounting principles and may
vary depending on the industry in which the entity operates or the nature of
the entity. Such differences may relate to the consideration of price quotations
from inactive markets and significant liquidity discounts, control premiums,
and commissions and other costs that would be incurred to dispose of the
derivative or security. The auditor should determine whether generally ac
cepted accounting principles specify the method to be used to determine the
fair value of the entity’s derivatives and securities and evaluate whether the
determination of fair value is consistent with the specified valuation method.
Paragraphs .35 through .46 of this section provide guidance on audit evidence
that may be used to support assertions about fair value; that guidance should
be considered in the context of specific accounting requirements. If the deter
mination of fair value requires the use of estimates, the auditor should consider
the guidance in section 342, Auditing Accounting Estimates. In addition, section
15 See section 508, Reports on Audited Financial Statements, paragraphs .16—.18.
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312.36, provides guidance on considering a difference between an estimated
amount best supported by the audit evidence and the estimated amount
included in the financial statements.

.36 Quoted market prices for derivatives and securities listed on national
exchanges or over-the-counter markets are available from sources such as
financial publications, the exchanges, the National Association of Securities
Dealers Automated Quotations System (NASDAQ), or pricing services based
on sources such as those. Quoted market prices obtained from those sources
are generally considered to provide sufficient evidence of the fair value of the
derivatives and securities.
.37 For certain other derivatives and securities, quoted market prices
may be obtained from broker-dealers who are market makers in them or
through the National Quotation Bureau. However, using such a price quote to
test valuation assertions may require special knowledge to understand the
circumstances in which the quote was developed. For example, quotations
published by the National Quotation Bureau may not be based on recent trades
and may only be an indication of interest and not an actual price for which a
counterparty will purchase or sell the underlying derivative or security.
.38 If quoted market prices are not available for the derivative or security,
estimates of fair value frequently can be obtained from broker-dealers or other
third-party sources based on proprietary valuation models or from the entity
based on internally or externally developed valuation models (for example, the
Black-Scholes option pricing model). The auditor should understand the
method used by the broker-dealer or other third-party source in developing the
estimate, for example, whether a pricing model or a cash flow projection was
used. The auditor may also determine that it is necessary to obtain estimates
from more than one pricing source. For example, this may be appropriate if
either of the following occurs.

•

The pricing source has a relationship with an entity that might impair
its objectivity, such as an affiliate or a counterparty involved in selling
or structuring the product.

•

The valuation is based on assumptions that are highly subjective or
particularly sensitive to changes in the underlying circumstances.

.39 For fair-value estimates obtained from broker-dealers and other
third-party sources, the auditor should consider the applicability of the guid
ance in section 336 or section 324. The auditor’s decision about whether such
guidance is applicable and which guidance is applicable will depend on the
circumstances. The guidance in section 336 may be applicable if the third-party
source derives the fair value of the derivative or security by using modeling or
similar techniques. If the entity uses a pricing service to obtain prices of
securities and derivatives, the guidance in section 324 may be appropriate.
.40 If the derivative or security is valued by the entity using a valuation
model, the auditor does not function as an appraiser and is not expected to
substitute his or her judgment for that of the entity’s management.16 Exam
ples of valuation models include the present value of expected future cash
16 Independence Standards Board Interpretation 99-1, FAS 133 Assistance, provides guidance to
auditors of public companies on services an auditor may provide management to assist with the
application of FASB Statement No. 133 that would and would not impair the auditor’s independence.
Ethics Interpretation 101-3, Performance of Other Services [ET section 101.05], provides general
guidance to auditors of all entities on the effect of nonattest services on the auditor’s independence.
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flows, option-pricing models, matrix pricing, option-adjusted spread models,
and fundamental analysis.

The auditor should obtain evidence supporting management’s assertions about
fair value determined using a model by performing procedures such as—

•

Assessing the reasonableness and appropriateness of the model. The
auditor should determine whether the valuation model is appropriate
for the derivative or security to which it is applied and whether the
assumptions used are reasonable and appropriately supported. Esti
mates of expected future cash flows, for example, to determine the fair
value of debt securities should be based on reasonable and supportable
assumptions. The evaluation of the appropriateness of valuation mod
els and each of the assumptions used in the models may require
considerable judgment and knowledge of valuation techniques, mar
ket factors that affect value, and actual and expected market condi
tions, particularly in relation to similar derivatives and securities that
are traded. Accordingly, the auditor may consider it necessary to
involve a specialist in assessing the model.

•

Calculating the value, for example using a model developed by the
auditor or by a specialist engaged by the auditor, to develop an
independent expectation to corroborate the reasonableness of the
value calculated by the entity.

•

Comparing the fair value with subsequent or recent transactions.

However, a valuation model should not be used to determine fair value when
generally accepted accounting principles require that the fair value of a security
be determined using quoted market prices.

.41 Evaluating evidential matter for assertions about derivatives and
securities may require the auditor to use considerable judgment. That may be
because the assertions, especially those about valuation, are based on highly
subjective assumptions or are particularly sensitive to changes in the underly
ing circumstances. Valuation assertions may be based on assumptions about
the occurrence of future events for which expectations are difficult to develop
or on assumptions about conditions expected to exist over a long period; for
example, default rates or prepayment rates. Accordingly, competent persons
could reach different conclusions about estimates of fair values or estimates of
ranges of fair values.
.42 Considerable judgment may also be required in evaluating evidential
matter for assertions based on features of the derivative or security and
applicable accounting principles, including underlying criteria such as for
hedge accounting, that are extremely complex. For example, determining the
fair value of a structured note may require consideration of a variety of features
of the note that react differently to changes in economic conditions. In addition,
one or more other derivatives may be designated to hedge changes in cash flows
under the note. Evaluating evidential matter to support the fair value of the
note, the determination of whether the hedge is highly effective, and the
allocation of changes in fair value to earnings and other comprehensive income
may require considerable judgment.
.43 In situations requiring considerable judgment, the auditor should
consider the guidance in—
a.

Section 342 on obtaining and evaluating sufficient competent eviden
tial matter to support significant accounting estimates.
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b.

Section 336 on the use of the work of a specialist in performing
substantive procedures.

.44 Negotiable securities, real estate, chattels, or other property is often
assigned as collateral for debt securities. If the collateral is an important factor
in evaluating the fair value and collectibility of the security, the auditor should
obtain evidence regarding the existence, fair value, and transferability of such
collateral as well as the investor’s rights to the collateral.
.45 Generally accepted accounting principles may specify how to account
for unrealized appreciation and depreciation in the fair value of the entity’s
derivatives and securities. For example, generally accepted accounting princi
ples require the entity to report a change in the unrealized appreciation or
depreciation in the fair value of—

•

A derivative that is designated as a fair value hedge in earnings, with
disclosure of the ineffective portion of the hedge.

•

A derivative that is designated as a cash flow hedge in two Components,
with the ineffective portion reported in earnings and the effective
portion reported in other comprehensive income.

•

A derivative that was previously designated as a hedge but is no longer
highly effective, or a derivative that is not designated as a hedge, in
earnings.

•

An available-for-sale security in other comprehensive income.

Generally accepted accounting principles may also require the entity to reclas
sify amounts from accumulated other comprehensive income to earnings. For
example, such reclassifications may be required because a hedged transaction
is determined to no longer be probable of occurring, a hedged forecasted
transaction affects earnings for the period, or a decline in fair value is deter
mined to be other than temporary.
.46 The auditor should evaluate management’s conclusion about the need
to recognize in earnings an impairment loss for a decline in fair value that is
other than temporary as discussed in paragraphs .47 and .48 of this section.
The auditor should also gather evidential matter to support the amount of
unrealized appreciation or depreciation in the fair value of a derivative that is
recognized in earnings or other comprehensive income or that is disclosed
because of the ineffectiveness of a hedge. That requires an understanding of
the methods used to determine whether the hedge is highly effective and to
determine the ineffective portion of the hedge.
.47 Impairment Losses. Regardless of the valuation method used, gener
ally accepted accounting principles might require recognizing in earnings an
impairment loss for a decline in fair value that is other than temporary.
Determinations of whether losses are other than temporary often involve
estimating the outcome of future events. Accordingly, judgment is required in
determining whether factors exist that indicate that an impairment loss has
been incurred at the end of the reporting period. These judgments are based
on subjective as well as objective factors, including knowledge and experience
about past and current events and assumptions about future events. The
following are examples of such factors.

•

Fair value is significantly below cost and—

—
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—

The decline has existed for an extended period of time.

—

Management does not possess both the intent and the ability to
hold the security for a period of time sufficient to allow for any
anticipated recovery in fair value.

•

The security has been downgraded by a rating agency.

•

The financial condition of the issuer has deteriorated.

•

Dividends have been reduced or eliminated, or scheduled interest
payments have not been made.

•

The entity recorded losses from the security subsequent to the end of
the reporting period.

.48 The auditor should evaluate (a) whether management has considered
relevant information in determining whether factors such as those listed in
paragraph .47 exist and (b) management’s conclusions about the need to
recognize an impairment loss. That evaluation requires the auditor to obtain
evidence about such factors that tend to corroborate or conflict with manage
ment’s conclusions. When the entity has recognized an impairment loss, the
auditor should gather evidence supporting the amount of the impairment
adjustment recorded and determine whether the entity has appropriately
followed generally accepted accounting principles.

Presentation and Disclosure
.49 Assertions about presentation and disclosure address whether the
classification, description, and disclosure of derivatives and securities in the
entity’s financial statements are in conformity with generally accepted ac
counting principles. The auditor should evaluate whether the presentation and
disclosure of derivatives and securities are in conformity with generally ac
cepted accounting principles. As noted in section 411, The Meaning of Present
Fairly in Conformity with Generally Accepted Accounting Principles, para
graph .04, the auditor’s opinion as to whether financial statements are pre
sented in conformity with generally accepted accounting principles should be
based on the auditor’s judgement as to whether—

a.

The accounting principles selected and applied have general acceptance.

b.

The accounting principles are appropriate in the circumstances.

c.

The financial statements, including the related notes, are informative
of matters that may affect their use, understanding, and interpreta
tion.

d.

The information presented in the financial statements is classified
and summarized in a reasonable manner, that is, neither too detailed
nor too condensed.

e.

The financial statements reflect the underlying transactions and
events in a manner that presents the financial position, results of
operations, and cash flows stated within a range of acceptable limits,
that is, limits that are reasonable and practicable to attain in finan
cial statements.

[Title of section 411 amended, effective for reports issued or reissued on or after
June 30, 2001, by Statement on Auditing Standards No. 93.]
.50 For some derivatives and securities, generally accepted accounting prin
ciples may prescribe presentation and disclosure requirements. For example—
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•

Whether changes in the fair value of derivatives used to hedge risks
are required to be reported as a component of earnings or other compre
hensive income depends on whether they are intended to hedge the
risk of changes in the fair value of assets and liabilities or changes in
expected future cash flows and on the degree of effectiveness of the
hedge.

•

Certain securities are required to be classified into categories accord
ing to management’s intent and ability, such as held-to-maturity.

•

Specific information is required to be disclosed about derivatives and
securities.

.51 In evaluating the adequacy of presentation and disclosure, the audi
tor should consider the form, arrangement, and content of the financial state
ments and their notes, including, for example, the terminology used, the
amount of detail given, the classification of items in the statements, and the
bases of amounts reported. The auditor should compare the presentation and
disclosure with the requirements of generally accepted accounting principles.
However, the auditor should also follow the guidance in section 431, Adequacy
of Disclosure in Financial Statements, in evaluating the adequacy of disclosure
that is not specifically required by generally accepted accounting principles.

Additional Considerations About Hedging Activities
.52 To account for a derivative as a hedge, generally accepted accounting
principles require management at the inception of the hedge to designate the
derivative as a hedge and contemporaneously formally document17 the hedg
ing relationship, the entity’s risk management objective and strategy for
undertaking the hedge, and the method of assessing the effectiveness of the
hedge. In addition, to qualify for hedge accounting, generally accepted account
ing principles require that management have an expectation, both at the
inception of the hedge and on an ongoing basis, that the hedging relationship
will be highly effective in achieving the hedging strategy.18

.53 The auditor should gather evidential matter to determine whether
management complied with the hedge accounting requirements of generally
accepted accounting principles, including designation and documentation re
quirements. In addition, the auditor should gather evidential matter to sup
port management’s expectation at the inception of the hedge that the hedging
relationship will be highly effective and its periodic assessment of the ongoing
effectiveness of the hedging relationship as required by generally accepted
accounting principles.
.54 When the entity designates a derivative as a fair value hedge, gener
ally accepted accounting principles require that the entity adjust the carrying
amount of the hedged item for the change in the hedged item’s fair value that
is attributable to the hedged risk. The auditor should gather evidential matter
supporting the recorded change in the hedged item’s fair value that is attrib
utable to the hedged risk. Additionally, the auditor should gather evidential
matter to determine whether management has properly applied generally
accepted accounting principles to the hedged item.
17 FASB Statement No. 133 requires formal documentation of prescribed aspects of hedging
relationships at the inception of the hedge.
18 See section 508, Reports on Audited Financial Statements, paragraphs .16-.18.
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.55 For a cash flow hedge of a forecasted transaction, generally accepted
accounting principles require management to determine that the forecasted
transaction is probable of occurring. Those principles require that the likeli
hood that the transaction will take place not be based solely on management’s
intent. Instead, the transaction’s probability should be supported by observ
able facts and the attendant circumstances, such as the following:
•

The frequency of similar past transactions

•

The financial and operational ability of the entity to carry out the
transaction

•

The extent of loss that could result if the transaction does not occur

•

The likelihood that transactions with substantially different charac
teristics might be used to achieve the same business purpose

The auditor should evaluate management’s determination of whether a fore
casted transaction is probable.

Assertions About Securities Based on Management's
Intent and Ability
.56 Generally accepted accounting principles require that management’s
intent and ability be considered in valuing certain securities; for example,
whether—
•

Debt securities are classified as held-to-maturity and reported at their
cost depends on management’s intent and ability to hold them to their
maturity.

•

Equity securities are reported using the equity method depends on
management’s ability to significantly influence the investee.

•

Equity securities are classified as trading or available-for-sale de
pends on management’s intent and objectives in investing in the
securities.

.57 In evaluating management’s intent and ability, the auditor should—
a.

Obtain an understanding of the process used by management to
classify securities as trading, available-for-sale, or held-to-maturity.

b.

For an investment accounted for using the equity method, inquire of
management as to whether the entity has the ability to exercise
significant influence over the operating and financial policies of the
investee and evaluate the attendant circumstances that serve as a
basis for management’s conclusions.

c.

If the entity accounts for the investment contrary to the presumption
established by generally accepted accounting principles for use of the
equity method, obtain sufficient competent evidential matter about
whether that presumption has been overcome and whether appro
priate disclosure is made regarding the reasons for not accounting
for the investment in keeping with that presumption.

d.

Consider whether management’s activities corroborate or conflict with
its stated intent. For example, the auditor should evaluate an asser
tion that management intends to hold debt securities to their matur
ity by examining evidence such as documentation of management’s
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strategies and sales and other historical activities with respect to
those securities and similar securities.

e.

Determine whether generally accepted accounting principles require
management to document its intentions and specify the content and
timeliness of that documentation.19 The auditor should inspect the
documentation and obtain evidential matter about its timeliness.
Unlike the formal documentation required for hedging activities,
evidential matter supporting the classification of debt and equity
securities may be more informal.

f.

Determine whether management’s activities, contractual agree
ments, or the entity’s financial condition provide evidence of its
ability. Examples follow.
(1) The entity’s financial position, working capital needs, operating
results, debt agreements, guarantees, alternate sources of li
quidity, and other relevant contractual obligations, as well as
laws and regulations, may provide evidence about an entity’s
ability to hold debt securities to their maturity.
(2) Management’s cash flow projections may suggest that it does not
have the ability to hold debt securities to their maturity.
(3) Management’s inability to obtain information from an investee
may suggest that it does not have the ability to significantly
influence the investee.
(4) If the entity asserts that it maintains effective control over
securities transferred under a repurchase agreement, the con
tractual agreement may be such that the entity actually surren
dered control over the securities and therefore should account
for the transfer as a sale instead of a secured borrowing.

Management Representations
.58 Section 333, Management Representations, provides guidance to audi
tors in obtaining written representations from management. The auditor
ordinarily should obtain written representations from management confirm
ing aspects of management’s intent and ability that affect assertions about
derivatives and securities, such as its intent and ability to hold a debt security
until its maturity or to enter into a forecasted transaction for which hedge
accounting is applied. In addition, the auditor should consider obtaining writ
ten representations from management confirming other aspects of derivatives
and securities transactions that affect assertions about them.20

Effective Date
.59 This section is effective for audits of financial statements for fiscal
years ending on or after June 30, 2001. Early application is permitted.

19 FASB Statement No. 115 requires an investor to document the classification of debt and equity
securities into one of three categories—held-to-maturity, available-for-sale, or trading—at their
acquisition.

20 Appendix B of section 333.17 provides illustrative representations about derivatives and
securities transactions.
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AU Section 333

Management Representations
(Supersedes SAS No. 19)

Source: SAS No. 85; SAS No. 89; SAS No. 99; PCAOB Release No. 2004-008.
See section 9333 for interpretations of this section.

Effective for audits of financial statements for periods ending on or after June 30,
1998, unless otherwise indicated.

Introduction
.01 This section establishes a requirement that the independent auditor
obtain written representations from management as a part of an audit of
financial statements performed in accordance with generally accepted auditing
standards and provides guidance concerning the representations to be ob
tained.

Reliance on Management Representations
.02 During an audit, management makes many representations to the
auditor, both oral and written, in response to specific inquiries or through the
financial statements. Such representations from management are part of the
evidential matter the independent auditor obtains, but they are not a substi
tute for the application of those auditing procedures necessary to afford a
reasonable basis for an opinion regarding the financial statements under
audit. Written representations from management ordinarily confirm repre
sentations explicitly or implicitly given to the auditor, indicate and document
the continuing appropriateness of such representations, and reduce the possi
bility of misunderstanding concerning the matters that are the subject of the
representations.1
.03 The auditor obtains written representations from management to
complement other auditing procedures. In many cases, the auditor applies
auditing procedures specifically designed to obtain evidential matter concern
ing matters that also are the subject of written representations. For example,
after the auditor performs the procedures prescribed in section 334, Related
Parties, even if the results of those procedures indicate that transactions with
related parties have been properly disclosed, the auditor should obtain a
written representation to document that management has no knowledge of any
such transactions that have not been properly disclosed. In some circum
stances, evidential matter that can be obtained by the application of auditing
procedures other than inquiry is limited; therefore, the auditor obtains written
representations to provide additional evidential matter. For example, if an entity
1 Section 230, Due Professional Care in the Performance of Work, states, “The auditor neither
assumes that management is dishonest nor assumes unquestioned honesty. In exercising profes
sional skepticism, the auditor should not be satisfied with less than persuasive evidence because of a
belief that management is honest.”
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plans to discontinue a line of business and the auditor is not able to obtain
sufficient information through other auditing procedures to corroborate the
plan or intent, the auditor obtains a written representation to provide evidence
of management’s intent.
.04 If a representation made by management is contradicted by other
audit evidence, the auditor should investigate the circumstances and consider
the reliability of the representation made. Based on the circumstances, the
auditor should consider whether his or her reliance on management’s repre
sentations relating to other aspects of the financial statements is appropriate
and justified.

Obtaining Written Representations
.05 Written representations from management should be obtained for all
financial statements and periods covered by the auditor’s report.2 For exam
ple, if comparative financial statements are reported on, the written repre
sentations obtained at the completion of the most recent audit should address
all periods being reported on. The specific written representations obtained by
the auditor will depend on the circumstances of the engagement and the nature
and basis of presentation of the financial statements.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
142-144 of PCAOB Auditing Standard No. 2 for additional required
written representations to be obtained from management.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
.06 In connection with an audit of financial statements presented in accord
ance with generally accepted accounting principles, specific representations
should relate to the following matters:3

Financial Statements
a.

Management’s acknowledgment of its responsibility for the fair
presentation in the financial statements of financial position, results
of operations, and cash flows in conformity with generally accepted
accounting principles.

b.

Management’s belief that the financial statements are fairly pre
sented in conformity with generally accepted accounting principles.

Completeness of Information

c.

Availability of all financial records and related data.

d.

Completeness and availability of all minutes of meetings of stock
holders, directors, and committees of directors.

e.

Communications from regulatory agencies concerning noncompli
ance with or deficiencies in financial reporting practices.

f.

Absence of unrecorded transactions.

2 An illustrative representation letter from management is contained in appendix A, “Illustrative
Management Representation Letter” [paragraph .16].
3 Specific representations also are applicable to financial statements presented in conformity
with a comprehensive basis of accounting other than generally accepted accounting principles. The
specific representations to be obtained should be based on the nature and basis of presentation of the
financial statements being audited.
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Recognition, Measurement, and Disclosure
g.

Management’s belief that the effects of any uncorrected financial
statement misstatements4 aggregated by the auditor during the
current engagement and pertaining to the latest period presented
are immaterial, both individually and in the aggregate, to the finan
cial statements taken as a whole.56
*(A summary of such items should
7
be included in or attached to the letter.)6,7

h.

Management’s acknowledgment of its responsibility for the design
and implementation of programs and controls to prevent and detect
fraud.

i.

Knowledge of fraud or suspected fraud affecting the entity involving
(1) management, (2) employees who have significant roles in internal
control, or (3) others where the fraud could have a material effect on
the financial statements.[8]

j.

Knowledge of any allegations of fraud or suspected fraud affecting
the entity received in communications from employees, former em
ployees, analysts, regulators, short sellers, or others.

k.

Plans or intentions that may affect the carrying value or classifica
tion of assets or liabilities.

l.

Information concerning related-party transactions and amounts re
ceivable from or payable to related parties.9

m.

Guarantees, whether written or oral, under which the entity is
contingently liable.

n.

Significant estimates and material concentrations known to manage
ment that are required to be disclosed in accordance with the
AICPA’s Statement of Position 94-6, Disclosure of Certain Signifi
cant Risks and Uncertainties.

4 Section 312, Audit Risk and Materiality in Conducting an Audit, paragraph .04, states that a
misstatement can result from errors or fraud, and provides guidance for the auditor’s evaluation of
audit findings (section 312.34-.40). [Footnote added, effective for audits of financial statements for
periods beginning on or after December 15, 1999, by Statement on Auditing Standards No. 89.]

5 If management believes that certain of the identified items are not misstatements, manage
ment’s belief may be acknowledged by adding to the representation, for example, “We do not agree
that items XX and XX constitute misstatements because [description of reasons].” [Footnote added,
effective for audits of financial statements for periods beginning on or after December 15, 1999, by
Statement on Auditing Standards No. 89.]
6 Section 312 states that the auditor may designate an amount below which misstatements need
not be accumulated. Similarly, the summary of uncorrected misstatements included in or attached to
the representation letter need not include such misstatements. The summary should include suffi
cient information to provide management with an understanding of the nature, amount, and effect of
the uncorrected misstatements. Similar items may be aggregated. [Footnote added, effective for
audits of financial statements for periods beginning on or after December 15, 1999, by Statement on
Auditing Standards No. 89.]

7 The communication to management of immaterial misstatements aggregated by the auditor
does not constitute a communication pursuant to section 317, Illegal Acts by Clients, paragraph .17,
Section 10A of the Securities Exchange Act of 1934, or section 316, Consideration of Fraud in a
Financial Statement Audit, paragraphs .38 through .40. The auditor may have additional communi
cation responsibilities pursuant to section 317, Section 10A of the Securities Exchange Act of 1934, or
section 316. [Footnote added, effective for audits of financial statements for periods beginning on or
after December 15, 1999, by Statement on Auditing Standards No. 89. Footnote renumbered by the
issuance of Statement on Auditing Standards No. 89, December 1999.]
[8] [Footnote deleted by the issuance of Statement on Auditing Standards No. 99, October 2002.]

9 See section 334. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
89, December 1999.]
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o.

Violations or possible violations of laws or regulations whose effects
should be considered for disclosure in the financial statements or as
a basis for recording a loss contingency.1011

p.

Unasserted claims or assessments that the entity’s lawyer has ad
vised are probable of assertion and must be disclosed in accordance
with Financial Accounting Standards Board (FASB) Statement No.
5, Accounting for Contingencies [AC section C59].11

q.

Other liabilities and gain or loss contingencies that are required to
be accrued or disclosed by FASB Statement No. 5 [AC section C59].12

r.

Satisfactory title to assets, liens or encumbrances on assets, and
assets pledged as collateral.

s.

Compliance with aspects of contractual agreements that may affect
the financial statements.

Subsequent Events
t.

Information concerning subsequent events.13

[As amended, effective for audits of financial statements for periods beginning
on or after December 15,1999, by Statement on Auditing Standards No. 89. As
amended, effective for audits of financial statements for periods beginning on
or after December 15, 2002, by Statement on Auditing Standards No. 99.]
.07 The representation letter ordinarily should be tailored to include
additional appropriate representations from management relating to matters
specific to the entity’s business or industry.14 Examples of additional repre
sentations that may be appropriate are provided in appendix B, “Additional
Illustrative Representations” [paragraph .17].
.08 Management’s representations may be limited to matters that are
considered either individually or collectively material to the financial state
ments, provided management and the auditor have reached an understanding
on materiality for this purpose. Materiality may be different for different
representations. A discussion of materiality may be included explicitly in the
representation letter, in either qualitative or quantitative terms. Materiality
considerations would not apply to those representations that are not directly
related to amounts included in the financial statements, for example, items (a),
,
(c)
(d), and (e) above. In addition, because of the possible effects of fraud on
other aspects of the audit, materiality would not apply to item (h) above with
10 See section 317. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 89, December 1999.]

11 See section 337, Inquiry of a Client’s Lawyer Concerning Litigation, Claims, and Assessments,
paragraph .05d. If the entity has not consulted a lawyer regarding litigation, claims, and assess
ments, the auditor normally would rely on the review of internally available information and obtain
a written representation by management regarding the lack of litigation, claims, and assessments;
see auditing Interpretation No. 6, “Client Has Not Consulted a Lawyer” (section 9337.15—.17).
[Footnote renumbered by the issuance of Statement on Auditing Standards No. 89, December 1999.]
12 See section 337.05b. [Footnote renumbered by the issuance of Statement on Auditing Stand
ards No. 89, December 1999.]
13 See section 560, Subsequent Events, paragraph .12, section 711, Filings Under Federal Securi
ties Statutes, paragraph .10, and section 634, Letters for Underwriters and Certain Other Requesting
Parties, paragraph .45, footnote 29. [Footnote renumbered by the issuance of Statement on Auditing
Standards No. 89, December 1999.]

14 Certain AICPA Audit Guides recommend that the auditor obtain written representations
concerning matters that are unique to a particular industry. [Footnote renumbered by the issuance of
Statement on Auditing Standards No. 89, December 1999.]
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respect to management or those employees who have significant roles in
internal control.

.09 The written representations should be addressed to the auditor.
Because the auditor is concerned with events occurring through the date of his
or her report that may require adjustment to or disclosure in the financial
statements, the representations should be made as of a date no earlier than the
date of the auditor’s report. [If the auditor “dual dates” his or her report, the
auditor should consider whether obtaining additional representations relating
to the subsequent event is appropriate. See section 530, Dating of the Inde
pendent Auditor’s Report, paragraph .05], The letter should be signed by those
members of management with overall responsibility for financial and operat
ing matters whom the auditor believes are responsible for and knowledgeable
about, directly or through others in the organization, the matters covered by
the representations. Such members of management normally include the chief
executive officer and chief financial officer or others with equivalent positions
in the entity.
.10 If current management was not present during all periods covered by
the auditor’s report, the auditor should nevertheless obtain written repre
sentations from current management on all such periods. The specific written
representations obtained by the auditor will depend on the circumstances of
the engagement and the nature and basis of presentation of the financial
statements. As discussed in paragraph .08, management’s representations
may be limited to matters that are considered either individually or collectively
material to the financial statements.
.11 In certain circumstances, the auditor may want to obtain written
representations from other individuals. For example, he or she may want to
obtain written representations about the completeness of the minutes of the
meetings of stockholders, directors, and committees of directors from the
person responsible for keeping such minutes. Also, if the independent auditor
performs an audit of the financial statements of a subsidiary but does not audit
those of the parent company, he or she may want to obtain representations
from management of the parent company concerning matters that may affect
the subsidiary, such as related-party transactions or the parent company’s
intention to provide continuing financial support to the subsidiary.

.12 There are circumstances in which an auditor should obtain updating
representation letters from management. If a predecessor auditor is requested
by a former client to reissue (or consent to the reuse of) his or her report on the
financial statements of a prior period, and those financial statements are to be
presented on a comparative basis with audited financial statements of a sub
sequent period, the predecessor auditor should obtain an updating repre
sentation letter from the management of the former client.15 Also, when
performing subsequent events procedures in connection with filings under the
Securities Act of 1933, the auditor should obtain certain written repre
sentations.16 The updating management representation letter should state
(a) whether any information has come to management’s attention that would
cause them to believe that any of the previous representations should be modified,
and (b) whether any events have occurred subsequent to the balance-sheet date
15 See section 508, Reports on Audited Financial Statements, paragraph .71. [Footnote renum
bered by the issuance of Statement on Auditing Standards No. 89, December 1999.]

16 See section 711.10. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 89, December 1999.]
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of the latest financial statements reported on by the auditor that would require
adjustment to or disclosure in those financial statements.17

Scope Limitations
.13 Management’s refusal to furnish written representations constitutes
a limitation on the scope of the audit sufficient to preclude an unqualified
opinion and is ordinarily sufficient to cause an auditor to disclaim an opinion
or withdraw from the engagement.18 However, based on the nature of the
representations not obtained or the circumstances of the refusal, the auditor
may conclude that a qualified opinion is appropriate. Further, the auditor
should consider the effects of the refusal on his or her ability to rely on other
management representations.

.14 If the auditor is precluded from performing procedures he or she
considers necessary in the circumstances with respect to a matter that is
material to the financial statements, even though management has given
representations concerning the matter, there is a limitation on the scope of the
audit, and the auditor should qualify his or her opinion or disclaim an opinion.

Effective Date
.15 This section is effective for audits of financial statements for periods
ending on or after June 30, 1998. Earlier application is permitted.

17 An illustrative updating management representation letter is contained in appendix C, “Illus
trative Updating Management Representation Letter” [paragraph .18]. [Footnote renumbered by the
issuance of Statement on Auditing Standards No. 89, December 1999.]

18 See section 508.22-34. [Footnote renumbered by the issuance of Statement on Auditing
Standards No. 89, December 1999.]
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Appendix A

Illustrative Management Representation Letter
.16

1. The following letter, which relates to an audit of financial statements
prepared in conformity with generally accepted accounting principles, is pre
sented for illustrative purposes only. The introductory paragraph should spec
ify the financial statements and periods covered by the auditor’s report, for
example, “balance sheets of XYZ Company as of December 31,19X1 and 19X0,
and the related statements of income and retained earnings and cash flows for
the years then ended.” The written representations to be obtained should be
based on the circumstances of the engagement and the nature and basis of
presentation of the financial statements being audited. (See appendix B [para
graph .17]).
2. If matters exist that should be disclosed to the auditor, they should be
indicated by modifying the related representation. For example, if an event
subsequent to the date of the balance sheet has been disclosed in the financial
statements, the final paragraph could be modified as follows: “To the best of
our knowledge and belief, except as discussed in Note X to the financial
statements, no events have occurred....” In appropriate circumstances, item 9
could be modified as follows: “The company has no plans or intentions that may
materially affect the carrying value or classification of assets and liabilities,
except for its plans to dispose of segment A, as disclosed in Note X to the
financial statements, which are discussed in the minutes of the December 7,
20X1, meeting of the board of directors.” Similarly, if management has received
a communication regarding an allegation of fraud or suspected fraud, item 8
could be modified as follows: “Except for the allegation discussed in the minutes
of the December 7, 20X1, meeting of the board of directors (or disclosed to you
at our meeting on October 15, 20X1), we have no knowledge of any allegations
of fraud or suspected fraud affecting the company received in communications
from employees, former employees, analysts, regulators, short sellers, or oth
ers.”

3. The qualitative discussion of materiality used in the illustrative letter
is adapted from FASB Statement of Financial Accounting Concepts No. 2,
Qualitative Characteristics of Accounting Information.
4. Certain terms are used in the illustrative letter that are described
elsewhere in authoritative literature. Examples are fraud, in section 316, and
related parties, in section 334, footnote 1. To avoid misunderstanding concern
ing the meaning of such terms, the auditor may wish to furnish those definitions
to management or request that the definitions be included in the written
representations.

5. The illustrative letter assumes that management and the auditor have
reached an understanding on the limits of materiality for purposes of the
written representations. However, it should be noted that a materiality limit
would not apply for certain representations, as explained in paragraph .08 of
this section.
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6.
[Date]
To [Independent Auditor]
We are providing this letter in connection with your audit(s) of the [identifica
tion offinancial statements] of [name of entity] as of [dates] and for the [periods]
for the purpose of expressing an opinion as to whether the [consolidated]
financial statements present fairly, in all material respects, the financial
position, results of operations, and cash flows of [name of entity] in conformity
with accounting principles generally accepted in the United States of America.
We confirm that we are responsible for the fair presentation in the [consoli
dated] financial statements of financial position, results of operations, and cash
flows in conformity with generally accepted accounting principles.
Certain representations in this letter are described as being limited to matters
that are material. Items are considered material, regardless of size, if they
involve an omission or misstatement of accounting information that, in the light
of surrounding circumstances, makes it probable that the judgment of a
reasonable person relying on the information would be changed or influenced
by the omission or misstatement.

We confirm, to the best of our knowledge and belief, [as of (date of auditor’s
report),] the following representations made to you during your audit(s).

1.

The financial statements referred to above are fairly presented in
conformity with accounting principles generally accepted in the United
States of America.

2.

We have made available to you all—

a.

Financial records and related data.

b.

Minutes of the meetings of stockholders, directors, and committees
of directors, or summaries of actions of recent meetings for which
minutes have not yet been prepared.

3.

There have been no communications from regulatory agencies concern
ing noncompliance with or deficiencies in financial reporting practices.

4.

There are no material transactions that have not been properly recorded
in the accounting records underlying the financial statements.

5.

We believe that the effects of the uncorrected financial statement
misstatements summarized in the accompanying schedule are immate
rial, both individually and in the aggregate, to the financial statements
taken as a whole.1

6.

We acknowledge our responsibility for the design and implementation
of programs and controls to prevent and detect fraud.

7.

We have no knowledge of any fraud or suspected fraud affecting the
entity involving—
a.

Management,

b.

Employees who have significant roles in internal control, or

c.

Others where the fraud could have a material effect on the financial
statements.

1 If management believes that certain of the identified items are not misstatements, manage
ment’s belief may be acknowledged by adding to the representation, for example, “We do not agree
that items XX and XX constitute misstatements because [description of reasons].” [Footnote added
effective for audits of financial statements for periods beginning on or after December 15, 1999, by
Statement on Auditing Standards No. 89.]
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8.

We have no knowledge of any allegations of fraud or suspected fraud
affecting the entity received in communications from employees, former
employees, analysts, regulators, short sellers, or others.

9.

The company has no plans or intentions that may materially affect the
carrying value or classification of assets and liabilities.

10. The following have been properly recorded or disclosed in the financial
statements:
a.

Related-party transactions, including sales, purchases, loans,
transfers, leasing arrangements, and guarantees, and amounts
receivable from or payable to related parties.

b.

Guarantees, whether written or oral, under which the company is
contingently liable.

c.

Significant estimates and material concentrations known to man
agement that are required to be disclosed in accordance with the
AICPA’s Statement of Position 94-6, Disclosure of Certain Signifi
cant Risks and Uncertainties. [Significant estimates are estimates
at the balance sheet date that could change materially within the
next year. Concentrations refer to volumes of business, revenues,
available sources ofsupply, or markets or geographic areas for which
events could occur that would significantly disrupt normal finances
within the next year.]

11. There are no—

a.

Violations or possible violations of laws or regulations whose effects
should be considered for disclosure in the financial statements or
as a basis for recording a loss contingency.

b.

Unasserted claims or assessments that our lawyer has advised us
are probable of assertion and must be disclosed in accordance with
Financial Accounting Standards Board (FASB) Statement No. 5,
Accounting for Contingencies.2

c.

Other liabilities or gain or loss contingencies that are required to
be accrued or disclosed by FASB Statement No. 5.

12. The company has satisfactory title to all owned assets, and there are no
liens or encumbrances on such assets nor has any asset been pledged
as collateral.
13. The company has complied with all aspects of contractual agreements
that would have a material effect on the financial statements in the
event of noncompliance.
[Add additional representations that are unique to the entity’s business or
industry. See paragraph .07 and appendix B [paragraph .17] of this section.]
2 In the circumstance discussed in footnote 11 of this section, this representation might be worded
as follows:
We are not aware of any pending or threatened litigation, claims, or assessments or un
asserted claims or assessments that are required to be accrued or disclosed in the finan
cial statements in accordance with Financial Accounting Standards Board Statement
No. 5, Accounting for Contingencies, and we have not consulted a lawyer concerning liti
gation, claims, or assessments.
[Footnote renumbered by the issuance of Statement on Auditing Standards No. 89, December 1999.]
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To the best of our knowledge and belief, no events have occurred subsequent to
the balance-sheet date and through the date of this letter that would require
adjustment to or disclosure in the aforementioned financial statements.

[Name of Chief Executive Officer and Title]
[Name of Chief Financial Officer and Title]

[As amended, effective for audits of financial statements for periods beginning
on or after December 15,1999 by Statement on Auditing Standards No. 89. As
amended, effective for audits of financial statements for periods beginning on
or after December 15, 2002, by Statement on Auditing Standards No. 99.]
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Appendix B
Additional Illustrative Representations
.17

1. As discussed in paragraph .07 of this section, representation letters ordinar
ily should be tailored to include additional appropriate representations from
management relating to matters specific to the entity’s business or industry.
The auditor also should be aware that certain AICPA Audit Guides recommend
that the auditor obtain written representations concerning matters that are
unique to a particular industry. The following is a list of additional repre
sentations that may be appropriate in certain situations. This list is not
intended to be all-inclusive. The auditor also should consider the effects of
pronouncements issued subsequent to the issuance of this section.

Condition

General
Illustrative Example

Unaudited interim informa
tion accompanies the financial
statements.

The unaudited interim financial informa
tion accompanying [presented in Note X
to] the financial statements for the
[identify all related periods] has been
prepared and presented in conformity
with generally accepted accounting prin
ciples applicable to interim financial
information [and with Item 302(a) of Reg
ulation S-K]. The accounting principles
used to prepare the unaudited interim
financial information are consistent with
those used to prepare the audited finan
cial statements.

The impact of a new accounting
principle is not known.

We have not completed the process of
evaluating the impact that will result from
adopting Financial Accounting Standards
Board (FASB) Statement No. [XXX,
Name], as discussed in Note [X]. The
company is therefore unable to disclose
the impact that adopting FASB Statement
No. [XXX] will have on its financial posi
tion and the results of operations when
such Statement is adopted.

There is justification for a
change in accounting princi
ples.

We believe that [describe the newly adopted
accounting principle] is preferable to [de
scribe the former accounting principle]
because [describe management’s justifica

Financial circumstances are
strained, with disclosure of
management’s intentions and
the entity’s ability to continue
as a going concern.

Note [X] to the financial statements dis
closes all of the matters of which we are
aware that are relevant to the company’s
ability to continue as a going concern, in
cluding significant conditions and events,
and management’s plans.

tion for the change in accounting principles].

(continued)
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Condition

Illustrative Example

The possibility exists that the
value of specific significant
long-lived assets or certain
identifiable intangibles may
be impaired.

We have reviewed long-lived assets and
certain identifiable intangibles to be held
and used for impairment whenever
events or changes in circumstances have
indicated that the carrying amount of its
assets might not be recoverable and have
appropriately recorded the adjustment.

The entity engages in transac
tions with special purpose en
tities.

We have evaluated all transactions in
volving special purpose entities to deter
mine that the accounting for such trans
actions is in accordance with generally
accepted accounting principles. Specifi
cally [indicate appropriate accounting
principles:
• Conditions pursuant to paragraph 35
of FASB Statement 140, “Accounting
for Transfers and Servicing of Finan
cial Assets and Extinguishment of
Liabilities”

• EITF Issue No. 96-16, “Investor’s
Accounting for an Investee When the
Investor Has a Majority of the Voting
Interest by the Minority Shareholder
or Shareholders Have certain Appro
val or Veto Rights”

• EITF Issue No. 90-15, “Impact of
Nonsubstantive Lessors, Residual
Value Guarantees, and Other Provi
sions in Leasing Transactions”
• EITF Issue 96-21, “Implementation in
Accounting for Leasing Transactions
involving Special-Purpose Entities”

• EITF 97-1, “Implementation Issues in
Accounting for Lease Transactions,
including Those involving SpecialPurpose Entities”
• EITF Issue No. 97-2, “Application of
FASB Statement No. 94 and APB

Opinion No. 16 to Physician Practice
Management [PPM] Entities and Cer
tain Other Entities with Contractual
Management Arrangements”
• EITF Issue No. 00-4, “Majority
Owner’s Accounting for a transaction
in the Shares of a Consolidated Sub
sidiary and a Derivative Indexed to
the Minority Interest in That Subsid
iary.”]
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_________ Condition_________

_________ Illustrative Example__________

The work of a specialist has
been used by the entity.

We agree with the findings of specialists
in evaluating the [describe assertion] and
have adequately considered the qualifica
tions of the specialist in determining the
amounts and disclosures used in the fi
nancial statements and underlying ac
counting records. We did not give or cause
any instructions to be given to specialists
with respect to the values or amounts
derived in an attempt to bias their work,
and we are not otherwise aware of any
matters that have had an impact on the
independence or objectivity of the special
ists.

Assets
Condition

Illustrative Example

Disclosure is required of com
pensating balances or other
arrangements involving re
strictions on cash balances,
line of credit, or similar ar
rangements.

Arrangements with financial institutions
involving compensating balances or other
arrangements involving restrictions on
cash balances, line of credit, or similar ar
rangements have been properly disclosed.

Cash

Financial Instruments

Management intends to and
has the ability to hold to ma
turity debt securities classi
fied as held-to-maturity.

Debt securities that have been classified
as held-to-maturity have been so classi
fied due to the company’s intent to hold
such securities, to maturity and the com
pany’s ability to do so. All other debt
securities have been classified as
available-for-sale or trading.

Management considers the
decline in value of debt or eq
uity securities to be tempo
rary.

We consider the decline in value of debt
or equity securities classified as either
available-for-sale or held-to-maturity to
be temporary.

Management has determined
the fair value of significant fi
nancial instruments that do
not have readily determinable
market values.

The methods and significant assumptions
used to determine fair values of financial
instruments are as follows: {describe
methods and significant assumptions
used to determine fair values of financial
instruments]. The methods and signifi
cant assumptions used result in a mea
sure of fair value appropriate for financial
statement measurement and disclosure
purposes.

(continued)
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'______ Condition
______
There are financial instru
ments with off-balance-sheet
risk and financial instru
ments with concentrations of
credit risk.

Receivables
Receivables have been re
corded in the financial state
ments.

Inventories
Excess or obsolete inventories
exist.
Investments
There are unusual considera
tions involved in determining
the application of equity ac
counting.

_________ Illustrative Example__________
The following information about financial
instruments with off-balance-sheet risk
and financial instruments with concen
trations of credit risk has been properly
disclosed in the financial statements:
1. The extent, nature, and terms of fi
nancial instruments with off-balancesheet risk
2. The amount of credit risk of financial
instruments with off-balance-sheet
risk and information about the collat
eral supporting such financial instru
ments
3. Significant concentrations of credit
risk arising from all financial instru
ments and information about the col
lateral supporting such financial
instruments

Receivables recorded in the financial
statements represent valid claims against
debtors for sales or other charges arising
on or before the balance-sheet date and
have been appropriately reduced to their
estimated net realizable value.

Provision has been made to reduce excess
or obsolete inventories to their estimated
net realizable value.

[For investments in common stock that are
either nonmarketable or of which the
entity has a 20 percent or greater owner
ship interest, select the appropriate repre
sentation from the following:
• The equity method is used to account
for the company’s investment in the
common stock of [investee] because the
company has the ability to exercise
significant influence over the inves
tee’s operating and financial policies.
• The cost method is used to account for
the company’s investment in the com
mon stock of [investee] because the
company does not have the ability to
exercise significant influence over the
investee’s operating and financial
policies.
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_________ Condition__________

Deferred Charges

Material expenditures have
been deferred.

We believe that all material expenditures
that have been deferred to future periods
will be recoverable.

Deferred Tax Assets

A deferred tax asset exists at
the balance-sheet date.

The valuation allowance has been deter
mined pursuant to the provisions of FASB
Statement No. 109, Accounting for Income
Taxes, including the company’s estima
tion of future taxable income, if neces
sary, and is adequate to reduce the total
deferred tax asset to an amount that will
more likely than not be realized. [Com
plete with appropriate wording detailing
how the entity determined the valuation
allowance against the deferred tax asset.]

or
A valuation allowance against deferred
tax assets at the balance-sheet date is not
considered necessary because it is more
likely than not the deferred tax asset will
be fully realized.
Liabilities

Condition

Illustrative Example

Short-term debt could be refi
nanced on a long-term basis
and management intends to
do so.

The company has excluded short-term
obligations totaling $[amount} from cur
rent liabilities because it intends to refi
nance the obligations on a long-term basis.
[Complete with appropriate wording
detailing how amounts will be refinanced
as follows:}

Debt

• The company has issued a long-term
obligation [debt security] after the
date of the balance sheet but prior to
the issuance of the financial state
ments for the purpose of refinancing
the short-term obligations on a long
term basis.
• The company has the ability to con
summate the refinancing, by using
the financing agreement referred to in
Note [X] to the financial statements.

Tax-exempt bonds have been
issued.

Tax-exempt bonds issued have retained
their tax-exempt status.
(continued)
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Condition

Illustrative Example

Management intends to rein
vest undistributed earnings of
a foreign subsidiary.

We intend to reinvest the undistributed
earnings of [name of foreign subsidiary].

Taxes

Contingencies

Estimates and disclosures
have been made of environ
mental remediation liabilities
and related loss contingen
cies.

Provision has been made for any material
loss that is probable from environmental
remediation liabilities associated with
[name of site]. We believe that such esti
mate is reasonable based on available in
formation and that the liabilities and
related loss contingencies and the expec
ted outcome of uncertainties have been
adequately described in the company’s
financial statements.

Agreements may exist to repur
chase assets previously sold.

Agreements to repurchase assets previ
ously sold have been properly disclosed.

Pension and Postretirement
Benefits

An actuary has been used to
measure pension liabilities
and costs.

We believe that the actuarial assumpt
ions and methods used to measure pen
sion liabilities and costs for financial ac
counting purposes are appropriate in the
circumstances.

There is involvement with a
multiemployer plan.

We are unable to determine the possibil
ity of a withdrawal liability in a multiem
ployer benefit plan.

or

We have determined that there is the
possibility of a withdrawal liability in a
multiemployer plan in the amount of
$[XX].
Postretirement benefits have
been eliminated.

We do not intend to compensate for the
elimination of postretirement benefits by
granting an increase in pension benefits.

or
We plan to compensate for the elimina
tion of postretirement benefits by grant
ing an increase in pension benefits in the
amount of $[XX].
Employee layoffs that would
otherwise lead to a curtailment
of a benefit plan are intended
to be temporary.
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Illustrative Example

Management intends to either
continue to make or not make
frequent amendments to its
pension or other postretire
ment benefit plans, which
may affect the amortization
period of prior service cost, or
has expressed a substantive
commitment to increase bene
fit obligations.

We plan to continue to make frequent
amendments to its pension or other post
retirement benefit plans, which may
affect the amortization period of prior
service cost.

or
We do not plan to make frequent amend
ments to its pension or other postretire
ment benefit plans.

Equity
Condition

Illustrative Example

There are capital stock repur
chase options or agreements
or capital stock reserved for
options, warrants, conver
sions, or other requirements.

Capital stock repurchase options or agree
ments or capital stock reserved for
options, warrants, conversions, or other
requirements have been properly
disclosed.

Income Statement
Condition

Illustrative Example

There may be a loss from sales
commitments.

Provisions have been made for losses to
be sustained in the fulfillment of or from
inability to fulfill any sales commitments.

There may be losses from pur
chase commitments.

Provisions have been made for losses to
be sustained as a result of purchase com
mitments for inventory quantities in
excess of normal requirements or at prices
in excess of prevailing market prices.

Nature of the product or in
dustry indicates the possibil
ity of undisclosed sales terms.

We have fully disclosed to you all sales
terms, including all rights of return or
price adjustments and all warranty pro
visions.

[Revised, April 2002, to reflect conforming changes necessary due to the
issuance of recent guidance on special purpose entity transactions.]
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Appendix C
Illustrative Updating Management
Representation Letter
.18

1. The following letter is presented for illustrative purposes only. It may be
used in the circumstances described in paragraph .12 of this section. Manage
ment need not repeat all of the representations made in the previous repre
sentation letter.
2. If matters exist that should be disclosed to the auditor, they should be
indicated by listing them following the representation. For example, if an event
subsequent to the date of the balance sheet has been disclosed in the financial
statements, the final paragraph could be modified as follows: “To the best of
our knowledge and belief, except as discussed in Note X to the financial
statements, no events have occurred. . ..”
3.
[Date]
To [Auditor]

In connection with your audit(s) of the [identification of financial statements]
of [name ofentity] as of [dates] and for the [periods] for the purpose of expressing
an opinion as to whether the [consolidated] financial statements present fairly,
in all material respects, the financial position, results of operations, and cash
flows of [name of entity] in conformity with accounting principles generally
accepted in the United States of America, you were previously provided with a
representation letter under date of [date of previous representation letter]. No
information has come to our attention that would cause us to believe that any
of those previous representations should be modified.

To the best of our knowledge and belief, no events have occurred subsequent to
[date of latest balance sheet reported on by the auditor] and through the date of
this letter that would require adjustment to or disclosure in the aforementioned
financial statements.

[Name of Chief Executive Officer and Title]
[Name of Chief Financial Officer and Title]

[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]
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Management Representations: Auditing
Interpretations of Section 333
1.

Management Representations on Violations and Possible
Violations of Laws and Regulations

.01 Question—Section 333, Management Representations, lists matters
for which the auditor ordinarily obtains written representations from manage
ment. One of those matters is: Violations or possible violations of laws or
regulations whose effects should be considered for disclosure in financial
statements or as a basis for recording a loss contingency.

.02 Guidance on evaluating the need to disclose litigation, claims, and
assessments that may result from possible violations is provided by FASB
Statement No. 5, Accounting for Contingencies [AC section C59]. Section 317,
Illegal Acts by Clients, provides guidance on evaluating the materiality of
illegal acts. Does the representation regarding “possible violations” include
matters beyond those described in FASB Statement No. 5 [AC section C59] and
section 317?
.03 Interpretation—No. Section 333 did not change the relevant criteria
for evaluating the need for disclosure of violations and possible violations of
laws or regulations. In requesting the representation on possible violations, the
auditor is not asking for management’s speculation on all possibilities of legal
challenges to its actions.

.04 The representation concerns matters that have come to manage
ment’s attention and that are significant enough that they should be consid
ered in determining whether financial statement disclosures are necessary. It
recognizes that these are matters of judgment and that the need for disclosure
is not always readily apparent.
[Issue Date: March, 1979.]
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AU Section 334

Related Parties
(Supersedes Statement on Auditing Standards No. 6, AICPA, Professional Standards,
vol. 1, AU sec. 335.01-.19f

Source: SAS No. 45.
See section 9334 for interpretations of this section.

Effective for periods ended after September 30z 1983, unless otherwise indicated.

.01 This section provides guidance on procedures that should be consid
ered by the auditor when he is performing an audit of financial statements in
accordance with generally accepted auditing standards to identify related
party relationships and transactions and to satisfy himself concerning the
required financial statement accounting and disclosure.*1 The procedures set
forth in this section should not be considered all-inclusive. Also, not all of them
may be required in every audit.

Accounting Considerations
.02 FASB Statement No. 57, Related Party Disclosures [AC section R36],
gives the requirements for related party disclosures. Certain accounting pro
nouncements prescribe the accounting treatment when related parties are
involved; however, established accounting principles ordinarily do not require
transactions with related parties to be accounted for on a basis different from
that which would be appropriate if the parties were not related. The auditor
should view related party transactions within the framework of existing pro
nouncements, placing primary emphasis on the adequacy of disclosure. In
This
*
section also withdraws the following auditing interpretations dated March 1976 (AICPA,
Professional Standards, vol. 1, AU sec. 9335.01-.11):
• Evaluating the Adequacy of Disclosure of Related Party Transactions
• Disclosure of Commonly Controlled Parties
• Definition of “Immediate Family”
1 Financial Accounting Standards Board Statement No. 57, Related Party Disclosures, para
graphs 2 through 4 [AC section R36.102-.104], contains the disclosure requirements for related party
relationships and transactions. The glossary of that Statement [AC section R36.406] defines related
parties as follows:
Affiliates of the enterprise; entities for which investments are accounted for by the equity method
by the enterprise; trusts for the benefit of employees, such as pension and profit-sharing trusts
that are managed by or under the trusteeship of management; principal owners of the enterprise;
its management; members of the immediate families of principal owners of the enterprise and its
management; and other parties with which the enterprise may deal if one party controls or can
significantly influence the management or operating policies of the other to an extent that one of
the transacting parties might be prevented from fully pursuing its own separate interests. An
other party also is a related party if it can significantly influence the management or operating
policies of the transacting parties or if it has an ownership interest in one of the transacting par
ties and can significantly influence the other to an extent that one or more of the transacting par
ties might be prevented from fully pursuing its own separate interests.
The glossary also gives definitions of the terms “affiliate,” “control,” “immediate family,” “manage
ment,” and “principal owners” [AC section R36.401-.405]. Paragraph 1 of the FASB Statement [AC
section R36.101] gives examples of related party transactions.
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addition, the auditor should be aware that the substance of a particular
transaction could be significantly different from its form and that financial
statements should recognize the substance of particular transactions rather
than merely their legal form.2

.03 Transactions that because of their nature may be indicative of the
existence of related parties include3—
a.

Borrowing or lending on an interest-free basis or at a rate of interest
significantly above or below market rates prevailing at the time of
the transaction.

b.

Selling real estate at a price that differs significantly from its
appraised value.

c.

Exchanging property for similar property in a nonmonetary transac
tion.

d.

Making loans with no scheduled terms for when or how the funds
will be repaid.

Audit Procedures
.04 An audit performed in accordance with generally accepted auditing
standards cannot be expected to provide assurance that all related party
transactions will be discovered. Nevertheless, during the course of his audit,
the auditor should be aware of the possible existence of material related party
transactions that could affect the financial statements and of common owner
ship or management control relationships for which FASB Statement No. 57
[AC section R36] requires disclosure even though there are no transactions.
Many of the procedures outlined in the following paragraphs are normally
performed in an audit in accordance with generally accepted auditing stand
ards, even if the auditor has no reason to suspect that related party transac
tions or control relationships exist. Other audit procedures set forth in this
section are specifically directed to related party transactions.
.05 In determining the scope of work to be performed with respect to
possible transactions with related parties, the auditor should obtain an under
standing of management responsibilities and the relationship of each compo
nent to the total entity. He should consider controls over management
activities, and he should consider the business purpose served by the various
components of the entity. Normally, the business structure and style of oper
ating are based on the abilities of management, tax and legal considerations,
product diversification, and geographical location. Experience has shown,
however, that business structure and operating style are occasionally deliber
ately designed to obscure related party transactions.
2 Some pronouncements specify criteria for determining, presenting, and accounting for the
substance of certain transactions and events. Examples include (1) presenting consolidated financial
statements instead of separate statements of the component legal entities (Accounting Research
Bulletin No. 51 [AC section C51]); (2) capitalizing leases (FASB Statement No. 13 [AC section L10]);
and (3) imputing an appropriate interest rate when the face amount of a note does not reasonably
represent the present value of the consideration given or received in exchange for it (Accounting
Principles Board Opinion No. 21 [AC section I69]; FASB Statement No. 94 [AC section C51]).
[Footnote revised, June 1993, to reflect conforming changes necessary due to the issuance of State
ment of Position 93-3.]
3 FASB Statement No. 57, paragraph 1 [AC section R36.101], gives other examples of common
types of transactions with related parties, and it states that “transactions between related parties are
considered to be related party transactions even though they may not be given accounting recogni
tion.”
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.06 In the absence of evidence to the contrary, transactions with related
parties should not be assumed to be outside the ordinary course of business.
The auditor should, however, be aware of the possibility that transactions with
related parties may have been motivated solely, or in large measure, by
conditions similar to the following:
a.

Lack of sufficient working capital or credit to continue the business

b.

An urgent desire for a continued favorable earnings record in the
hope of supporting the price of the company’s stock

c.

An overly optimistic earnings forecast

d.

Dependence on a single or relatively few products, customers, or
transactions for the continuing success of the venture

e.

A declining industry characterized by a large number of business
failures

f.

Excess capacity

g.

Significant litigation, especially litigation between stockholders and
management

h.

Significant obsolescence dangers because the company is in a hightechnology industry

Determining the Existence of Related Parties
.07 The auditor should place emphasis on testing material transactions
with parties he knows are related to the reporting entity. Certain relation
ships, such as parent-subsidiary or investor-investee, may be clearly evident.
Determining the existence of others requires the application of specific audit
procedures, which may include the following:
a.

Evaluate the company’s procedures for identifying and properly
accounting for related party transactions.

b.

Request from appropriate management personnel the names of all
related parties and inquire whether there were any transactions
with these parties during the period.

c.

Review filings by the reporting entity with the Securities and Ex
change Commission and other regulatory agencies for the names of
related parties and for other businesses in which officers and direc
tors occupy directorship or management positions.

d.

Determine the names of all pension and other trusts established for
the benefit of employees and the names of their officers and trus
tees.4

e.

Review stockholder listings of closely held companies to identify
principal stockholders.

f.

Review prior years’ working papers for the names of known related
parties.

g.

Inquire of predecessor, principal, or other auditors of related entities
concerning their knowledge of existing relationships and the extent
of management involvement in material transactions.

4 According to FASB Statement No. 57, paragraph 24(f) [AC section R36.406] “trusts for the
benefit of employees, such as pension and profit-sharing trusts that are managed by or under the
trusteeship of management,” are related parties.
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h.

Review material investment transactions during the period under
audit to determine whether the nature and extent of investments
during the period create related parties.

Identifying Transactions With Related Parties
.08 The following procedures are intended to provide guidance for identi
fying material transactions with parties known to be related and for identify
ing material transactions that may be indicative of the existence of previously
undetermined relationships:

a.

Provide audit personnel performing segments of the audit or audit
ing and reporting separately on the accounts of related components
of the reporting entity with the names of known related parties so
that they may become aware of transactions with such parties during
their audits.

b.

Review the minutes of meetings of the board of directors and execu
tive or operating committees for information about material trans
actions authorized or discussed at their meetings.

c.

Review proxy and other material filed with the Securities and Ex
change Commission and comparable data filed with other regulatory
agencies for information about material transactions with related
parties.

d.

Review conflict-of-interests statements obtained by the company
from its management.5

e.

Review the extent and nature of business transacted with major
customers, suppliers, borrowers, and lenders for indications of pre
viously undisclosed relationships.

f.

Consider whether transactions are occurring, but are not being given
accounting recognition, such as receiving or providing accounting,
management or other services at no charge or a major stockholder
absorbing corporate expenses.

g.

Review accounting records for large, unusual, or nonrecurring trans
actions or balances, paying particular attention to transactions rec
ognized at or near the end of the reporting period.

h.

Review confirmations of compensating balance arrangements for
indications that balances are or were maintained for or by related
parties.

i.

Review invoices from law firms that have performed regular or
special services for the company for indications of the existence of
related parties or related party transactions.

j.

Review confirmations of loans receivable and payable for indications
of guarantees. When guarantees are indicated, determine their na
ture and the relationships, if any, of the guarantors to the reporting
entity.

5 Conflict-of-interests statements are intended to provide the board of directors with information
about the existence or nonexistence of relationships between the reporting persons and parties with
whom the company transacts business.
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Examining Identified Related Party Transactions
.09 After identifying related party transactions, the auditor should apply
the procedures he considers necessary to obtain satisfaction concerning the
purpose, nature, and extent of these transactions and their effect on the
financial statements. The procedures should be directed toward obtaining and
evaluating sufficient competent evidential matter and should extend beyond
inquiry of management. Procedures that should be considered include the
following:
a.

Obtain an understanding of the business purpose of the transaction.6

b.

Examine invoices, executed copies of agreements, contracts, and
other pertinent documents, such as receiving reports and shipping
documents.

c.

Determine whether the transaction has been approved by the board
of directors or other appropriate officials.

d.

Test for reasonableness the compilation of amounts to be disclosed,
or considered for disclosure, in the financial statements.

e.

Arrange for the audits of intercompany account balances to be
performed as of concurrent dates, even if the fiscal years differ, and
for the examination of specified, important, and representative re
lated party transactions by the auditors for each of the parties, with
appropriate exchange of relevant information.

Inspect or confirm and obtain satisfaction concerning the transferability and value of collateral.
.10 When necessary to fully understand a particular transaction, the
following procedures, which might not otherwise be deemed necessary to
comply with generally accepted auditing standards, should be considered.7

f.

a.

Confirm transaction amount and terms, including guarantees and
other significant data, with the other party or parties to the transac
tion.

b.

Inspect evidence in possession of the other party or parties to the
transaction.

c.

Confirm or discuss significant information with intermediaries, such
as banks, guarantors, agents, or attorneys, to obtain a better under
standing of the transaction.

d.

Refer to financial publications, trade journals, credit agencies, and
other information sources when there is reason to believe that
unfamiliar customers, suppliers, or other business enterprises with
which material amounts of business have been transacted may lack
substance.

e.

With respect to material uncollected balances, guarantees, and other
obligations, obtain information about the financial capability of the
other party or parties to the transaction. Such information may be
obtained from audited financial statements, unaudited financial
statements, income tax returns, and reports issued by regulatory

6 Until the auditor understands the business sense of material transactions, he cannot complete
his audit. If he lacks sufficient specialized knowledge to understand a particular transaction, he
should consult with persons who do have the requisite knowledge.

7 Arrangements for certain procedures should be made or approved in advance by appropriate
client officials.
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agencies, taxing authorities, financial publications, or credit agen
cies. The auditor should decide on the degree of assurance required
and the extent to which available information provides such assur
ance.

Disclosure
.11 For each material related party transaction (or aggregation of similar
transactions) or common ownership or management control relationship for
which FASB Statement No. 57 [AC section R36] requires disclosure, the
auditor should consider whether he has obtained sufficient competent eviden
tial matter to understand the relationship of the parties and, for related party
transactions, the effects of the transaction on the financial statements. He
should then evaluate all the information available to him concerning the
related party transaction or control relationship and satisfy himself on the
basis of his professional judgment that it is adequately disclosed in the finan
cial statements.8
.12 Except for routine transactions, it will generally not be possible to
determine whether a particular transaction would have taken place if the
parties had not been related, or assuming it would have taken place, what the
terms and manner of settlement would have been. Accordingly, it is difficult to
substantiate representations that a transaction was consummated on terms
equivalent to those that prevail in arm’s-length transactions.9 If such a repre
sentation is included in the financial statements and the auditor believes that
the representation is unsubstantiated by management, he should express a
qualified or adverse opinion because of a departure from generally accepted
accounting principles, depending on materiality (see section 508.35 and .36).

8 The disclosure standards are contained in FASB Statement No. 57, paragraphs 2 through 4 [AC
section R36.102-.104]. Also, see section 431, Adequacy of Disclosure in Financial Statements.

9 FASB Statement No. 57, paragraph 3 [AC section R36.103], states that if representations are
made about transactions with related parties, the representations “shall not imply that the related
party transactions were consummated on terms equivalent to those that prevail in arm’s-length
transactions unless such representations can be substantiated.”
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Related Parties: Auditing Interpretations of
Section 334
[1.] Evaluating the Adequacy of Disclosure of Related Party
Transactions
[.01-.05] [Withdrawn August, 1983, by SAS No. 45.] (See section 334.)

[2.] Disclosure of Commonly Controlled Parties
[.06-.09] [Withdrawn August, 1983, by SAS No. 45.] (See section 334.)

[3.] Definition of "Immediate Family"
[.10-.11] [Withdrawn August, 1983, by SAS No. 45.] (See section 334.)

4. Exchange of Information Between the Principal and Other Auditor
on Related Parties

.12 Question—Section 334, Related Parties, paragraphs .04 and .07,
states that “during the course of his audit, the auditor should be aware of the
possible existence of material related party transactions,” and that determin
ing the existence of related party transactions may require the inquiry of the
“principal, or other auditors of related entities concerning their knowledge of
existing relationships and the extent of management involvement in material
transactions.” When should that inquiry be made?
.13 Interpretation—The principal auditor and the other auditor should
each obtain from the other the names of known related parties and the other
information referred to above. Ordinarily, that exchange of information should
be made at an early stage of the audit.
[Issue Date: April, 1979.]

5.

Examination of Identified Related Party Transactions with a
Component

.14 Question—According to section 334.09, once related party transac
tions have been identified, “the auditor should apply the procedures he consid
ers necessary to obtain satisfaction concerning the purpose, nature and extent
of these transactions and their effect on the financial statements.” When there
is a principal auditor-other auditor relationship, how may the auditors obtain
that satisfaction regarding transactions that may involve not only the compo
nents*1 they are auditing, but also, other components?

.15 Interpretation—Audit procedures may sometimes have to be applied
to records of components being audited by the other. One auditor may arrange
[Section number changed August, 1983, to correspond to section 334, Related Parties.]
1 For the purpose of this interpretation, the entities whose separate financial statements collec
tively comprise the consolidated or other financial statements are referred to as components.
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to perform those procedures himself, or he may request the other to do so.2 There
may be circumstances when there are unusual or complex related party
transactions and an auditor believes that access to relevant portions of the
other’s work papers is essential to his understanding of the effects of those
transactions on the financial statements he is auditing. In those circum
stances, access ordinarily should be provided.3
[Issue Date: April, 1979.]

6. The Nature and Extent of Auditing Procedures for Examining
Related Party Transactions

.16 Question—Section 334, Related Parties, provides general guidance
about the types of procedures an auditor might apply to identified related party
transactions. How extensive should the auditor’s procedures be to examine
related party transactions?
.17 Interpretation—The auditor’s procedures should be sufficient to pro
vide reasonable assurance that related party transactions are adequately
disclosed and that identified related party transactions do not contain mis
statements that, when aggregated with misstatements in other balances or
classes of transactions, could be material to the financial statements taken as
a whole. As in examining any other material account balance or class of
transactions, the auditor needs to consider audit risk4 and design and apply
appropriate substantive tests to evaluate management’s assertions.
.18 The risk associated with management’s assertions about related
party transactions is often assessed as higher than for many other types of
transactions because of the possibility that the parties to the transaction are
motivated by reasons other than those that exist for most business transac
tions.5

.19 The higher the auditor’s assessment of risk regarding related party
transactions, the more extensive or effective the audit tests should be. For
example, the auditor’s tests regarding valuation of a receivable from an entity
under common control might be more extensive than for a trade receivable of
the same size because the common parent may be motivated to obscure the
substance of the transaction. In assessing the risk of the related party trans
actions the auditor obtains an understanding of the business purpose of the
transactions. Until the auditor understands the business sense of material
transactions, he cannot complete his audit. If he lacks sufficient specialized
knowledge to obtain that understanding for a particular transaction, he should
consult with persons who do have the requisite knowledge. In addition, to
understand the transaction, or obtain evidence regarding it, the auditor may
have to refer to audited or unaudited financial statements of the related party,
apply procedures at the related party, or in some cases audit the financial
statements of the related party.
2 In this case, the auditor should follow the guidance in the interpretation titled Specific
Procedures Performed by Other Auditors at the Principal Auditor’s Request, section 9543.01-.03.

3 There is no intention in this interpretation to modify section 543.12c regarding the principal
auditor’s consideration of review of the other auditor’s workpapers when he decides not to make
reference to the other auditor.
4 Audit risk and its components are described in section 312, Audit Risk and Materiality in
Conducting an Audit.
5 See section 334.06.
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.20 Question—Section 334, Related Parties, paragraph .07, states that
specific audit procedures should be applied to determine if related parties
exist. That paragraph also suggests some specific audit procedures to identify
related parties that the auditor should consider. What other audit procedures
for determining the existence of related parties should the auditor consider?

.21 Interpretation—The auditor should consider obtaining repre
sentations from the entity’s senior management and its board of directors
about whether they or any other related parties engaged in any transactions
with the entity during the period.
[Issue Date: May, 1986.]

7. Management's and Auditor's Responsibilities With Regard to
Related Party Disclosures Prefaced by Terminology Such As
"Management Believes That"

.22 Question—Management discloses in its financial statements that a
related party transaction was consummated on terms equivalent to those that
prevail in arm’s length transactions, and prefaces the representation with a
phrase such as “Management believes that” or “It is the Company’s belief that.”
Does the use of such terminology change management’s responsibility to
substantiate the representation?
.23 Interpretation—No. FASB Statement No. 57, Related Party Disclo
sures, paragraph 3 [AC section R36.103], states that the representations about
a related party transaction “shall not imply that the related party transactions
were consummated on terms equivalent to those that prevail in arm’s-length
transactions unless such representations can be substantiated.” A preface to a
disclosure such as “Management believes that” or “It is the Company’s belief
that” does not change management’s responsibility to substantiate the repre
sentation. Section 334, Related Parties, paragraph .12 (section 334.12), indi
cates that if such a representation is included in the financial statements and
the auditor believes that the representation is unsubstantiated by manage
ment, he should express a qualified or adverse opinion because of a departure
from generally accepted accounting principles, depending on materiality.

[Issue Date: May, 2000.]
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AU Section 336

Using the Work of a Specialist
(Supersedes SAS No. 11)
Source: SAS No. 73.

See section 9336 for interpretations of this section.
Effective for audits of periods ending on or after December 15, 1994.

Introduction and Applicability
.01 The purpose of this section is to provide guidance to the auditor who
uses the work of a specialist in performing an audit in accordance with
generally accepted auditing standards. For purposes of this section, a specialist
is a person (or firm) possessing special skill or knowledge in a particular field
other than accounting or auditing.1

.02 Specialists to which this section applies include, but are not limited
to, actuaries, appraisers, engineers, environmental consultants, and geolo
gists. This section also applies to attorneys engaged as specialists in situations
other than to provide services to a client concerning litigation, claims, or
assessments to which section 337, Inquiry of a Client’s Lawyer Concerning
Litigation, Claims, and Assessments, applies. For example, attorneys may be
engaged by a client or by the auditor as specialists in a variety of other circum
stances, including interpreting the provisions of a contractual agreement.
.03 The guidance in this section is applicable when—

a.

Management engages or employs a specialist and the auditor uses
that specialist’s work as evidential matter in performing substantive
tests to evaluate material financial statement assertions.

b.

Management engages a specialist employed by the auditor’s firm to
provide advisory services1
2 and the auditor uses that specialist’s work
as evidential matter in performing substantive tests to evaluate
material financial statement assertions.

c.

The auditor engages a specialist and uses that specialist’s work as
evidential matter in performing substantive tests to evaluate mate
rial financial statement assertions.

.04 The guidance provided in this section applies to audits of financial
statements prepared in conformity with generally accepted accounting princi
ples (GAAP)3 and to engagements performed under section 623, Special Re
ports, including a comprehensive basis of accounting other than GAAP.
1 In general, the auditor’s education, training, and experience enable him or her to be knowledge
able concerning income tax matters and to be competent to assess their presentation in the financial
statements.

2 The auditor should consider the effect, if any, that using the work of a specialist employed by
the auditor’s firm has on independence.
3 References in this section to “financial statements” and to “generally accepted accounting
principles” include special reports covered under section 623, Special Reports.
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.05 This section does not apply to situations covered by section 311,
Planning and Supervision, in which a specialist employed by the auditor’s firm
participates in the audit.

Decision to Use the Work of a Specialist
.06 The auditor’s education and experience enable him or her to be
knowledgeable about business matters in general, but the auditor is not
expected to have the expertise of a person trained for or qualified to engage in
the practice of another profession or occupation. During the audit, however, an
auditor may encounter complex or subjective matters potentially material to
the financial statements. Such matters may require special skill or knowledge
and in the auditor’s judgment require using the work of a specialist to obtain
competent evidential matter.
.07 Examples of the types of matters that the auditor may decide require
him or her to consider using the work of a specialist include, but are not limited
to, the following:
a.

Valuation (for example, special-purpose inventories, high-technol
ogy materials or equipment, pharmaceutical products, complex fi
nancial instruments, real estate, restricted securities, works of art,
and environmental contingencies)

b.

Determination of physical characteristics relating to quantity on
hand or condition (for example, quantity or condition of minerals,
mineral reserves, or materials stored in stockpiles)

c.

Determination of amounts derived by using specialized techniques
or methods (for example, actuarial determinations for employee
benefits obligations and disclosures, and determinations for insur
ance loss reserves4

d.

Interpretation of technical requirements, regulations, or agreements
(for example, the potential significance of contracts or other legal
documents or legal title to property)

Qualifications and Work of a Specialist
.08 The auditor should consider the following to evaluate the professional
qualifications of the specialist in determining that the specialist possesses the
necessary skill or knowledge in the particular field:
a.

The professional certification, license, or other recognition of the
competence of the specialist in his or her field, as appropriate

b.

The reputation and standing of the specialist in the views of peers
and others familiar with the specialist’s capability or performance

c.

The specialist’s experience in the type of work under consideration

.09 The auditor should obtain an understanding of the nature of the work
performed or to be performed by the specialist. This understanding should
cover the following:
4 In the specific situation involving the audit of an insurance entity’s loss reserves, an outside
loss reserve specialist—that is, one who is not an employee or officer of the insurance entity—should
be used. When the auditor has the requisite knowledge and experience, the auditor may serve as the
loss reserve specialist. (See Statement of Position 92-4, Auditing Insurance Entities’Loss Reserves.)
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a.

The objectives and scope of the specialist’s work

b.

The specialist’s relationship to the client (see paragraphs.10 and .11)

c.

The methods or assumptions used

d.

A comparison of the methods or assumptions used with those used
in the preceding period

e.

The appropriateness of using the specialist’s work for the intended
purpose5

f.

The form and content of the specialist’s findings that will enable the
auditor to make the evaluation described in paragraph .12

Relationship of the Specialist to the Client
.10 The auditor should evaluate the relationship6 of the specialist to the
client, including circumstances that might impair the specialist’s objectivity.
Such circumstances include situations in which the client has the ability—
through employment, ownership, contractual right, family relationship, or
otherwise—to directly or indirectly control or significantly influence the spe
cialist.
.11 When a specialist does not have a relationship with the client, the
specialist’s work usually will provide the auditor with greater assurance of
reliability. However, the work of a specialist who has a relationship with the
client may be acceptable under certain circumstances. If the specialist has a
relationship with the client, the auditor should assess the risk that the special
ist’s objectivity might be impaired. If the auditor believes the relationship
might impair the specialist’s objectivity, the auditor should perform additional
procedures with respect to some or all of the specialist’s assumptions, methods,
or findings to determine that the findings are not unreasonable or should
engage another specialist for that purpose.

Using the Findings of the Specialist
.12 The appropriateness and reasonableness of methods and assumptions
used and their application are the responsibility of the specialist. The auditor
should (a) obtain an understanding of the methods and assumptions used by
the specialist, (b) make appropriate tests of data provided to the specialist,
taking into account the auditor’s assessment of control risk, and (c) evaluate
whether the specialist’s findings support the related assertions in the financial
statements. Ordinarily, the auditor would use the work of the specialist unless
the auditor’s procedures lead him or her to believe the findings are unreason
able in the circumstances. If the auditor believes the findings are unreason
able, he or she should apply additional procedures, which may include
obtaining the opinion of another specialist.

Effect of the Specialist's Work on the Auditor's Report
.13 If the auditor determines that the specialist’s findings support the
related assertions in the financial statements, he or she reasonably may
5 In some cases, the auditor may decide it is necessary to contact the specialist to determine that
the specialist is aware that his or her work will be used for evaluating the assertions in the financial
statements.

6 The term relationship includes, but is not limited to, those situations discussed in section 334,
Related Parties, footnote 1.
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conclude that sufficient competent evidential matter has been obtained. If
there is a material difference between the specialist’s findings and the asser
tions in the financial statements, he or she should apply additional procedures.
If after applying any additional procedures that might be appropriate the
auditor is unable to resolve the matter, the auditor should obtain the opinion
of another specialist, unless it appears to the auditor that the matter cannot
be resolved. A matter that has not been resolved ordinarily will cause the
auditor to conclude that he or she should qualify the opinion or disclaim an
opinion because the inability to obtain sufficient competent evidential matter
as to an assertion of material significance in the financial statements consti
tutes a scope limitation. (See section 508, Reports on Audited Financial State
ments, paragraphs .22 and .23.)
.14 The auditor may conclude after performing additional procedures,
including possibly obtaining the opinion of another specialist, that the asser
tions in the financial statements are not in conformity with GAAP. In that
event, the auditor should express a qualified or adverse opinion. (See section
508.35, .36, and .41.)

Reference to the Specialist in the Auditor's Report
.15 Except as discussed in paragraph .16, the auditor should not refer to
the work or findings of the specialist. Such a reference might be misunderstood
to be a qualification of the auditor’s opinion or a division of responsibility,
neither of which is intended. Further, there may be an inference that the
auditor making such reference performed a more thorough audit than an
auditor not making such reference.
.16 The auditor may, as a result of the report or findings of the specialist,
decide to add explanatory language to his or her standard report or depart from
an unqualified opinion. Reference to and identification of the specialist may be
made in the auditor’s report if the auditor believes such reference will facilitate
an understanding of the reason for the explanatory paragraph or the departure
from the unqualified opinion.

Effective Date
.17 This section is effective for audits of periods ending on or after
December 15, 1994. Early application of the provisions of this section is
encouraged.
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AU Section 9336

Using the Work of a Specialist: Auditing
Interpretations of Section 336
1.

The Use of Legal Interpretations As Evidential Matter to Support
Management's Assertion That a Transfer of Financial Assets Has
Met the Isolation Criterion in Paragraph 9(a) of Financial
Accounting Standards Board Statement No. 140

.01 Introduction—Financial Accounting Standards Board (FASB) State
ment No. 140,1 Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, requires that a transferor of financial assets
must surrender control over the financial assets to account for the transfer as
a sale. Paragraph 9(a) states one of several conditions that must be met to
provide evidence of surrender of control:
The transferred assets have been isolated from the transferor—put presump
tively beyond the reach of the transferor and its creditors, even in bankruptcy
or other receivership.

Paragraph 27 of FASB Statement No. 140 describes in greater detail the
evidence required to support management’s assertion that transferred finan
cial assets have been isolated:
The nature and extent of supporting evidence required for an assertion in ,
financial statements that transferred financial assets have been isolated—put
presumptively beyond the reach of the transferor and its creditors, either by a
single transaction or a series of transactions taken as a whole—depend on the
facts and circumstances. All available evidence that either supports or ques
tions an assertion shall be considered. That consideration includes making
judgments about whether the contract or circumstances permit the transferor
to revoke the transfer. It also may include making judgments about the kind
of bankruptcy or other receivership into which a transferor or SPE might be
placed, whether a transfer of financial assets would likely be deemed a true
sale at law, whether the transferor is affiliated with the transferee, and other
factors pertinent under applicable law. Derecognition of transferred assets is
appropriate only if the available evidence provides reasonable assurance that
the transferred assets would be beyond the reach of the powers of a bankruptcy
trustee or other receiver for the transferor or any consolidated affiliate of the
transferor that is not a special-purpose corporation or other entity designed to
make remote the possibility that it would enter bankruptcy or other receiver
ship.

A determination about whether the isolation criterion has been met to support
a conclusion regarding surrender of control is largely a matter of law. This
1 Financial Accounting Standards Board (FASB) Statement No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities, is a replacement of FASB
Statement No. 125 and is effective for transfers and servicing of financial assets and extinguishments
of liabilities occurring after March 31, 2001, except as provided in paragraphs 19-25 of FASB
Statement No. 140 as amended by FASB Technical Bulletin (FTB) No. 01-1, Effective Date for Certain
Financial Institutions of Certain Provisions of Statement 140 Related to the Isolation of Transferred
Financial Assets.
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aspect of surrender of control, therefore, is assessed primarily from a legal
perspective.

.02 Effective Date and Applicability—This interpretation is effective for
auditing procedures related to transfers of financial assets that are required to
be accounted for under FASB Statement No. 140, as amended by FASB
Technical Bulletin (FTB) No. 01-1, Effective Date for Certain Financial Insti
tutions of Certain Provisions of Statement 140 Related to the Isolation of
Transferred Financial Assets.2
.03 Question—What should the auditor consider in determining whether
to use the work of a legal specialist3 to obtain persuasive evidence to support
management’s assertion that a transfer of financial assets meets the isolation
criterion of FASB Statement No. 140?

.04 Interpretation—Section 336, Using the Work of a Specialist, para
graph .06, states that “during the audit... an auditor may encounter complex
or subjective matters potentially material to the financial statements. Such
matters may require special skill or knowledge and in the auditor’s judgment
require using the work of a specialist to obtain competent evidential matter.”
.05 Use of a legal specialist may not be necessary to obtain competent
evidential matter to support management’s assertion that the isolation crite
rion is met in certain situations, such as when there is a routine transfer of
financial assets that does not result in any continuing involvement by the
transferor.4
.06 Many transfers of financial assets involve complex legal structures,
continuing involvement by the transferor, or other legal issues that, in the
auditor’s judgment, make it difficult to determine whether the isolation crite
rion is met. In these situations, use of a legal specialist usually is necessary. A
legal specialist formulating an opinion as to whether a transfer isolates the
transferred assets beyond the reach of the transferor and its creditors may
consider, among other things, the structure of the transaction taken as a whole,
the nature of any continuing involvement, the type of insolvency or other
receivership proceedings to which the transferor might become subject, and
other factors pertinent under applicable law.
.07 If a legal opinion is used as evidence to support the accounting
conclusion related to multiple transfers under a single structure, and such
transfers occur over an extended period of time under that structure, the
auditor should evaluate the need for management to obtain periodic updates
of that opinion to confirm that there have been no subsequent changes in
relevant law or applicable regulations that may change the applicability of the
2 FTB No. 01-1 amends FASB Statement No. 140 to change the effective date for paragraphs 9(a),
27, 28, and 80-84 of FASB Statement No. 140 for transfers of financial assets by certain financial
institutions. Paragraphs 6-8 of FTB No. 01-1 also provide additional transition time for transfers by
financial institutions to certain master trusts.
3 Client’s internal or external attorney who is knowledgeable about relevant sections of the U.S.
Bankruptcy Code and other federal, state, or foreign laws, as applicable.
4 FASB Emerging Issues Task Force Topic No. D-99, Questions and Answers Related to Servicing
Activities in a Qualifying Special-Purpose Entity under FASB Statement No. 140, characterizes no
continuing involvement with the transferred assets as “no servicing responsibilities, no participation
in future cash flows, no recourse obligations other than standard representations and warranties
that the financial assets transferred met the delivery requirements under the arrangement, no
further involvement of any kind.” If a contractual provision (such as a call or removal of accounts
provision) gives the transferor the unilateral ability to require the return of specific financial assets,
the auditor should consider the effect of paragraph 9(c) of FASB Statement No. 140.
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previous opinion to such transfers. The auditor also should evaluate the need
for management to obtain periodic updates of an opinion to confirm that there
have been no subsequent changes in relevant law or applicable regulations
that may affect the conclusions reached in the previous opinion in the case of
other transfers (see paragraph 55 of FASB Statement No. 140).

.08 If management’s assertion with respect to a new transaction is that
the transaction structure is the same as a prior structure for which a legal
opinion that complies with this interpretation was used as evidence to support
an assertion that the transfer of assets met the isolation criterion, the auditor
should evaluate the need for management to obtain an update of that opinion
to confirm that there have been no changes in relevant law, applicable regula
tions, or in the pertinent facts of the transaction that may affect the applica
bility of the previous opinion to the new transaction.
.09 Question—If the auditor determines that the use of a legal specialist
is required, what should he or she consider in assessing the adequacy of the
legal opinion?

.10 Interpretation—In assessing the adequacy of the legal opinion, the
auditor should consider whether the legal specialist has experience with
relevant matters, including knowledge of the U.S. Bankruptcy Code, and other
federal, state, or foreign law, as applicable, as well as knowledge of the
transaction upon which management’s assertion is based. For transactions
that may be affected by provisions of the Federal Deposit Insurance Act, the
auditor should consider whether the legal specialist has experience with the
rights and powers of receivers, conservators, and liquidating agents under that
Act. The auditor should obtain an understanding of the assumptions that are
used by the legal specialist, and make appropriate tests of any information that
management provides to the legal specialist and upon which the specialist
indicates it relied. For example, testing management’s information underlying
a legal specialist’s assumption regarding the adequacy of consideration re
ceived may depend on the nature of the transaction and the relationship of the
parties. When the legal specialist’s opinion has assumed the adequacy of
consideration for transfers from a particular legal entity to its wholly owned
subsidiary, changes in the subsidiary’s capital accounts plus other considera
tion generally would be sufficient audit evidence as to the adequacy of consid
eration. In the case of other transfers, such as those that are not to a wholly
owned subsidiary of a particular legal entity that is the transferor, obtaining
additional audit evidence may be necessary to evaluate management’s asser
tion with regard to the adequacy of consideration upon which the legal special
ist relied, because changes in the transferee’s capital accounts do not solely
benefit the transferring entity.

.11 The auditor also should consider the form and content of the documen
tation that the legal specialist provides and evaluate whether the legal special
ist’s findings support management’s assertions with respect to the isolation
criterion. Section 336.13 states that “if the auditor determines that the special
ist’s findings support the related assertions in the financial statements, he or
she reasonably may conclude that sufficient competent evidential matter has
been obtained.” FASB Statement No. 140’s requirement regarding reasonable
assurance that the transferred assets would be isolated provides the basis for
what auditors should consider in evaluating the work of a legal specialist.
.12 Findings of a legal specialist that relate to the isolation of transferred
financial assets are often in the form of a reasoned legal opinion that is restricted
to particular facts and circumstances relevant to the specific transaction. The
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reasoning of such opinion may rely upon analogy to legal precedents that may
not involve facts and circumstances that are comparable to that specific
transaction. The auditor also should consider the effect of any limitations or
disclaimers of opinion in assessing the adequacy of any legal opinion.

.13 An example of the conclusions in a legal opinion for an entity that is
subject to the U.S. Bankruptcy Code that provides persuasive evidence, in the
absence of contradictory evidence, to support management’s assertion that the
transferred financial assets have been put presumptively beyond the reach of
the entity and its creditors, even in bankruptcy or other receivership, follows:
“We believe (or it is our opinion) that in a properly presented and argued case,
as a legal matter, in the event the Seller were to become a Debtor, the transfer
of the Financial Assets from the Seller to the Purchaser would be considered to
be a sale (or a true sale) of the Financial Assets from the Seller to the Purchaser
and not a loan and, accordingly, the Financial Assets and the proceeds thereof
transferred to the Purchaser by the Seller in accordance with the Purchase
Agreement would not be deemed to be property of the Seller’s estate for
purposes of [the relevant sections] of the U.S. Bankruptcy Code.”

The following additional paragraph addressing substantive consolidation ap
plies when the entity to which the assets are sold (as described in the opinion)
is an affiliate of the selling entity and may also apply in other situations as
noted by the legal specialist. For example, if a so-called “two-step” structure
has been used to achieve isolation, this paragraph usually will be required with
respect to the transferee in the first step of such structure (see paragraph .15
and related footnotes for additional guidance on the second step of a two-step
structure as described in paragraph 83 of FASB Statement No. 140). When the
transferor has entered into transactions with an affiliate that could affect the
issue of substantive consolidation, the opinion should address the effect of that
involvement on the opinion.
“Based upon the assumptions of fact and the discussion set forth above, and on
a reasoned analysis of analogous case law, we are of the opinion that in a properly
presented and argued case, as a legal matter, in a proceeding under the U.S.
Bankruptcy Code,5 in which the Seller is a Debtor, a court would not grant an
order consolidating the assets and liabilities of the Purchaser with those of the
Seller in a case involving the insolvency of the Seller under the doctrine of
substantive consolidation.”

In the case of a transferor that is not entitled to become a debtor under the U.S.
Bankruptcy Code, a legal opinion regarding whether the isolation criterion is
met would consider whether isolation is satisfactorily achieved under the
insolvency or receivership laws that apply to the transferor.
.14 Following are two examples of the conclusions in a legal opinion for
an entity that is subject to receivership or conservatorship under provisions of
the Federal Deposit Insurance Act. The conclusions in these two examples
provide persuasive evidence, in the absence of contradictory evidence, to
support management’s assertion that the transferred financial assets have
been put presumptively beyond the reach of the entity and its creditors, even
in conservatorship or receivership. Insolvency and receivership laws applicable
5 For an entity subject to additional regulation (e.g., a broker-dealer subject to the Securities
Investor Protection Act), the legal opinion also generally should address the effect of such regulation
and the policies of the regulators implementing such regulations (e.g., the Securities Investor
Protection Corporation).
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to depository institutions, and how those laws affect the legal isolation criterion,
differ depending upon the nature of the depository institution and its charter
ing authority. Accordingly, legal opinions addressing the legal isolation crite
rion may be formulated in different ways to accommodate those differences.6
Example 1: “We believe (or it is our opinion) that in a properly presented and
argued case, as a legal matter, in the event the Seller were to become subject
to receivership or conservatorship, the transfer of the Financial Assets from
the Seller to the Purchaser would be considered to be a sale (or a true sale) of
the Financial Assets from the Seller to the Purchaser and not a loan and,
accordingly, the Financial Assets and the proceeds thereof transferred to the
Purchaser by the Seller in accordance with the Purchase Agreement would not
be deemed to be property of, or subject to repudiation, reclamation, recovery,
or recharacterization by, the receiver or conservator appointed with respect to
the Seller.”7
Example 2: “The Federal Deposit Insurance Corporation (FDIC) has issued a
regulation, ‘Treatment by the Federal Deposit Insurance Corporation as Con
servator or Receiver of Financial Assets Transferred by an Insured Depository
Institution in Connection with a Securitization or Participation,’ 12 CFR
section 360.6 (the Rule). Based on and subject to the discussion, assumptions,
and qualifications herein, it is our opinion that:

A. Following the appointment of the FDIC as the conservator or receiver
for the Bank:
(i) The Rule will apply to the Transfers,
(ii) Under the Rule, the FDIC acting as conservator or receiver for the
Bank could not, by exercise of its authority to disaffirm or repudiate
contracts under 12 U.S.C. §1821(e), reclaim or recover the Trans
ferred Assets from the Issuer or recharacterize the Transferred
Assets as property of the Bank or of the conservatorship or receiv
ership for the Bank,

(iii) Neither the FDIC (acting for itself as a creditor or as representative
of the Bank or its shareholders or creditors) nor any creditor of the
Bank would have the right, under any bankruptcy or insolvency law
applicable in the conservatorship or receivership of the Bank, to
avoid the Transfers, to recover the Transferred Assets, or to require
the Transferred Assets to be turned over to the FDIC or such
creditor, and

(iv) There is no other power exercisable by the FDIC as conservator or
receiver for the Bank that would permit the FDIC as such conser
vator or receiver to reclaim or recover the Transferred Assets from
the Issuer, or to recharacterize the Transferred Assets as property
of the Bank or of the conservatorship or receivership for the Bank;
provided, however, that we offer no opinion as to whether, in
receivership, the FDIC or any creditor of the Bank may take any
such actions if the Holders [holders of beneficial interests in the
transferred assets] receive payment of the principal amount of the
6 For an entity subject to conservatorship or liquidation under the National Credit Union Act, the
examples and discussion in this paragraph would be modified to make appropriate references to
“liquidation” and “liquidating agent” and additional information relating to rights and regulations of
the National Credit Union Administration.
7 When the opinion indicates that isolation is achieved without reference to a true sale, the
opinion also should provide reasonable assurance that the transferred assets are beyond the reach of
the transferor and its creditors other than the transferee to the same extent that is provided in
example 2, paragraph B.
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Interests and the interest earned thereon (at the contractual yield)
through the date the Holders are so paid; and
B. Prior to the appointment of the FDIC as conservator or receiver for the
Bank, the Bank and its other creditors would not have the right to
reclaim or recover the Transferred Assets from the Issuer, except by the
exercise of a contractual provision [insert appropriate citation] to re
quire the transfer, or return, of the Transferred Assets that exists solely
as a result of the contract between the Bank and the Issuer.”8

The following additional paragraph addressing substantive consolidation ap
plies when the entity to which the assets are sold or transferred (as described in
the opinion) is an affiliate of the selling entity and may also apply in other
situations as noted by the legal specialist.9 For example, if a so-called two-step
structure has been used to achieve isolation, the following paragraph usually
will be required with respect to the transferee in the first step of the structure
(see paragraph .15 and related footnotes for additional guidance on the second
step of a two-step structure as described in paragraph 83 of FASB Statement
No. 140). When the transferor has entered into transactions with an affiliate
that could affect the issue of substantive consolidation, the opinion should
address the effect of that involvement on the opinion.
“Based upon the assumptions of fact and the discussion set forth above, and on
a reasoned analysis of analogous case law, we are of the opinion that in a properly
presented and argued case, as a legal matter, in a receivership, conservatorship,
or liquidation proceeding in respect of the Seller, a court would not grant an
order consolidating the assets and liabilities of the Purchaser with those of the
Seller.”

Certain powers to repudiate contracts, recover, reclaim, or recharacterize
transferred assets as property of a transferor that are exercisable by the FDIC
under the Federal Deposit Insurance Act may, as of the date of the transfer, be
limited by a regulation that may be repealed or amended only in respect of
transfers occurring on or after the effective date of such repeal or amend
ment.10 With respect to the powers of a receiver or conservator that may not
be exercised under that regulation, it is acceptable for attorneys to rely upon
the effectiveness of the limitation on such powers set forth in the applicable
regulation, provided that the attorney states, based on reasonable assump
tions, that: (1) the affected transfer of financial assets meets all qualification
requirements of the regulation, and (2) the regulation had not, as of the date
of the opinion, been amended, repealed, or held inapplicable by a court with
jurisdiction with respect to such transfer. The opinion should separately ad
dress any powers of repudiation, recovery, reclamation, or recharacterization
exercisable by a receiver or conservator notwithstanding that regulation (for
example, rights, powers, or remedies regarding transfers specifically excluded
from the regulation) in a manner that provides the same level of assurance as
would be provided in the case of opinions that conform with requirements of
8 See the second paragraph of footnote 4.
Paragraph B is not required if the opinion includes both a conclusion, as set forth in example 1,
that the transfer constitutes a “true sale” and the conclusions set forth of example 2, paragraph A. It
is not necessary to include any provision of example 2 if the opinion is as set forth in example 1.

9 An additional substantive consolidation opinion is not required if the opinion states that its
conclusion includes the inability to recover the transferred financial assets or recharacterize the
transfer by application of the doctrine of “substantive consolidation.”
10 The applicable regulation is 12 CFR section 360.6, effective September 11, 2000.
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paragraph .13, except that such opinion shall address powers arising under the
Federal Deposit Insurance Act. The considerations in the immediately preced
ing three sentences are adequately addressed either by the example 1 opinion
or the example 2 opinion described in this paragraph or by the variations
described in the second paragraph of footnote 8 and in footnote 9.
.15 A legal letter that includes an inadequate opinion, inappropriate
limitations, or a disclaimer of opinion, or that effectively limits the scope of the
opinion to facts and circumstances that are not applicable to the transaction,
does not provide persuasive evidence to support the entity’s assertion that the
transferred assets have been put presumptively beyond the reach of the
transferor and its creditors, even in bankruptcy or other receivership. Like
wise, a legal letter that includes conclusions that are expressed using some of
the following language would not provide persuasive evidence that a transfer
of financial assets has met the isolation criterion of FASB Statement No. 140
(see paragraphs .20 and .21 of this interpretation):
•

“We are unable to express an opinion .. .”

•

“It is our opinion, based upon limited facts . ..”

•

“We are of the view . . .” or “it appears . . ."

•

“There is a reasonable basis to conclude that..

•

“In our opinion, the transfer would either be a sale or a grant of a
perfected security interest.. .”11

•

“In our opinion, there is a reasonable possibility ...”

•

“In our opinion, the transfer should be considered a sale . . .”

•

“It is our opinion that the company will be able to assert meritorious
arguments ...”

•

“In our opinion, it is more likely than not. . .”

•

“In our opinion, the transfer would presumptively be . ..”

•

“In our opinion, it is probable that. . .”

Furthermore, conclusions about hypothetical transactions may not be relevant
to the transaction that is the subject of management’s assertions. Section 326,
Evidential Matter, paragraph .21, states that “to be competent, evidence,
regardless of its form, must be both valid and relevant.” Additionally, conclu
sions about hypothetical transactions may not contemplate all of the facts and
circumstances or the provisions in the agreements of the transaction that is the
11 Certain transferors are subject only to receivership (and not to proceedings under the U.S.
Bankruptcy Code or the Federal Deposit Insurance Act) under laws that do not allow a receiver to
reach assets in which a security interest has been granted. In such circumstances, an opinion that
concludes that the transfer would either be a sale or a grant of a security interest that puts the
transferred assets beyond the reach of such receiver and other creditors would provide persuasive
evidence that the isolation criterion is met. In certain circumstances, a legal specialist may provide
an opinion on both steps of a two-step structure. Such language would be acceptable in an opinion for
a transfer of assets in the second step of a two-step structure as described in paragraph 83 of FASB
Statement No. 140 provided that the opinion on the transfer in the first step is consistent with
paragraphs .13 or .14 of this interpretation.
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subject of management’s assertions, and generally would not provide persua
sive evidence.12
.16 Question—Are legal opinions that restrict the use of the opinion to the
client, or to third parties other than the auditor, acceptable audit evidence?
.17 Interpretation—No. Footnote 5 to section 336.09 states: “In some
cases, the auditor may decide it is necessary to contact the specialist to
determine that the specialist is aware that his or her work will be used for
evaluating the assertions in the financial statements.” Given the importance
of the legal opinion to the assertion in this case, and the precision that legal
specialists use in drafting such opinions, an auditor should not use as evidence
a legal opinion that he or she deems otherwise adequate if the letter restricts
use of the findings expressed therein to the client or to third parties other than
the auditor. In that event, the auditor should request that the client obtain the
legal specialist’s written permission for the auditor to use the opinion for the
purpose of evaluating management’s assertion that a transfer of financial
assets meets the isolation criterion of FASB Statement No. 140.
.18 An example of a letter from a legal specialist to a client that ade
quately communicates permission for the auditor to use the legal specialist’s
opinion for the purpose of evaluating management’s assertion that a transfer
of financial assets meets the isolation criterion of FASB Statement No. 140 is
as follows:
“Notwithstanding any language to the contrary in our opinions of even date
with respect to certain bankruptcy issues relating to the above-referenced
transaction, you are authorized to make available to your auditors such
opinions solely as evidential matter in support of their evaluation of manage
ment’s assertion that the transfer of the receivables meets the isolation crite
rion of FASB Statement No. 140, provided a copy of this letter is furnished to
them in connection therewith. In authorizing you to make copies of such
opinions available to your auditors for such purpose, we are not undertaking
or assuming any duty or obligation to your auditors or establishing any
lawyer-client relationship with them. Further, we do not undertake or assume
any responsibility with respect to financial statements of you or your affili
ates.”13

.19 A letter from a legal specialist to a client might authorize the client to
make copies of the legal opinion available to the auditor to use in his or her
evaluation of management’s assertion that a transfer of financial assets meets
the isolation criterion of FASB Statement No. 140, but then state that the
auditor is not authorized to rely thereon. Such “use but not rely on” language,
or other language that similarly restricts the auditor’s use of the legal special
ist’s opinion, does not adequately communicate permission for the auditor to
use the legal specialist’s opinion as evidential matter. The auditor may wish to
consult with his or her legal counsel in circumstances where it is not clear that
the auditor may use the legal specialist’s opinion.

.20 Question—If the auditor determines that it is appropriate to use the
work of a legal specialist, and either the resulting legal response does not
12 For example, a memorandum of law from a legal specialist usually analyzes (and may make
conclusions about) a transaction that may be completed subsequently. Such memorandum generally
would not provide persuasive evidence unless the conclusions conform with this interpretation and a
legal specialist opines that such conclusions apply to a completed transaction that is the subject of
management’s assertion.
13 This language may appear in the legal specialist’s opinion rather than in a separate letter. In
that case, the wording would be modified slightly to indicate the context.
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provide persuasive evidence that a transfer of assets has met the isolation
criterion, or the legal specialist does not grant permission for the auditor to use
a legal opinion that is restricted to the client or to third parties other than the
auditor, what other steps might an auditor consider?

.21 Interpretation—When other relevant evidential matter exists, the
auditor should consider it before reaching a conclusion about the appropriate
ness of management’s accounting for a transfer.14 However, since the isolation
aspect of surrender of control is assessed primarily from a legal perspective,
the auditor usually will not be able to obtain persuasive evidence in a form
other than a legal opinion. In the absence of persuasive evidence that a transfer
has met the isolation criterion, derecognition of the transferred assets is not in
conformity with generally accepted accounting principles and the auditor
should consider the need to express a qualified or adverse opinion in accord
ance with section 508, Reports on Audited Financial Statements, paragraphs
.35 through .60. However, if permission for the auditor to use a legal opinion
that he or she deems otherwise adequate is not granted, this would be a scope
limitation and the auditor should consider the need to express a qualified
opinion or to disclaim an opinion in accordance with section 508.22-.26 and
508.61-.63.
[Issue Date: December, 2001.]

14 See section 336.13 as to additional procedures that may be applied.
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AU Section 337

Inquiry of a Client's Lawyer Concerning
Litigation, Claims, and Assessments1
Source: SAS No. 12.

See section 9337 for interpretations of this section.

Issue date, unless otherwise indicated: January, 1976.

.01 This section provides guidance on the procedures an independent
auditor should consider for identifying litigation, claims, and assessments and
for satisfying himself as to the financial accounting and reporting for such
matters when he is performing an audit in accordance with generally accepted
auditing standards.

Accounting Considerations
.02 Management is responsible for adopting policies and procedures to
identify, evaluate, and account for litigation, claims, and assessments as a
basis for the preparation of financial statements in conformity with generally
accepted accounting principles.

.03 The standards of financial accounting and reporting for loss contin
gencies, including those arising from litigation, claims, and assessments, are
set forth in Statement of Financial Accounting Standards No. 5 [AC section
C59], Accounting for Contingencies.1
2

Auditing Considerations
.04 With respect to litigation, claims, and assessments, the independent
auditor should obtain evidential matter relevant to the following factors:
a.

The existence of a condition, situation, or set of circumstances indi
cating an uncertainty as to the possible loss to an entity arising from
litigation, claims, and assessments.

b.

The period in which the underlying cause for legal action occurred.

c.

The degree of probability of an unfavorable outcome.

d.

The amount or range of potential loss.

1 This section supersedes the commentary, “Lawyers’ Letters,” January 1974 (section 1001), and
auditing interpretations of section 560.12 on lawyers’ letters, January 1975 (section 9560.01-.26). It
amends section 560.12(d) to read as follows: “Inquire of client’s legal counsel concerning litigation,
claims, and assessments (see section 337).”

2 Pertinent portions are reprinted in Exhibit I, section 337B. FASB Statement No. 5 [AC section
C59], also describes the standards of financial accounting and reporting for gain contingencies. The
auditor’s procedures with respect to gain contingencies are parallel to those described in this SAS for
loss contingencies.

AU §337.04

678

The Standards of Field Work

Audit Procedures
.05 Since the events or conditions that should be considered in the finan
cial accounting for and reporting of litigation, claims, and assessments are
matters within the direct knowledge and, often, control of management of an
entity, management is the primary source of information about such matters.
Accordingly, the independent auditor’s procedures with respect to litigation,
claims, and assessments should include the following:
a.

Inquire of and discuss with management the policies and procedures
adopted for identifying, evaluating, and accounting for litigation,
claims, and assessments.

b.

Obtain from management a description and evaluation of litigation,
claims, and assessments that existed at the date of the balance sheet
being reported on, and during the period from the balance sheet date
to the date the information is furnished, including an identification
of those matters referred to legal counsel, and obtain assurances from
management, ordinarily in writing, that they have disclosed all such
matters required to be disclosed by Statement of Financial Account
ing Standards No. 5 [AC section C59].

c.

Examine documents in the client’s possession concerning litigation,
claims, and assessments, including correspondence and invoices
from lawyers.

d.

Obtain assurance from management, ordinarily in writing, that it
has disclosed all unasserted claims that the lawyer has advised them
are probable of assertion and must be disclosed in accordance with
Statement of Financial Accounting Standards No. 5 [AC section
C59]. Also the auditor, with the client’s permission, should inform
the lawyer that the client has given the auditor this assurance. This
client representation may be communicated by the client in the
inquiry letter or by the auditor in a separate letter.3

.06 An auditor ordinarily does not possess legal skills and, therefore,
cannot make legal judgments concerning information coming to his attention.
Accordingly, the auditor should request the client’s management to send a
letter of inquiry to those lawyers with whom management consulted concern
ing litigation, claims, and assessments.

.07 The audit normally includes certain other procedures undertaken for
different purposes that might also disclose litigation, claims, and assessments.
Examples of such procedures are as follows:
a.

Reading minutes of meetings of stockholders, directors, and appro
priate committees held during and subsequent to the period being
audited.

b.

Reading contracts, loan agreements, leases, and correspondence
from taxing or other governmental agencies, and similar documents.

3 An example of a separate letter is as follows: We are writing to inform you that (name of
company) has represented to us that (except as set forth below and excluding any such matters listed
in the letter of audit inquiry) there are no unasserted possible claims that you have advised are
probable of assertion and must be disclosed in accordance with Statement of Financial Accounting
Standards No. 5 [AC section C59] in its financial statements at (balance sheet date) and for the
(period) then ended. (List unasserted possible claims, if any.) Such a letter should be signed and sent
by the auditor.
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e.

Obtaining information concerning guarantees from bank confirma
tion forms.

d.

Inspecting other documents for possible guarantees by the client.

Inquiry of a Client's Lawyer4
.08 A letter of audit inquiry to the client’s lawyer is the auditor’s primary
means of obtaining corroboration of the information furnished by management
concerning litigation, claims, and assessments.5 Evidential matter obtained
from the client’s inside general counsel or legal department may provide the
auditor with the necessary corroboration. However, evidential matter obtained
from inside counsel is not a substitute for information outside counsel refuses
to furnish.
.09 The matters that should be covered in a letter of audit inquiry include,
but are not limited to, the following:

a.

Identification of the company, including subsidiaries, and the date
of the audit.

b.

A list prepared by management (or a request by management that
the lawyer prepare a list) that describes and evaluates pending or
threatened litigation, claims, and assessments with respect to which
the lawyer has been engaged and to which he has devoted substan
tive attention on behalf of the company in the form of legal consult
ation or representation.

c.

A list prepared by management that describes and evaluates unas
serted claims and assessments that management considers to be
probable of assertion, and that, if asserted, would have at least a
reasonable possibility of an unfavorable outcome, with respect to
which the lawyer has been engaged and to which he has devoted
substantive attention on behalf of the company in the form of legal
consultation or representation.

d.

As to each matter listed in item b, a request that the lawyer either
furnish the following information or comment on those matters as to
which his views may differ from those stated by management, as
appropriate:
(1) A description of the nature of the matter, the progress of the case
to date, and the action the company intends to take (for example,
to contest the matter vigorously or to seek an out-of-court settle
ment).
(2) An evaluation of the likelihood of an unfavorable outcome and
an estimate, if one can be made, of the amount or range of
potential loss.
(3) With respect to a list prepared by management, an identification
of the omission of any pending or threatened litigation, claims,
and assessments or a statement that the list of such matters is
complete.

4 An illustrative inquiry letter to legal counsel is contained in the Appendix (section 337A).
5 It is not intended that the lawyer be requested to undertake a reconsideration of all matters
upon which he was consulted during the period under audit for the purpose of determining whether
he can form a conclusion regarding the probability of assertion of any possible claim inherent in any
of the matters so considered.
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e.

As to each matter listed in item c, a request that the lawyer comment
on those matters as to which his views concerning the description or
evaluation of the matter may differ from those stated by management.

f.

A statement by the client that the client understands that whenever,
in the course of performing legal services for the client with respect
to a matter recognized to involve an unasserted possible claim or
assessment that may call for financial statement disclosure, the
lawyer has formed a professional conclusion that the client should
disclose or consider disclosure concerning such possible claim or
assessment, the lawyer, as a matter of professional responsibility to
the client, will so advise the client and will consult with the client
concerning the question of such disclosure and the applicable re
quirements of Statement of Financial Accounting Standards No. 5
[AC section C59].

g.

A request that the lawyer confirm whether the understanding de
scribed in item f is correct.

h.

A request that the lawyer specifically identify the nature of and
reasons for any limitation on his response.

Inquiry need not be made concerning matters that are not considered material,
provided the client and the auditor have reached an understanding on the limits
of materiality for this purpose.
.10 In special circumstances, the auditor may obtain a response concern
ing matters covered by the audit inquiry letter in a conference, which offers an
opportunity for a more detailed discussion and explanation than a written
reply. A conference may be appropriate when the evaluation of the need for
accounting for or disclosure of litigation, claims, and assessments involves such
matters as the evaluation of the effect of legal advice concerning unsettled
points of law, the effect of uncorroborated information, or other complex
judgments. The auditor should appropriately document conclusions reached
concerning the need for accounting for or disclosure of litigation, claims, and
assessments.

.11 In some circumstances, a lawyer may be required by his Code of
Professional Responsibility to resign his engagement if his advice concerning
financial accounting and reporting for litigation, claims, and assessments is
disregarded by the client. When the auditor is aware that a client has changed
lawyers or that a lawyer engaged by the client has resigned, the auditor should
consider the need for inquiries concerning the reasons the lawyer is no longer
associated with the client.

Limitations on the Scope of a Lawyer's Response6
.12 A lawyer may appropriately limit his response to matters to which he
has given substantive attention in the form of legal consultation or repre
sentation. Also, a lawyer’s response may be limited to matters that are consid
ered individually or collectively material to the financial statements, provided
the lawyer and auditor have reached an understanding on the limits of mate
riality for this purpose. Such limitations are not limitations on the scope of the
audit.
6 The American Bar Association has approved a “Statement of Policy Regarding Lawyers’
Responses to Auditors’ Requests for Information,” which explains the concerns of lawyers and the
nature of the limitations an auditor is likely to encounter; That Statement of Policy is reprinted as
Exhibit II (section 337C) for the convenience of readers, but is not an integral part of this Statement.
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.13 A lawyer’s refusal to furnish the information requested in an inquiry
letter either in writing or orally (see paragraphs .09 and .10) would be a
limitation on the scope of the audit sufficient to preclude an unqualified
opinion (see section 508.22 and .23).7 A lawyer’s response to such an inquiry
and the procedures set forth in paragraph .05 provide the auditor with suffi
cient evidential matter to satisfy himself concerning the accounting for and
reporting of pending and threatened litigation, claims and assessments. The
auditor obtains sufficient evidential matter to satisfy himself concerning re
porting for those unasserted claims and assessments required to be disclosed
in financial statements from the foregoing procedures and the lawyer’s specific
acknowledgement of his responsibility to his client in respect of disclosure
obligations (see paragraph .09g). This approach with respect to unasserted
claims and assessments is necessitated by the public interest in protecting the
confidentiality of lawyer-client communications.

Other Limitations on a Lawyer's Response
.14 A lawyer may be unable to respond concerning the likelihood of an
unfavorable outcome of litigation, claims, and assessments or the amount or
range of potential loss, because of inherent uncertainties. Factors influencing
the likelihood of an unfavorable outcome may sometimes not be within a
lawyer’s competence to judge; historical experience of the entity in similar
litigation or the experience of other entities may not be relevant or available;
and the amount of the possible loss frequently may vary widely at different
stages of litigation. Consequently, a lawyer may not be able to form a conclu
sion with respect to such matters. In such circumstances, the auditor ordinarily
will conclude that the financial statements are affected by an uncertainty
concerning the outcome of a future event which is not susceptible of reasonable
estimation, and should look to the guidance in section 508.45 through .49 to
determine the effect, if any, of the lawyer’s response on the auditor’s report.
[Revised, February 1997, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 79.]

7 A refusal to respond should be distinguished from an inability to form a conclusion with respect
to certain matters of judgment (see paragraph . 14). Also, lawyers outside the United States some
times follow practices at variance with those contemplated by this section to the extent that different
procedures from those outlined herein may be necessary. In such circumstances, the auditor should
exercise judgment in determining whether alternative procedures are adequate to comply with the
requirements of this section.
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Appendix—Illustrative Audit Inquiry Letter to
Legal Counsel
Source: SAS No. 12.

Issue date, unless otherwise indicated: January, 1976.

.01 In connection with an audit of our financial statements at (balance
sheet date) and for the (period) then ended, management of the Company has
prepared, and furnished to our auditors (name and address of auditors), a
description and evaluation of certain contingencies, including those set forth
below involving matters with respect to which you have been engaged and to
which you have devoted substantive attention on behalf of the Company in the
form of legal consultation or representation. These contingencies are regarded
by management of the Company as material for this purpose (management
may indicate a materiality limit if an understanding has been reached with the
auditor). Your response should include matters that existed at (balance sheet
date) and during the period from that date to the date of your response.

Pending or Threatened Litigation (excluding unasserted claims)
[Ordinarily the information would include the following: (1) the nature of
the litigation, (2) the progress of the case to date, (3) how management is
responding or intends to respond to the litigation (for example, to contest the
case vigorously or to seek an out-of-court settlement), and (4) an evaluation of
the likelihood of an unfavorable outcome and an estimate, if one can be made,
of the amount or range of potential loss.] Please furnish to our auditors such
explanation, if any, that you consider necessary to supplement the foregoing
information, including an explanation of those matters as to which your views
may differ from those stated and an identification of the omission of any
pending or threatened litigation, claims, and assessments or a statement that
the list of such matters is complete.
Unasserted Claims and Assessments (considered by management to be probable
of assertion, and that, if asserted, would have at least a reasonable possibility
of an unfavorable outcome)

[Ordinarily management’s information would include the following: (1) the
nature of the matter, (2) how management intends to respond if the claim is
asserted, and (3) an evaluation of the likelihood of an unfavorable outcome and
an estimate, if one can be made, of the amount or range of potential loss.] Please
furnish to our auditors such explanation, if any, that you consider necessary to
supplement the foregoing information, including an explanation of those mat
ters as to which your views may differ from those stated.
We understand that whenever, in the course of performing legal services for
us with respect to a matter recognized to involve an unasserted possible claim
or assessment that may call for financial statement disclosure, if you have
formed a professional conclusion that we should disclose or consider disclosure
concerning such possible claim or assessment, as a matter of professional
responsibility to us, you will so advise us and will consult with us concerning
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the question of such disclosure and the applicable requirements of Statement
of Financial Accounting Standards No. 5. Please specifically confirm to our
auditors that our understanding is correct.

Please specifically identify the nature of and reasons for any limitation on
your response.

[The auditor may request the client to inquire about additional matters, for
example, unpaid or unbilled charges or specified information on certain con
tractually assumed obligations of the company, such as guarantees of indebt
edness of others.]
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Exhibit I—Excerpts from Statement of
Financial Accounting Standards No. 5:
Accounting for Contingencies
Source: SAS No. 12.

March, 1975.

The following excerpts are reprinted with the
permission of the Financial Accounting Standards Board.

Introduction
1. For the purpose of this Statement, a contingency is defined as an existing
condition, situation, or set of circumstances involving uncertainty as to possible
gain (hereinafter a “gain contingency”) or loss1 (hereinafter a “loss contin
gency”) to an enterprise that will ultimately be resolved when one or more
future events occur or fail to occur. Resolution of the uncertainty may confirm
the acquisition of an asset or the reduction of a liability or the loss or impair
ment of an asset or the incurrence of a liability. . . .

3. When a loss contingency exists, the likelihood that the future event or
events will confirm the loss or impairment of an asset or the incurrence of a
liability can range from probable to remote. This Statement uses the terms
probable, reasonably possible, and remote to identify three areas within that
range, as follows:
a.

Probable. The future event or events are likely to occur.

b.

Reasonably possible. The chance of the future event or events occur
ring is more than remote but less than likely.

c.

Remote. The chance of the future event or events occurring is
slight. . . .

Standards of Financial Accounting and Reporting
Accrual of Loss Contingencies
8. An estimated loss from a loss contingency (as defined in paragraph 1)
shall be accrued by a charge to income1
*3 if both of the following conditions are
met:
a.

Information available prior to issuance of the financial statements
indicates that it is probable that an asset had been impaired or a

1 The term loss is used for convenience to include many charges against income that are
commonly referred to as expenses and others that are commonly referred to as losses.

3 [Superseded, effective for financial statements for fiscal years beginning after October 15,1977,
by FASB Statement No. 16.]
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liability had been incurred at the date of the financial state
ments.4 It is implicit in this condition that it must be probable that
one or more future events will occur confirming the fact of the loss.

b.

The amount of loss can be reasonably estimated.

Disclosure of Loss Contingencies
9. Disclosure of the nature of an accrual5 made pursuant to the provisions
of paragraph 8, and in some circumstances the amount accrued, may be
necessary for the financial statements not to be misleading.
10. If no accrual is made for a loss contingency because one or both of the
conditions in paragraph 8 are not met, or if an exposure to loss exists in excess
of the amount accrued pursuant to the provisions of paragraph 8, disclosure
of the contingency shall be made when there is at least a reasonable
possibility that a loss or an additional loss may have been incurred.6 The
disclosure shall indicate the nature of the contingency and shall give an
estimate of the possible loss or range of loss or state that such an estimate
cannot be made. Disclosure is not required of a loss contingency involving an
unasserted claim or assessment when there has been no manifestation by a
potential claimant of an awareness of a possible claim or assessment unless it
is considered probable that a claim will be asserted and there is a reasonable
possibility that the outcome will be unfavorable.
11. After the date of an enterprise’s financial statements but before those
financial statements are issued, information may become available indicating
that an asset was impaired or a liability was incurred after the date of the
financial statements or that there is at least a reasonable possibility that an
asset was impaired or a liability was incurred after that date. The information
may relate to a loss contingency that existed at the date of the financial
statements, e.g., an asset that was not insured at the date of the financial
statements. On the other hand, the information may relate to a loss contingency
that did not exist at the date of the financial statements, e.g., threat of
expropriation of assets after the date of the financial statements or the filing
for bankruptcy by an enterprise whose debt was guaranteed after the date of
the financial statements. In none of the cases cited in this paragraph was an
asset impaired or a liability incurred at the date of the financial statements,
and the condition for accrual in paragraph 8(a) is, therefore, not met. Disclosure
of those kinds of losses or loss contingencies may be necessary, however, to keep
the financial statements from being misleading. If disclosure is deemed neces
sary, the financial statements shall indicate the nature of the loss or loss
contingency and give an estimate of the amount or range of loss or possible loss
or state that such an estimate cannot be made. Occasionally, in the case of a
loss arising after the date of the financial statements where the amount of asset
impairment or liability incurrence can be reasonably estimated, disclosure may
4 Date of the financial statements means the end of the most recent accounting period for which
financial statements are being presented.
5 Terminology used shall be descriptive of the nature of the accrual (see paragraphs 57-64 of
Accounting Terminology Bulletin No. 1, “Review and Resume”).

6 For example, disclosure shall be made of any loss contingency that meets the condition in
paragraph 8(a) but that is not accrued because the amount of loss cannot be reasonably estimated
(paragraph 8(b)). Disclosure is also required of some loss contingencies that do not meet the condition
in paragraph 8(a)—namely, those contingencies for which there is a reasonable possibility that a loss
may have been incurred even though information may not indicate that it is probable that an asset
had been impaired or a liability had been incurred at the date of the financial statements.
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best be made by supplementing the historical financial statements with pro
forma financial data giving effect to the loss as if it had occurred at the date of
the financial statements. It may be desirable to present pro forma statements,
usually a balance sheet only, in columnar form on the face of the historical
financial statements....

Litigation, Claims, and Assessments
33. The following factors, among others, must be considered in determining
whether accrual and/or disclosure is required with respect to pending or
threatened litigation and actual or possible claims and assessments:

a.

The period in which the underlying cause (i.e., the cause for action)
of the pending or threatened litigation or of the actual or possible
claim or assessment occurred.

b.

The degree of probability of an unfavorable outcome.

c.

The ability to make a reasonable estimate of the amount of loss.

34. As a condition for accrual of a loss contingency, paragraph 8(a) requires
that information available prior to the issuance of financial statements indicate
that it is probable that an asset had been impaired or a liability had been
incurred at the date of the financial statements. Accordingly, accrual would
clearly be inappropriate for litigation, claims, or assessments whose underlying
cause is an event or condition occurring after the date of financial statements
but before those financial statements are issued, for example, a suit for
damages alleged to have been suffered as a result of an accident that occurred
after the date of the financial statements. Disclosure may be required, however,
by paragraph 11.

35. On the other hand, accrual may be appropriate for litigation, claims, or
assessments whose underlying cause is an event occurring on or before the date
of an enterprise’s financial statements even if the enterprise does not become
aware of the existence or possibility of the lawsuit, claim, or assessment until
after the date of the financial statements. If those financial statements have
not been issued, accrual of a loss related to the litigation, claim, or assessment
would be required if the probability of loss is such that the condition in
paragraph 8(a) is met and the amount of loss can be reasonably estimated.
36. If the underlying cause of the litigation, claim, or assessment is an
event occurring before the date of an enterprise’s financial statements, the
probability of an outcome unfavorable to the enterprise must be assessed to
determine whether the condition in paragraph 8(a) is met. Among the factors
that should be considered are the nature of the litigation, claim, or assessment,
the progress of the case (including progress after the date of the financial
statements but before those statements are issued), the opinions or views of
legal counsel and other advisers, the experience of the enterprise in similar
cases, the experience of other enterprises, and any decision of the enterprise’s
management as to how the enterprise intends to respond to the lawsuit, claim,
or assessment (for example, a decision to contest the case vigorously or a
decision to seek an out-of-court settlement). The fact that legal counsel is
unable to express an opinion that the outcome will be favorable to the enterprise
should not necessarily be interpreted to mean that the condition for accrual of
a loss in paragraph 8(a) is met.
37. The filing of a suit or formal assertion of a claim or assessment does
not automatically indicate that accrual of a loss may be appropriate. The degree

AU §337B

688

The Standards of Field Work

of probability of an unfavorable outcome must be assessed. The condition for
accrual in paragraph 8(a) would be met if an unfavorable outcome is determined
to be probable. If an unfavorable outcome is determined to be reasonably
possible but not probable, or if the amount of loss cannot be reasonably
estimated, accrual would be inappropriate, but disclosure would be required by
paragraph 10 of this Statement.
38. With respect to unasserted claims and assessments, an enterprise must
determine the degree of probability that a suit may be filed or a claim or
assessment may be asserted and the possibility of an unfavorable outcome. For
example, a catastrophe, accident, or other similar physical occurrence predict
ably engenders claims for redress, and in such circumstances their assertion
may be probable; similarly, an investigation of an enterprise by a governmental
agency, if enforcement proceedings have been or are likely to be instituted, is
often followed by private claims for redress, and the probability of their
assertion and the possibility of loss should be considered in each case. By way
of further example, an enterprise may believe there is a possibility that it has
infringed on another enterprise’s patent rights, but the enterprise owning the
patent rights has not indicated an intention to take any action and has not even
indicated an awareness of the possible infringement. In that case, a judgment
must first be made as to whether the assertion of a claim is probable. If the
judgment is that assertion is not probable, no accrual or disclosure would be
required. On the other hand, if the judgment is that assertion is probable, then
a second judgment must be made as to the degree of probability of an unfavor
able outcome. If an unfavorable outcome is probable and the amount of loss can
be reasonably estimated, accrual of a loss is required by paragraph 8. If an
unfavorable outcome is probable but the amount of loss cannot be reasonably
estimated, accrual would not be appropriate, but disclosure would be required
by paragraph 10. If an unfavorable outcome is reasonably possible but not
probable, disclosure would be required by paragraph 10.
39. As a condition for accrual of a loss contingency, paragraph 8(6) requires
that the amount of loss can be reasonably estimated. In some cases, it may be
determined that a loss was incurred because an unfavorable outcome of the
litigation, claim, or assessment is probable (thus satisfying the condition in
paragraph 8(a)), but the range of possible loss is wide. For example, an
enterprise may be litigating an income tax matter. In preparation for the trial,
it may determine that, based on recent decisions involving one aspect of the
litigation, it is probable that it will have to pay additional taxes of $2 million.
Another aspect of the litigation may, however, be open to considerable inter
pretation, and depending on the interpretation by the court the enterprise may
have to pay taxes of $8 million over and above the $2 million. In that case,
paragraph 8 requires accrual of the $2 million if that is considered a reasonable
estimate of the loss. Paragraph 10 requires disclosure of the additional expo
sure to loss if there is a reasonable possibility that additional taxes will be paid.
Depending on the circumstances, paragraph 9 may require disclosure of the $2
million that was accrued.
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Exhibit II—American Bar Association
Statement of Policy Regarding Lawyers'
Responses to Auditors' Requests
for Information
Note: This document, in the form herein set forth, was approved by
the Board of Governors of the American Bar Association in December
1975, which official action permitted its release to lawyers and ac
countants as the standard recommended by the American Bar Asso
ciation for the lawyer’s response to letters of audit inquiry.
Source: SAS No. 12.

Preamble
The public interest in protecting the confidentiality of lawyer-client communi
cations is fundamental. The American legal, political and economic systems
depend heavily upon voluntary compliance with the law and upon ready access
to a respected body of professionals able to interpret and advise on the law. The
expanding complexity of our laws and governmental regulations increases the
need for prompt, specific and unhampered lawyer-client communication. The
benefits of such communication and early consultation underlie the strict
statutory and ethical obligations of the lawyer to preserve the confidences and
secrets of the client, as well as the long-recognized testimonial privilege for
lawyer-client communication.

Both the Code of Professional Responsibility and the cases applying the
evidentiary privilege recognize that the privilege against disclosure can be
knowingly and voluntarily waived by the client. It is equally clear that disclo
sure to a third party may result in loss of the “confidentiality” essential to
maintain the privilege. Disclosure to a third party of the lawyer-client commu
nication on a particular subject may also destroy the privilege as to other
communications on that subject. Thus, the mere disclosure by the lawyer to the
outside auditor, with due client consent, of the substance of communications
between the lawyer and client may significantly impair the client’s ability in
other contexts to maintain the confidentiality of such communications.

Under the circumstances a policy of audit procedure which requires clients to
give consent and authorize lawyers to respond to general inquiries and disclose
information to auditors concerning matters which have been communicated in
confidence is essentially destructive of free and open communication and early
consultation between lawyer and client. The institution of such a policy would
inevitably discourage management from discussing potential legal problems
with counsel for fear that such discussion might become public and precipitate
a loss to or possible liability of the business enterprise and its stockholders that
might otherwise never materialize.
It is also recognized that our legal, political and economic systems depend to
an important extent on public confidence in published financial statements. To
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meet this need the accounting profession must adopt and adhere to standards
and procedures that will command confidence in the auditing process. It is not,
however, believed necessary, or sound public policy, to intrude upon the
confidentiality of the lawyer-client relationship in order to command such
confidence. On the contrary, the objective of fair disclosure in financial state
ments is more likely to be better served by maintaining the integrity of the
confidential relationship between lawyer and client, thereby strengthening
corporate management’s confidence in counsel and encouraging its readiness
to seek advice of counsel and to act in accordance with counsel’s advice.
Consistent with the foregoing public policy considerations, it is believed appro
priate to distinguish between, on the one hand, litigation which is pending or
which a third party has manifested to the client a present intention to com
mence and, on the other hand, other contingencies of a legal nature or having
legal aspects. As regards the former category, unquestionably the lawyer
representing the client in a litigation matter may be the best source for a
description of the claim or claims asserted, the client’s position (e.g., denial,
contest, etc.), and the client’s possible exposure in the litigation (to the extent
the lawyer is in a position to do so). As to the latter category, it is submitted
that, for the reasons set forth above, it is not in the public interest for the lawyer
to be required to respond to general inquiries from auditors concerning possible
claims.

It is recognized that the disclosure requirements for enterprises subject to the
reporting requirements of the Federal securities laws are a major concern of
managements and counsel, as well as auditors. It is submitted that compliance
therewith is best assured when clients are afforded maximum encouragement,
by protecting lawyer-client confidentiality, freely to consult counsel. Likewise,
lawyers must be keenly conscious of the importance of their clients being
competently advised in these matters.

Statement of Policy
NOW, THEREFORE, BE IT RESOLVED that it is desirable and in the public
interest that this Association adopt the following Statement of Policy regarding
the appropriate scope of the lawyer’s response to the auditor’s request, made
by the client at the request of the auditor, for information concerning matters
referred to the lawyer during the course of his representation of the client:
(1) Client Consent to Response. The lawyer may properly respond to the
auditor’s requests for information concerning loss contingencies (the term and
concept established by Statement of Financial Accounting Standards No. 5,
promulgated by the Financial Accounting Standards Board in March 1975 and
discussed in Paragraph 5.1 of the accompanying Commentary), to the extent
hereinafter set forth, subject to the following:

a.

Assuming that the client’s initial letter requesting the lawyer to
provide information to the auditor is signed by an agent of the client
having apparent authority to make such a request, the lawyer may
provide to the auditor information requested, without further con
sent, unless such information discloses a confidence or a secret or
requires an evaluation of a claim.

b.

In the normal case, the initial request letter does not provide the
necessary consent to the disclosure of a confidence or secret or to the
evaluation of a claim since that consent may only be given after full
disclosure to the client of the legal consequences of such action.
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c.

Lawyers should bear in mind, in evaluating claims, that an adverse
party may assert that any evaluation of potential liability is an
admission.

d.

In securing the client’s consent to the disclosure of confidences or
secrets, or the evaluation of claims, the lawyer may wish to have a
draft of his letter reviewed and approved by the client before releas
ing it to the auditor; in such cases, additional explanation would in
all probability be necessary so that the legal consequences of the
consent are fully disclosed to the client.

(2) Limitation on Scope ofResponse. It is appropriate for the lawyer to set
forth in his response, by way of limitation, the scope of his engagement by the
client. It is also appropriate for the lawyer to indicate the date as of which
information is furnished and to disclaim any undertaking to advise the auditor
of changes which may thereafter be brought to the lawyer’s attention. Unless
the lawyer’s response indicates otherwise, (a) it is properly limited to matters
which have been given substantive attention by the lawyer in the form of legal
consultation and, where appropriate, legal representation since the beginning
of the period or periods being reported upon, and (b) if a law firm or a law
department, the auditor may assume that the firm or department has endeav
ored, to the extent believed necessary by the firm or department, to determine
from lawyers currently in the firm or department who have performed services
for the client since the beginning of the fiscal period under audit whether such
services involved substantive attention in the form of legal consultation concern
ing those loss contingencies referred to in Paragraph 5(a) below but, beyond that,
no review has been made of any of the client’s transactions or other matters for
the purpose of identifying loss contingencies to be described in the response.
(3) Response may be Limited to Material Items. In response to an auditor’s
request for disclosure of loss contingencies of a client, it is appropriate for the
lawyer’s response to indicate that the response is limited to items which are
considered individually or collectively material to the presentation of the
client’s financial statements.

(4) Limited Responses. Where the lawyer is limiting his response in ac
cordance with the Statement of Policy, his response should so indicate (see
Paragraph 8). If in any other respect the lawyer is not undertaking to respond
to or comment on particular aspects of the inquiry when responding to the
auditor, he should consider advising the auditor that his response is limited,
in order to avoid any inference that the lawyer has responded to all aspects;
otherwise, he may be assuming a responsibility which he does not intend.

(5) Loss Contingencies. When properly requested by the client, it is appro
priate for the lawyer to furnish to the auditor information concerning the
following matters if the lawyer has been engaged by the client to represent or
advise the client professionally with respect thereto and he has devoted sub
stantive attention to them in the form of legal representation or consultation:

a.

overtly threatened or pending litigation, whether or not specified by
the client;

b.

a contractually assumed obligation which the client has specifically
identified and upon which the client has specifically requested, in the
inquiry letter or a supplement thereto, comment to the auditor;

As contemplated by Paragraph 8 of this Statement of Policy, this sentence is intended to be the
subject of incorporation by reference as therein provided.
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c.

an unasserted possible claim or assessment which the client has
specifically identified and upon which the client has specifically
requested, in the inquiry letter or a supplement thereto, comment to
the auditor.

With respect to clause (a), overtly threatened litigation means that a potential
claimant has manifested to the client an awareness of and present intention to
assert a possible claim or assessment unless the likelihood of litigation (or of
settlement when litigation would normally be avoided) is considered remote.
With respect to clause (c), where there has been no manifestation by a potential
claimant of an awareness of and present intention to assert a possible claim or
assessment, consistent with the considerations and concerns outlined in the
Preamble and Paragraph 1 hereof, the client should request the lawyer to
furnish information to the auditor only if the client has determined that it is
probable that a possible claim will be asserted, that there is a reasonable
possibility that the outcome (assuming such assertion) will be unfavorable, and
that the resulting liability would be material to the financial condition of the
client. Examples of such situations might (depending in each case upon the
particular circumstances) include the following: (i) a catastrophe, accident or
other similar physical occurrence in which the client’s involvement is open and
notorious, or (ii) an investigation by a government agency where enforcement
proceedings have been instituted or where the likelihood that they will not be
instituted is remote, under circumstances where assertion of one or more
private claims for redress would normally be expected, or (iii) a public disclo
sure by the client acknowledging (and thus focusing attention upon) the
existence of one or more probable claims arising out of an event or circumstance.
In assessing whether or not the assertion of a possible claim is probable, it is
expected that the client would normally employ, by reason of the inherent
uncertainties involved and insufficiency of available data, concepts parallel to
those used by the lawyer (discussed below) in assessing whether or not an
unfavorable outcome is probable; thus, assertion of a possible claim would
be considered probable only when the prospects of its being asserted seem
reasonably certain (i.e., supported by extrinsic evidence strong enough to
establish a presumption that it will happen) and the prospects of nonasser
tion seem slight.

It would not be appropriate, however, for the lawyer to be requested to furnish
information in response to an inquiry letter or supplement thereto if it appears
that (a) the client has been required to specify unasserted possible claims
without regard to the standard suggested in the preceding paragraph, or (b)
the client has been required to specify all or substantially all unasserted
possible claims as to which legal advice may have been obtained, since, in either
case, such a request would be in substance a general inquiry and would be
inconsistent with the intent of this Statement of Policy.
The information that lawyers may properly give to the auditor concerning the
foregoing matters would include (to the extent appropriate) an identification
of the proceedings or matter, the stage of proceedings, the claim(s) asserted,
and the position taken by the client.

In view of the inherent uncertainties, the lawyer should normally refrain from
expressing judgments as to outcome except in those relatively few clear cases
where it appears to the lawyer that an unfavorable outcome is either “probable”
or “remote;” for purposes of any such judgment it is appropriate to use the
following meanings:
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(i) probable—an unfavorable outcome for the client is probable if the
prospects of the claimant not succeeding are judged to be extremely
doubtful and the prospects for success by the client in its defense are
judged to be slight.

(ii) remote—an unfavorable outcome is remote if the prospects for the
client not succeeding in its defense are judged to be extremely
doubtful and the prospects of success by the claimant are judged to
be slight.
If, in the opinion of the lawyer, considerations within the province of his
professional judgment bear on a particular loss contingency to the degree
necessary to make an informed judgment, he may in appropriate circumstances
communicate to the auditor his view that an unfavorable outcome is “probable”
or “remote,” applying the above meanings. No inference should be drawn, from
the absence of such a judgment, that the client will not prevail.

The lawyer also may be asked to estimate, in dollar terms, the potential amount
of loss or range of loss in the event that an unfavorable outcome is not viewed
to be “remote.” In such a case, the amount or range of potential loss will
normally be as inherently impossible to ascertain, with any degree of certainty,
as the outcome of the litigation. Therefore, it is appropriate for the lawyer to
provide an estimate of the amount or range of potential loss (if the outcome
should be unfavorable) only if he believes that the probability of inaccuracy of
the estimate of the amount or range of potential loss is slight.

The considerations bearing upon the difficulty in estimating loss (or range of
loss) where pending litigation is concerned are obviously even more compelling
in the case of unasserted possible claims. In most cases, the lawyer will not be
able to provide any such estimate to the auditor.
As indicated in Paragraph 4 hereof, the auditor may assume that all loss
contingencies specified by the client in the manner specified in clauses (b) and
(c) above have received comment in the response, unless otherwise therein
indicated. The lawyer should not be asked, nor need the lawyer undertake, to
furnish information to the auditor concerning loss contingencies except as
contemplated by this Paragraph 5.
(6) Lawyer’s Professional Responsibility. Independent of the scope of his
response to the auditor’s request for information, the lawyer, depending upon
the nature of the matters as to which he is engaged, may have as part of his
professional responsibility to his client an obligation to advise the client
concerning the need for or advisability of public disclosure of a wide range of
events and circumstances. The lawyer has an obligation not knowingly to
participate in any violation by the client of the disclosure requirements of the
securities laws. In appropriate circumstances, the lawyer also may be required
under the Code of Professional Responsibility to resign his engagement if his
advice concerning disclosures is disregarded by the client. The auditor may
properly assume that whenever, in the course of performing legal services for
the client with respect to a matter recognized to involve an unasserted possible
claim or assessment which may call for financial statement disclosure, the
lawyer has formed a professional conclusion that the client must disclose or
consider disclosure concerning such possible claim or assessment, the lawyer,
as a matter of professional responsibility to the client, will so advise the client

AU §337C

694

The Standards of Field Work

and will consult with the client concerning the question of such disclosure and
the applicable requirements† of FAS 5.
(7) Limitation on Use of Response. Unless otherwise stated in the lawyer’s
response, it shall be solely for the auditor’s information in connection with his
audit of the financial condition of the client and is not to be quoted in whole or
in part or otherwise referred to in any financial statements of the client or related
documents, nor is it to be filed with any governmental agency or other person,
without the lawyer’s prior written consent.‡ Notwithstanding such limitation,
the response can properly be furnished to others in compliance with court process
or when necessary in order to defend the auditor against a challenge of the audit
by the client or a regulatory agency, provided that the lawyer is given written
notice of the circumstances at least twenty days before the response is so to be
furnished to others, or as long in advance as possible if the situation does not
permit such period of notice.‡
(8) General. This Statement of Policy, together with the accompanying
Commentary (which is an integral part hereof), has been developed for the
general guidance of the legal profession. In a particular case, the lawyer may
elect to supplement or modify the approach hereby set forth. If desired, this
Statement of Policy may be incorporated by reference in the lawyer’s response
by the following statement: “This response is limited by, and in accordance with,
the ABA Statement of Policy Regarding Lawyers’ Responses to Auditors’
Requests for Information (December 1975); without limiting the generality of
the foregoing, the limitations set forth in such Statement on the scope and use
of this response (Paragraphs 2 and 7) are specifically incorporated herein by
reference, and any description herein of any ‘loss contingencies’ is qualified in
its entirety by Paragraph 5 of the Statement and the accompanying Commen
tary (which is an integral part of the Statement).”

The accompanying Commentary is an integral part
of this Statement of Policy.

Commentary
Paragraph 1 (Client Consent to Response)
In responding to any aspect of an auditor’s inquiry letter, the lawyer must
be guided by his ethical obligations as set forth in the Code of Professional
Responsibility. Under Canon 4 of the Code of Professional Responsibility a
lawyer is enjoined to preserve the client’s confidences (defined as information
protected by the attorney-client privilege under applicable law) and the client’s
secrets (defined as other information gained in the professional relationship
that the client has requested be held inviolate or the disclosure of which would
be embarrassing or would be likely to be detrimental to the client). The
observance of this ethical obligation, in the context of public policy, “. . . not only
facilitates the full development of facts essential to proper representation of
†Under FAS 5, when there has been no manifestation by a potential claimant of an awareness of
a possible claim or assessment, disclosure of an unasserted possible claim is required only if the
enterprise concludes that (i) it is probable that a claim will be asserted, (ii) there is a reasonable
possibility, if the claim is in fact asserted, that the outcome will be unfavorable, and (iii) the liability
resulting from such unfavorable outcome would be material to its financial condition.

‡ As contemplated by Paragraph 8 of this Statement of Policy, this sentence is intended to be the
subject of incorporation by reference as therein provided.
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the client but also encourages laymen to seek early legal assistance.” (Ethical
Consideration 4-1).
The lawyer’s ethical obligation therefore includes a much, broader range of
information than that protected by the attorney-client privilege. As stated in
Ethical Consideration 4-4: “The attorney-client privilege is more limited than
the ethical obligation of a lawyer to guard the confidences and secrets of his
client. This ethical precept, unlike the evidentiary privilege, exists without
regard to the nature or source of information or the fact that others share the
knowledge.”

In recognition of this ethical obligation, the lawyer should be careful to
disclose fully to his client any confidence, secret or evaluation that is to be
revealed to another, including the client’s auditor, and to satisfy himself that
the officer or agent of a corporate client consenting to the disclosure under
stands the legal consequences thereof and has authority to provide the required
consent.
The law in the area of attorney-client privilege and the impact of statements
made in letters to auditors upon that privilege has not yet been developed.
Based upon cases treating the attorney-client privilege in other contexts,
however, certain generalizations can be made with respect to the possible
impact of statements in letters to auditors.

It is now generally accepted that a corporation may claim the attorney-client
privilege. Whether the privilege extends beyond the control group of the
corporation (a concept found in the existing decisional authority), and if so, how
far, is yet unresolved.
If a client discloses to a third party a part of any privileged communication
he has made to his attorney, there may have been a waiver as to the whole
communication; further, it has been suggested that giving accountants access
to privileged statements made to attorneys may waive any privilege as to those
statements. Any disclosure of privileged communications relating to a particu
lar subject matter may have the effect of waiving the privilege on other
communications with respect to the same subject matter.
To the extent that the lawyer’s knowledge of unasserted possible claims is
obtained by means of confidential communications from the client, any disclo
sure thereof might constitute a waiver as fully as if the communication related
to pending claims.

A further difficulty arises with respect to requests for evaluation of either
pending or unasserted possible claims. It might be argued that any evaluation
of a claim, to the extent based upon a confidential communication with the
client, waives any privilege with respect to that claim.
Another danger inherent in a lawyer’s placing a value on a claim, or
estimating the likely result, is that such a statement might be treated as an
admission or might be otherwise prejudicial to the client.
The Statement of Policy has been prepared in the expectation that judicial
development of the law in the foregoing areas will be such that useful commu
nication between lawyers and auditors in the manner envisaged in the State
ment will not prove prejudicial to clients engaged in or threatened with
adversary proceedings. If developments occur contrary to this expectation,
appropriate review and revision of the Statement of Policy may be necessary.

AU §337C

696

The Standards of Field Work

Paragraph 2 (Limitation on Scope of Response)
In furnishing information to an auditor, the lawyer can properly limit
himself to loss contingencies which he is handling on a substantive basis for
the client in the form of legal consultation (advice and other attention to
matters not in litigation by the lawyer in his professional capacity) or legal
representation (counsel of record or other direct professional responsibility for
a matter in litigation). Some auditors’ inquiries go further and ask for informa
tion on matters of which the lawyer “has knowledge.” Lawyers are concerned
that such a broad request may be deemed to include information coming from
a variety of sources including social contact and third party contacts as well as
professional engagement and that the lawyer might be criticized or subjected
to liability if some of this information is forgotten at the time of the auditor’s
request.
It is also believed appropriate to recognize that the lawyer will not neces
sarily have been authorized to investigate, or have investigated, all legal
problems of the client, even when on notice of some facts which might conceiv
ably constitute a legal problem upon exploration and development. Thus,
consideration in the form of preliminary or passing advice, or regarding an
incomplete or hypothetical state of facts, or where the lawyer has not been
requested to give studied attention to the matter in question, would not come
within the concept of “substantive attention” and would therefore be excluded.
Similarly excluded are matters which may have been mentioned by the client
but which are not actually being handled by the lawyer. Paragraph 2 under
takes to deal with these concerns.
Paragraph 2 is also intended to recognize the principle that the appropriate
lawyer to respond as to a particular loss contingency is the lawyer having
charge of the matter for the client (e.g., the lawyer representing the client in a
litigation matter and/or the lawyer having overall charge and supervision of
the matter), and that the lawyer not having that kind of role with respect to
the matter should not be expected to respond merely because of having become
aware of its existence in a general or incidental way.

The internal procedures to be followed by a law firm or law department may
vary based on factors such as the scope of the lawyer’s engagement and the
complexity and magnitude of the client’s affairs. Such procedures could, but
need not, include use of a docket system to record litigation, consultation with
lawyers in the firm or department having principal responsibility for the
client’s affairs or other procedures which, in light of the cost to the client, are
not disproportionate to the anticipated benefit to be derived. Although these
procedures may not necessarily identify all matters relevant to the response,
the evolution and application of the lawyer’s customary procedures should
constitute a reasonable basis for the lawyer’s response.
As the lawyer’s response is limited to matters involving his professional
engagement as counsel, such response should not include information concern
ing the client which the lawyer receives in another role. In particular, a lawyer
who is also a director or officer of the client would not include information which
he received as a director or officer unless the information was also received (or,
absent the dual role, would in the normal course be received) in his capacity as
legal counsel in the context of his professional engagement. Where the auditor’s
request for information is addressed to a law firm as a firm, the law firm may
properly assume that its response is not expected to include any information
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which may have been communicated to the particular individual by reason of
his serving in the capacity of director or officer of the client. The question of the
individual’s duty, in his role as a director or officer, is not here addressed.

Paragraph 3 (Response May Cover only Material Items in
Certain Cases)
Paragraph 3 makes it clear that the lawyer may optionally limit his re
sponses to those items which are individually or collectively material to the
auditor’s inquiry. If the lawyer takes responsibility for making a determination
that a matter is not material for the purposes of his response to the audit
inquiry, he should make it clear that his response is so limited. The auditor, in
such circumstance, should properly be entitled to rely upon the lawyer’s
response as providing him with the necessary corroboration. It should be
emphasized that the employment of inside general counsel by the client should
not detract from the acceptability of his response since inside general counsel
is as fully bound by the professional obligations and responsibilities contained
in the Code of Professional Responsibility as outside counsel. If the audit
inquiry sets forth a definition of materiality but the lawyer utilizes a different
test of materiality, he should specifically so state. The lawyer may wish to reach
an understanding with the auditor concerning the test of materiality to be used
in his response, but he need not do so if he assumes responsibility for the criteria
used in making materiality determinations. Any such understanding with the
auditor should be referred to or set forth in the lawyer’s response. In this
connection, it is assumed that the test of materiality so agreed upon would not
be so low in amount as to result in a disservice to the client and an unreasonable
burden on counsel.

Paragraph 4 (Limited Responses)
The Statement of Policy is designed to recognize the obligation of the auditor
to complete the procedures considered necessary to satisfy himself as to the fair
presentation of the company’s financial condition and results, in order to render
a report which includes an opinion not qualified because of a limitation on the
scope of the audit. In this connection, reference is made to SEC Accounting
Series Release No. 90 [Financial Reporting Release No. 1, section 607.01(b)],
in which it is stated:
“A ‘subject to’ or ‘except for’ opinion paragraph in which these phrases refer to
the scope of the audit, indicating that the accountant has not been able to satisfy
himself on some significant element in the financial statements, is not accept
able in certificates filed with the Commission in connection with the public
offering of securities. The ‘subject to’ qualification is appropriate when the
reference is to a middle paragraph or to footnotes explaining the status of
matters which cannot be resolved at statement date.”

Paragraph 5 (Loss Contingencies)
Paragraph 5 of the Statement of Policy summarizes the categories of “loss
contingencies” about which the lawyer may furnish information to the auditor.
The term loss contingencies and the categories relate to concepts of accounting
accrual and disclosure specified for the accounting profession in Statement of
Financial Accounting Standards No. 5 (“FAS 5”) issued by the Financial
Accounting Standards Board in March, 1975.
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5.1 Accounting Requirements
To understand the significance of the auditor’s inquiry and the implications
of any response the lawyer may give, the lawyer should be aware of the
following accounting concepts and requirements set out in FAS 5:||
(a) A “loss contingency” is an existing condition, situation or set of
circumstances involving uncertainty as to possible loss to an enter
prise that will ultimately be resolved when one or more events occur
or fail to occur. Resolutions of the uncertainty may confirm the loss
or impairment of an asset or the incurrence of a liability.
(Para. 1)

(b) When a “loss contingency” exists, the likelihood that a future event
or events will confirm the loss or impairment of an asset or the
incurrence of a liability can range from probable to remote. There are
three areas within that range, defined as follows:
(i)

Probable—“The future event or events are likely to occur.”

(ii) Reasonably possible—“The chance of the future event or events
occurring is more than remote but less than likely.”

(iii) Remote—“The chance of the future event or events occurring is
slight.”

(Para. 3)

(c) Accrual in a client’s financial statements by a charge to income of the
period will be required if both the following conditions are met:
(i)

“Information available prior to issuance of the financial state
ments indicates that it is probable that an asset had been
impaired or a liability had been incurred at the date of the
financial statements. It is implicit in this condition that it must
be probable that one or more future events will occur confirming
the fact of the loss.” (emphasis added; footnote omitted)

(ii) “The amount of loss can be reasonably estimated.”
(Para. 8)

(d) If there is no accrual of the loss contingency in the client’s financial
statements because one of the two conditions outlined in (c) above
are not met, disclosure may be required as provided in the following:

“If no accrual is made for a loss contingency because one or both
of the conditions in paragraph 8 are not met, or if an exposure
to loss exists in excess of the amount accrued pursuant to the
provisions of paragraph 8, disclosure of the contingency shall be
made when there is at least a reasonable possibility that a loss
or an additional loss may have been incurred. The disclosure
shall indicate the nature of the contingency and shall give an
estimate of the possible loss or range of loss or state that such an
estimate cannot be made. Disclosure is not required of a loss
contingency involving an unasserted claim or assessment when
there has been no manifestation by potential claimant of an aware
ness of a possible claim or assessment unless it is considered
probable that a claim will be asserted and there is a reasonable
Citations are to paragraph numbers of FAS 5.
||
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possibility that the outcome will be unfavorable.” (emphasis
added; footnote omitted)
(Para. 10)

(e)

The accounting requirements recognize or specify that (i) the opin
ions or views of counsel are not the sole source of evidential matter
in making determinations about the accounting recognition or treat
ment to be given to litigation, and (ii) the fact that the lawyer is
notable to express an opinion that the outcome will be favorable does
not necessarily require an accrual of a loss. Paragraphs 36 and 37 of
FAS 5 state as follows:

“If the underlying cause of the litigation, claim, or assessment
is an event occurring before the date of an enterprise’s financial
statements, the probability of an outcome unfavorable to the
enterprise must be assessed to determine whether the condition
in paragraph 8(a) is met. Among the factors that should be
considered are the nature of the litigation, claim, or assessment,
the progress of the case (including progress after the date of the
financial statements but before those statements are issued), the
opinions or views of legal counsel and other advisers, the expe
rience of the enterprise in similar cases, the experience of other
enterprises, and any decision of the enterprise’s management as
to how the enterprise intends to respond to the lawsuit, claim,
or assessment (for example, a decision to contest the case vigor
ously or a decision to seek an out-of-court settlement). The fact
that legal counsel is unable to express an opinion that the
outcome will be favorable to the enterprise should not necessar
ily be interpreted to mean that the condition for accrual of a loss
in paragraph 8(a) is met.
“The filing of a suit or formal assertion of a claim or assessment
does not automatically indicate that accrual of a loss may be
appropriate. The degree of probability of an unfavorable out
come must be assessed. The condition for accrual in paragraph
8(a) would be met if an unfavorable outcome is determined to be
probable. If an unfavorable outcome is determined to be reason
ably possible but not probable, or if the amount of loss cannot be
reasonably estimated, accrual would be inappropriate, but dis
closure would be required by paragraph 10 of this Statement.”
(f)

Paragraph 38 of FAS 5 focuses on certain examples concerning the
determination by the enterprise whether an assertion of an unas
serted possible claim may be considered probable:

“With respect to unasserted claims and assessments, an enter
prise must determine the degree of probability that a suit may

be filed or a claim or assessment may be asserted and the
possibility of an unfavorable outcome. For example, a catastro
phe, accident, or other similar physical occurrence predictably
engenders claims for redress, and in such circumstances their
assertion may be probable; similarly, an investigation of an
enterprise by a governmental agency, if enforcement proceed
ings have been or are likely to be instituted, is often followed by
private claims for redress, and the probability of their assertion
and the possibility of loss should be considered in each case. By
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way of further example, an enterprise may believe there is a
possibility that it has infringed on another enterprise’s patent
rights, but the enterprise owning the patent rights has not
indicated an intention to take any action and has not even
indicated an awareness of the possible infringement. In that
case, a judgment must first be made as to whether the assertion
of a claim is probable. If the judgment is that assertion is not
probable, no accrual or disclosure would be required. On the
other hand, if the judgment is that assertion is probable, then a
second judgment must be made as to the degree of probability of
an unfavorable outcome. If an unfavorable outcome is probable
and the amount of loss can be reasonably estimated, accrual of
a loss is required by paragraph 8. If an unfavorable outcome is
probable but the amount of loss cannot be reasonably estimated,
accrual would not be appropriate, but disclosure would be re
quired by paragraph 10. If an unfavorable outcome is reasonably
possible but not probable, disclosure would be required by para
graph 10.”

For a more complete presentation of FAS 5, reference is made to Exhibit I,
section 337B, in which are set forth excerpts selected by the AICPA as relevant
to a Statement on Auditing Standards, issued by its Auditing Standards
Executive Committee, captioned “Inquiry of a Client’s Lawyer Concerning
Litigation, Claims, and Assessments.”
5.2 Lawyer’s Response
Concepts of probability inherent in the usage of terms like “probable” or
“reasonably possible” or “remote” mean different things in different contexts.
Generally, the outcome of, or the loss which may result from, litigation cannot
be assessed in any way that is comparable to a statistically or empirically
determined concept of “probability” that may be applicable when determining
such matters as reserves for warranty obligations or accounts receivable or loan
losses when there is a large number of transactions and a substantial body of
known historical experience for the enterprise or comparable enterprises.
While lawyers are accustomed to counseling clients during the progress of
litigation as to the possible amount required for settlement purposes, the
estimated risks of the proceedings at particular times and the possible appli
cation or establishment of points of law that may be relevant, such advice to
the client is not possible at many stages of the litigation and may change
dramatically depending upon the development of the proceedings. Lawyers do
not generally quantify for clients the “odds” in numerical terms; if they do, the
quantification is generally only undertaken in an effort to make meaningful,
for limited purposes, a whole host ofjudgmental factors applicable at a particu
lar time, without any intention to depict “probability” in any statistical, scien
tific or empirically-grounded sense. Thus, for example, statements that
litigation is being defended vigorously and that the client has meritorious
defenses do not, and do not purport to, make a statement about the probability
of outcome in any measurable sense.

Likewise, the “amount” of loss—that is, the total of costs and damages that
ultimately might be assessed against a client—will, in most litigation, be a
subject of wide possible variance at most stages; it is the rare case where the
amount is precise and where the question is whether the client against which
claim is made is liable either for all of it or none of it.
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In light of the foregoing considerations, it must be concluded that, as a
general rule, it should not be anticipated that meaningful quantifications of
“probability” of outcome or amount of damages can be given by lawyers in
assessing litigation. To provide content to the definitions set forth in Paragraph
5 of the Statement of Policy, this Commentary amplifies the meanings of the
terms under discussion, as follows:
“probable”—An unfavorable outcome is normally “probable” if, but only if,
investigation, preparation (including development of the factual data and
legal research) and progress of the matter have reached a stage where a
judgment can be made, taking all relevant factors into account which may
affect the outcome, that it is extremely doubtful that the client will prevail.

“remote”—The prospect for an unfavorable outcome appears, at the time,
to be slight; i.e., it is extremely doubtful that the client will not prevail.
Normally, this would entail the ability to make an unqualified judgment,
taking into account all relevant factors which may affect the outcome, that
the client may confidently expect to prevail on a motion for summary
judgment on all issues due to the clarity of the facts and the law.

In other words, for purposes of the lawyer’s response to the request to advise
auditors about litigation, an unfavorable outcome will be “probable” only if the
chances of the client prevailing appear slight and of the claimant losing appear
extremely doubtful; it will be “remote” when the client’s chances of losing
appear slight and of not winning appear extremely doubtful. It is, therefore, to
be anticipated that, in most situations, an unfavorable outcome will be neither
“probable” nor “remote” as defined in the Statement of Policy.
The discussion above about the very limited basis for furnishing judgments
about the outcome of litigation applies with even more force to a judgment
concerning whether of not the assertion of a claim not yet asserted is “probable.”
That judgment will infrequently be one within the professional competence of
lawyers and therefore the lawyer should not undertake such assessment except
where such judgment may become meaningful because of the presence of
special circumstances, such as catastrophes, investigations and previous public
disclosure as cited in Paragraph 5 of the Statement of Policy, or similar extrinsic
evidence relevant to such assessment. Moreover, it is unlikely, absent relevant
extrinsic evidence, that the client or anyone else will be in a position to make
an informed judgment that assertion of a possible claim is “probable” as opposed
to “reasonably possible” (in which event disclosure is not required). In light of
the legitimate concern that the public interest would not be well served by
resolving uncertainties in a way that invites the assertion of claims or otherwise
causes unnecessary harm to the client and its stockholders, a decision to treat
an unasserted claim as “probable” of assertion should be based only upon
compelling judgment.

Consistent with these limitations believed appropriate for the lawyer, he
should not represent to the auditor, nor should any inference from his response
be drawn, that the unasserted possible claims identified by the client (as
contemplated by Paragraph 5(c) of the Statement of Policy) represent all such
claims of which the lawyer may be aware or that he necessarily concurs in his
client’s determination of which unasserted possible claims warrant specifica
tion by the client; within proper limits, this determination is one which the
client is entitled to make—and should make—and it would be inconsistent with
his professional obligations for the lawyer to volunteer information arising from
his confidential relationship with his client.
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As indicated in Paragraph 5, the lawyer also may be asked to estimate the
potential loss (or range) in the event that an unfavorable outcome is not viewed
to be “remote.” In such a case, the lawyer would provide an estimate only if he
believes that the probability of inaccuracy of the estimate of the range or
amount is slight. What is meant here is that the estimate of amount of loss
presents the same difficulty as assessment of outcome and that the same
formulation of “probability” should be used with respect to the determination
of estimated loss amounts as should be used with respect to estimating the
outcome of the matter.

In special circumstances, with the proper consent of the client, the lawyer
may be better able to provide the auditor with information concerning loss
contingencies through conferences where there is opportunity for more detailed
discussion and interchange. However, the principles set forth in the Statement
of Policy and this Commentary are fully applicable to such conferences.
Subsumed throughout this discussion is the ongoing responsibility of the
lawyer to assist his client, at the client’s request, in complying with the
requirements of FAS 5 to the extent such assistance falls within his professional
competence. This will continue to involve, to the extent appropriate, privileged
discussions with the client to provide a better basis on which the client can
make accrual and disclosure determinations in respect of its financial state
ments.

In addition to the considerations discussed above with respect to the making
of any judgment or estimate by the lawyer in his response to the auditor,
including with respect to a matter specifically identified by the client, the
lawyer should also bear in mind the risk that the furnishing of such a judgment
or estimate to any one other than the client might constitute an admission or
be otherwise prejudicial to the client’s position in its defense against such
litigation or claim (see Paragraph 1 of the Statement of Policy and of this
Commentary).

Paragraph 6 (Lawyer's Professional Responsibility)
The client must satisfy whatever duties it has relative to timely disclosure,
including appropriate disclosure concerning material loss contingencies, and,
to the extent such matters are given substantive attention in the form of legal
consultation, the lawyer, when his engagement is to advise his client concerning
a disclosure obligation, has a responsibility to advise his client concerning its
obligations in this regard. Although lawyers who normally confine themselves
to a legal specialty such as tax, antitrust, patent or admiralty law, unlike
lawyers consulted about SEC or general corporate matters, would not be
expected to advise generally concerning the client’s disclosure obligations in
respect of a matter on which the lawyer is working, the legal specialist should
counsel his client with respect to the client’s obligations under FAS 5 to the
extent contemplated herein. Without regard to legal specialty, the lawyer
should be mindful of his professional responsibility to the client described in
Paragraph 6 of the Statement of Policy concerning disclosure.
The lawyer’s responsibilities with respect to his client’s disclosure obliga
tions have been a subject of considerable discussion and there may be, in due
course, clarification and further guidance in this regard. In any event, where
in the lawyer’s view it is clear that (i) the matter is of material importance and
seriousness, and (ii) there can be no reasonable doubt that its non-disclosure
in the client’s financial statements would be a violation of law giving rise to
material claims, rejection by the client of his advice to call the matter to the
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attention of the auditor would almost certainly require the lawyer’s withdrawal
from employment in accordance with the Code of Professional Responsibility.
(See, e.g., Disciplinary Rule 7-102 (A)(3) and (7), and Disciplinary Rule 2-110
(B)(2).) Withdrawal under such circumstances is obviously undesirable and
might present serious problems for the client. Accordingly, in the context of
financial accounting and reporting for loss contingencies arising from unas
serted claims, the standards for which are contained in FAS 5, clients should
be urged to disclose to the auditor information concerning an unasserted
possible claim or assessment (not otherwise specifically identified by the client)
where in the course of the services performed for the client it has become clear
to the lawyer that (i) the client has no reasonable basis to conclude that
assertion of the claim is not probable (employing the concepts hereby enunci
ated) and (ii) given the probability of assertion, disclosure of the loss contin
gency in the client’s financial statements is beyond reasonable dispute
required.

Paragraph 7 (Limitation on Use of Response)
Some inquiry letters make specific reference to, and one might infer from
others, an intention to quote verbatim or include the substance of the lawyer’s
reply in footnotes to the client’s financial statements. Because the client’s
prospects in pending litigation may shift as a result of interim developments,
and because the lawyer should have an opportunity, if quotation is to be made,
to review the footnote in full, it would seem prudent to limit the use of the
lawyer’s reply letter. Paragraph 7 sets out such a limitation.
Paragraph 7 also recognizes that it may be in the client’s interest to protect
information contained in the lawyer’s response to the auditor, if and to the
extent possible, against unnecessary further disclosure or use beyond its
intended purpose of informing the auditor. For example, the response may
contain information which could prejudice efforts to negotiate a favorable
settlement of a pending litigation described in the response. The requirement
of consent to further disclosure, or of reasonable advance notice where disclo
sure may be required by court process or necessary in defense of the audit, is
designed to give the lawyer an opportunity to consult with the client as to
whether consent should be refused or limited or, in the case of legal process or
the auditor’s defense of the audit, as to whether steps can and should be taken
to challenge the necessity of further disclosure or to seek protective measures
in connection therewith. It is believed that the suggested standard of twenty
days advance notice would normally be a minimum reasonable time for this
purpose.

Paragraph 8 (General)
It is reasonable to assume that the Statement of Policy will receive wide
distribution and will be readily available to the accounting profession. Specifi
cally, the Statement of Policy has been reprinted as Exhibit II to the Statement
on Auditing Standards, “Inquiry of a Client’s Lawyer Concerning Litigation,
Claims, and Assessments,” issued by the Auditing Standards Executive Com
mittee of the American Institute of Certified Public Accountants. Accordingly,
the mechanic for its incorporation by reference will facilitate lawyer-auditor
communication. The incorporation is intended to include not only limitations,
such as those provided by Paragraphs 2 and 7 of the Statement of Policy, but
also the explanatory material set forth in this Commentary.
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Annex A
[Illustrative forms of letters for full response by outside practitioner or law firm
and inside general counsel to the auditor’s inquiry letter. These illustrative
forms, which are not part of the Statement of Policy, have been prepared by the
Committee on Audit Inquiry Responses solely in order to assist those who may
wish to have, for reference purposes, a form of response which incorporates the
principles of the Statement of Policy and accompanying Commentary. Other
forms of response letters will be appropriate depending on the circumstances.]

Illustrative form of letter for use by outside practitioner or law firm:
[Name and Address of Accounting Firm]

Re: [Name of Client] [and Subsidiaries]
Dear Sirs:
By letter date [insert date of request] Mr. [insert name and title of officer
signing request] of [insert name of client] [(the “Company”) or (together with its
subsidiaries, the “Company”)] has requested us to furnish you with certain
information in connection with your examination of the accounts of the Com
pany as at [insert fiscal year-end,].

[Insert description of the scope of the lawyer’s engagement; the following
are sample descriptions:]
While this firm represents the Company on a regular basis, our engagement
has been limited to specific matters as to which we were consulted by the
Company.

[or]

We call your attention to the fact that this firm has during the past year
represented the Company only in connection with certain [Federal income tax
matters] [litigation] [real estate transactions] [describe other specific matters,
as appropriate] and has not been engaged for any other purpose.
Subject to the foregoing and to the last paragraph of this letter, we advise
you that since [insert date of beginning of fiscal period under audit] we have
not been engaged to give substantive attention to, or represent the Company
in connection with, [material]# loss contingencies coming within the scope of
clause (a) of Paragraph 5 of the Statement of Policy referred to in the last
paragraph of this letter, except as follows:

[Describe litigation and claims which fit the foregoing criteria.]
[If the inquiry letter requests information concerning specified unas
serted possible claims or assessments and/or contractually assumed
obligations:]
With respect to the matters specifically identified in the Company’s letter
and upon which comment has been specifically requested, as contemplated by
clauses (b) or (c) of Paragraph 5 of the ABA Statement of Policy, we advise you,

subject to the last paragraph of this letter, as follows:

[Insert information as appropriate]
The information set forth herein is [as of the date of this letter] [as of [insert
date], the date on which we commenced our internal review procedures for
purposes of preparing this response], except as otherwise noted, and we
disclaim any undertaking to advise you of changes which thereafter may be
brought to our attention.
# Note: See Paragraph 3 of the Statement of Policy and the accompanying Commentary for
guidance where the response is limited to material items.
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[Insert information with respect to outstanding bills for services and dis
bursements.]

This response is limited by, and in accordance with, the ABA Statement of
Policy Regarding Lawyers’ Responses to Auditors’ Requests for Information
(December 1975); without limiting the generality of the foregoing, the limita
tions set forth in such Statement on the scope and use of this response
(Paragraphs 2 and 7) are specifically incorporated herein by reference, and any
description herein of any “loss contingencies” is qualified in its entirety by
Paragraph 5 of the Statement and the accompanying Commentary (which is
an integral part of the Statement). Consistent with the last sentence of
Paragraph 6 of the ABA Statement of Policy and pursuant to the Company’s
request, this will confirm as correct the Company’s understanding as set forth
in its audit inquiry letter to us that whenever, in the course of performing legal
services for the Company with respect to a matter recognized to involve an
unasserted possible claim or assessment that may call for financial statement
disclosure, we have formed a professional conclusion that the Company must
disclose or consider disclosure concerning such possible claim or assessment,
we, as a matter of professional responsibility to the Company, will so advise
the Company and will consult with the Company concerning the question of
such disclosure and the applicable requirements of Statement of Financial
Accounting Standards No. 5. [Describe any other or additional limitation as
indicated by Paragraph 4 of the Statement]
Very truly yours,

Illustrative form of letter for use by inside general counsel:
[Name and Address of Accounting Firm]

Re: [Name of Company] [and Subsidiaries]
Dear Sirs:
As General Counsel
**
of [insert name of client} [(the “Company”)] [(together
with its subsidiaries, the “Company”)], I advise you as follows in connection
with your examination of the accounts of the Company as at [insert fiscal
year-end].
I call your attention to the fact that as General Counsel
**
for the Company
I have general supervision of the Company’s legal affairs. [If the general legal
supervisory responsibilities of the person signing the letter are limited, set forth
here a clear description of those legal matters over which such person exercises
general supervision, indicating exceptions to such supervision and situations
where primary reliance should be placed on other sources.] In such capacity, I
have reviewed litigation and claims threatened or asserted involving the
Company and have consulted with outside legal counsel with respect thereto
where I have deemed appropriate.

Subject to the foregoing and to the last paragraph of this letter, I advise you
that since [insert date of beginning of fiscal period under audit] neither I, nor
any of the lawyers over whom I exercise general legal supervision, have given
substantive attention to, or represented the Company in connection with,
[material]†† loss contingencies coming within the scope of clause (a) of Para
graph 5 of the Statement of Policy referred to in the last paragraph of this letter,
except as follows:
It may be appropriate in some cases for the response to be given by inside counsel other than
**
inside general counsel in which event this letter should be appropriately modified.
Note: See Paragraph 3 of the Statement of Policy and the accompanying Commentary for
††
guidance where the response is limited to material items.
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[Describe litigation and claims which fit the foregoing criteria.]
[If information concerning specified unasserted possible claims or assess
ments and/or contractually assumed obligations is to be supplied:]

With respect to matters which have been specifically identified as contem
plated by clauses (b) or (c) of Paragraph 5 of the ABA Statement of Policy, I
advise you, subject to the last paragraph of this letter, as follows:
[Insert information as appropriate]

The information set forth herein is [as of the date of this letter] as of [insert
date], the date on which we commenced our internal review procedures for
purposes of preparing this response], except as otherwise noted, and I disclaim
any undertaking to advise you of changes which thereafter may be brought to
my attention or to the attention of the lawyers over whom I exercise general
legal supervision.
This response is limited by, and in accordance with, the ABA Statement of
Policy Regarding Lawyers’ Responses to Auditors’ Requests for Information
(December 1975); without limiting the generality of the foregoing, the limita
tions set forth in such Statement on the scope and use of this response
(Paragraphs 2 and 7) are specifically incorporated herein by reference, and any
description herein of any “loss contingencies” is qualified in its entirety by
Paragraph 5 of the Statement and the accompanying Commentary (which is
an integral part of the Statement). Consistent with the last sentence of
Paragraph 6 of the ABA Statement of Policy, this will confirm as correct the
Company’s understanding that whenever, in the course of performing legal
services for the Company with respect to a matter recognized to involve an
unasserted possible claim or assessment that may call for financial statement
disclosure, I have formed a professional conclusion that the Company must
disclose or consider disclosure concerning such possible claim or assessment, I,
as a matter of professional responsibility to the Company, will so advise the
Company and will consult with the Company concerning the question of such
disclosure and the applicable requirements of Statement of Financial Account
ing Standards No. 5. [Describe any other or additional limitation as indicated
by Paragraph 4 of the Statement.]

Very truly yours,
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AU Section 9337

Inquiry of a Client's Lawyer Concerning
Litigation, Claims, and Assessments:
Auditing Interpretations of Section 337
1. Specifying Relevant Date in an Audit Inquiry Letter
.01 Question—Should the auditor request the client to specify, in his
audit inquiry letter to a lawyer prepared in accordance with section 337,
Inquiry of a Client’s Lawyer Concerning Litigation, Claims, and Assessments,
the date by which the lawyer’s response should be sent to the auditor. Also,
should the letter request the lawyer to specify in his response the latest date
covered by his review (the “effective date”)?

.02 Interpretation—Yes. It should be recognized that, to adequately re
spond to an audit inquiry letter, lawyers will ordinarily employ some internal
review procedures which will be facilitated by specifying the earliest accept
able effective date of the response and the latest date by which it should be sent
to the auditor. Ordinarily, a two-week period should be allowed between the
specified effective date of the lawyer’s response and the latest date by which
the response should be sent to the auditor. Clearly stating the relevant dates
in the letter and specifying these dates to the lawyer in a timely manner will
allow the responding lawyer an adequate amount of time to complete his
review procedures and assist the auditor in coordinating the timing of the
completion of his field work with the latest date covered by the lawyer’s review.

.03 Further, the lawyer should be requested to specify the effective date
of his response. If the lawyer’s response does not specify an effective date, the
auditor can assume that the date of the lawyer’s response is the effective date.
[Issue Date: March, 1977.]
2. Relationship Between Date of Lawyer's Response and Auditor's Report
.04 Question—The illustrative form of audit inquiry letter included in the
Appendix [section 337A] to section 337, Inquiry of a Client’s Lawyer Concern
ing Litigation, Claims, and Assessments, requests a response as to matters that
existed at the balance sheet date and during the period from that date to the
date of the response. What is the relationship between the effective date of the
lawyer’s response and the date of the auditor’s report, which is generally the
date of the completion of field work?
.05 Interpretation—Section 560.10 through .12 indicates that the auditor
is concerned with events, which may require adjustment to, or disclosure in,

the financial statements, occurring through the date of his report. Therefore,
the latest date of the period covered by the lawyer’s response (the “effective
date”) should be as close to the completion of field work as is practicable in the
circumstances. Consequently, specifying the effective date of the lawyer’s
response to reasonably approximate the expected date of the completion of the
field work will in most instances obviate the need for an updated response from
the lawyer.
[Issue Date: March, 1977.]
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Form of Audit Inquiry Letter When Client Represents That No
Unasserted Claims and Assessments Exist

.06 Question—The illustrative audit inquiry letter included in the
Appendix [section 337A] to section 337, Inquiry of a Client’s Lawyer Con
cerning Litigation, Claims, and Assessments, assumes that the client speci
fies certain unasserted claims and assessments. However, in some cases,
clients have stated that there are no such claims or assessments (to be
specified to the lawyer for comment) that are probable of assertion and that, if
asserted, would have a reasonable possibility of an unfavorable outcome.
What appropriate revision to the wording of the letter can be used in such
situations?
.07 Interpretation—Wording that could be used in an audit inquiry letter,
instead of the heading and first paragraph in the section relating to unasserted
claims and assessments included in the Appendix [section 337A] to section 337,
when the client believes that there are no unasserted claims or assessments (to
be specified to the lawyer for comment) that are probable of assertion and that,
if asserted, would have a reasonable possibility of an unfavorable outcome as
specified by FASB Statement No. 5, Accounting for Contingencies [AC section
C59], is as follows:
Unasserted claims and assessments—We have represented to our auditors that
there are no unasserted possible claims that you have advised us are probable
of assertion and must be disclosed, in accordance with Statement of Financial
Accounting Standards No. 5. (The second paragraph in the section relating to
unasserted claims and assessments would not be altered.)

[Issue Date: March, 1977.]

4. Documents Subject to Lawyer-Client Privilege
.08 Question—Section 337, Inquiry of a Client’s Lawyer Concerning Liti
gation, Claims, and Assessments, paragraph .05c, states: “Examine documents
in the client’s possession concerning litigation, claims, and assessments, in
cluding correspondence and invoices from lawyers.” Would this include a
review of documents at the client’s location considered by the lawyer and the
client to be subject to the lawyer-client privilege?
.09 Interpretation—No. Although ordinarily an auditor would consider
the inability to review information that could have a significant bearing on his
audit as a scope restriction, in recognition of the public interest in protecting
the confidentiality of lawyer-client communications (see section 337.13), sec
tion 337.05c is not intended to require an auditor to examine documents that
the client identifies as subject to the lawyer-client privilege. In the event of
questions concerning the applicability of this privilege, the auditor may re
quest confirmation from the client’s counsel that the information is subject to
that privilege and that the information was considered by the lawyer in
responding to the audit inquiry letter or, if the matters are being handled by
another lawyer, an identification of such lawyer for the purpose of sending him
an audit inquiry letter.
[Issue Date: March, 1977.]

AU §9337.06

Inquiry of a Client's Lawyer

709

5. Alternative Wording of the Illustrative Audit Inquiry Letter to a
Client's Lawyer
.10 Question—The Appendix [section 337A] of section 337, Inquiry of a
Client’s Lawyer Concerning Litigation, Claims, and Assessments, provides an
illustrative audit inquiry letter to legal counsel. That inquiry letter is based on
the assumptions that (1) management of the company has prepared and
furnished to the auditor and has set forth in the audit inquiry letter a descrip
tion and evaluation of pending or threatened litigation, claims, and assess
ments and (2) management has identified and specified for comment in the
audit inquiry letter unasserted claims or assessments that are probable of
assertion and that, if asserted, would have at least a reasonable possibility of
an unfavorable outcome. In many engagements, circumstances may render
certain portions of the illustrative letter inappropriate. For instance, many
clients ask their lawyers to prepare the list that describes and evaluates
pending or threatened litigation, claims, and assessments rather than have
management furnish such information. How can the wording of the inquiry
letter be modified to recognize circumstances that differ from those assumed
in the illustrative letter and to be more specific regarding the timing of the
lawyer’s response?

.11 Interpretation—Section 337.09, outlines the matters that should be
covered in a letter of audit inquiry. Although section 337 provides an illustra
tive audit inquiry letter to legal counsel, it should be modified, if necessary, to
fit the circumstances. The modified illustrative audit inquiry letter that follows
is based on a typical situation: management requests the lawyer to prepare the
list that describes and evaluates pending or threatened litigation, claims, and
assessments, and also represents that there are no unasserted claims or
assessments that are probable of assertion and that, if asserted, would have a
reasonable possibility of an unfavorable outcome as specified by FASB State
ment No. 5, Accounting for Contingencies [AC section C59]. It also includes a
separate response section with language that clarifies the auditor’s expecta
tions regarding the timing of the lawyer’s response.

“In connection with an audit of our financial statements as of (balance-sheet
date) and for the (period) then ended, please furnish our auditors, (name and
address of auditors), with the information requested below concerning certain
contingencies involving matters with respect to which you have devoted sub
stantive attention on behalf of the Company in the form of legal consultation
or representation.” [When a materiality limit has been established based on an
understanding between management and the auditor, the following sentence
should be added: This request is limited to contingencies amounting to
(amount) individually or items involving lesser amounts that exceed (amount)
in the aggregate.]

.12 Pending or Threatened Litigation, Claims, and Assessments
“Regarding pending or threatened litigation, claims, and assessments,
please include in your response: (1) the nature of each matter, (2) the progress

of each matter to date, (3) how the Company is responding or intends to respond
(for example, to contest the case vigorously or seek an out-of-court settlement),
and (4) an evaluation of the likelihood of an unfavorable outcome and an
estimate, if one can be made, of the amount or range of potential loss.”
.13 Unasserted Claims and Assessments
“We have represented to our auditors that there are no unasserted
possible claims or assessments that you have advised us are probable of
assertion and must be disclosed in accordance with FASB Statement No. 5 [AC
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section C59].1 We understand that whenever, in the course of performing legal
services for us with respect to a matter recognized to involve an unasserted
possible claim or assessment that may call for financial statement disclosure,
you have formed a professional conclusion that we should disclose or consider
disclosure concerning such possible claim or assessment, as a matter of profes
sional responsibility to us, you will so advise us and will consult with us
concerning the question of such disclosure and the applicable requirements of
FASB Statement No. 5 [AC section C59]. Please specifically confirm to our
auditors that our understanding is correct.”

.14 Response
“Your response should include matters that existed as of (balance-sheet
date) and during the period from that date to the effective date of your
response.”

“Please specifically identify the nature of and reasons for any limitations on
your response.”
“Our auditors expect to have the audit completed about (expected comple
tion date). They would appreciate receiving your reply by that date with a
specified effective date no earlier than (ordinarily two weeks before expected
completion date).”1
2

[Issue Date: June 1983.]
6. Client Has Not Consulted a Lawyer

.15 Question—Section 337.06 requires an auditor to request that the
client’s management send a letter of inquiry to those lawyers with whom
management has consulted concerning litigation, claims, or assessments. In
some instances, management may not have consulted a lawyer. In such circum
stances, what should the auditor do to obtain sufficient, competent evidential
matter regarding litigation, claims, and assessments?
.16 Interpretation—Section 337 is expressly limited to inquiry of lawyers
with whom management has consulted. If the client has not consulted a
lawyer, the auditor normally would rely on the review of internally available
information as outlined in section 337.05 and .07, and the written repre
sentation of management regarding litigation, claims, and assessments as
required by section 333, Management Representations, paragraph .06m and n.
In those circumstances, the representation regarding litigation, claims, and
assessments might be worded as follows:
“We are not aware of any pending or threatened litigation, claims, or
assessments or unasserted claims or assessments that are required to be
accrued or disclosed in the financial statements in accordance with FASB
Statement No. 5 [AC section C59], and we have not consulted a lawyer
concerning litigation, claims, or assessments.”
1 A parenthetical statement such as “(excerpts of which can be found in the ABA’s Auditor’s Letter
Handbook)” might be added here if the auditor believes that it would be helpful to the lawyer’s
understanding of the requirements of FASB Statement No. 5 [AC section C59]. The Auditor’s Letter
Handbook contains, among other things, a copy of section 337, the ABA’s Statement of Policy
Regarding Lawyers’ Responses to Auditors’ Requests for Information [section 337C], and excerpts
from FASB Statement No. 5 [AC section C59].
,

2 Two auditing interpretations (see sections 9337.01-.05) address relevant dates in an audit
inquiry letter and the relationship between the date of the lawyer’s response and the audit report
date.
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.17 If information comes to the auditor’s attention that may indicate
potentially material litigation, claims, and assessments, the auditor should
discuss with the client its possible need to consult legal counsel so that the
client may evaluate its responsibility under FASB Statement No. 5 [AC section
C59] to accrue or disclose loss contingencies. Depending on the severity of the
matter, refusal by the client to consult legal counsel in those circumstances
may result in a scope limitation, and the auditor should consider the effect of
such a limitation on his audit report.

[Issue Date: June 1983.]

7. Assessment of a Lawyer's Evaluation of the Outcome of Litigation
.18 Question—Section 337, Inquiry of a Client’s Lawyer Concerning Liti
gation, Claims, and Assessments, paragraph .09d(2), states that a letter of
audit inquiry should include a request for the lawyer’s evaluation of the
likelihood of an unfavorable outcome of pending or threatened litigation,
claims, and assessments to which he has devoted substantive attention. How
ever, written responses from lawyers vary considerably and may contain
evaluation wording that is vague or ambiguous and, thus, of limited use to the
auditor. What constitutes a clear response and what should the auditor do if
he considers the response unclear?
.19 Interpretation—The American Bar Association’s Statement of Policy
Regarding Lawyers’ Responses to Auditors’ Requests for Information (ABA

Statement) is reprinted as Exhibit II [section 337C] to section 337. While
Paragraph 5 of the ABA Statement [section 337C] states that the lawyer “may
in appropriate circumstances communicate to the auditor his view that an
unfavorable outcome is ‘probable’ or ‘remote’,” he is not required to use those
terms in communicating his evaluation to the auditor. The auditor may find
other wording sufficiently clear as long as the terms can be used to classify the
outcome of the uncertainty under one of the three probability classifications
established in FASB Statement No. 5, Accounting for Contingencies [AC sec
tion C59].3

.20 Some examples of evaluations concerning litigation that may be con
sidered to provide sufficient clarity that the likelihood of an unfavorable
outcome is “remote” even though they do not use that term are:
•

“We are of the opinion that this action will not result in any liability
to the company.”

•

“It is our opinion that the possible liability to the company in this
proceeding is nominal in amount.”

•

“We believe the company will be able to defend this action successfully.”

•

“We believe that the plaintiffs case against the company is without merit.”

•

“Based on the facts known to us, after a full investigation, it is our
opinion that no liability will be established against the company in
these suits.”

3 FASB Statement No. 5 [AC section C59] uses the terms “probable,” “reasonably possible,” and
“remote” to describe different degrees of likelihood that future events will confirm a loss or an
impairment of an asset or incurrence of a liability, and the accounting standards for accrual and
disclosure are based on those terms.
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.21 Absent any contradictory information obtained by the auditor either
in other parts of the lawyer’s letter or otherwise, the auditor need not obtain
further clarification of evaluations such as the foregoing.
.22 Because of inherent uncertainties described in section 337.14 and in
the ABA Policy Statement [section 337C], an evaluation furnished by the
lawyer may indicate significant uncertainties or stipulations as to whether the
client will prevail. The following are examples of lawyers’ evaluations that are
unclear as to the likelihood of an unfavorable outcome:

•

“This action involves unique characteristics wherein authoritative
legal precedents do not seem to exist. We believe that the plaintiff will
have serious problems establishing the company’s liability under the
act; nevertheless, if the plaintiff is successful, the award may be
substantial.”

•

“It is our opinion that the company will be able to assert meritorious
defenses to this action.” (The term “meritorious defenses” indicates
that the company’s defenses will not be summarily dismissed by the
court; it does not necessarily indicate counsel’s opinion that the com
pany will prevail.)

•

“We believe the action can be settled for less than the damages
claimed.”

•

“We are unable to express an opinion as to the merits of the litigation
at this time. The company believes there is absolutely no merit to the
litigation.” (If client’s counsel, with the benefit of all relevant informa
tion, is unable to conclude that the likelihood of an unfavorable
outcome is “remote,” it is unlikely that management would be able to
form a judgment to that effect.)

•

“In our opinion, the company has a substantial chance of prevailing in
this action.” (A “substantial chance,” a “reasonable opportunity,” and
similar terms indicate more uncertainty than an opinion that the
company will prevail.)

.23 If the auditor is uncertain as to the meaning of the lawyer’s evalu
ation, he should request clarification either in a follow-up letter or a conference
with the lawyer and client, appropriately documented. If the lawyer is still
unable to give an unequivocal evaluation of the likelihood of an unfavorable
outcome in writing or orally, the auditor should look to the guidance in section
508.45 through .49 to determine the effect, if any, of the lawyer’s response on
the auditor’s report.

[Issue Date: June, 1983; Revised: February, 1997.]
8. Use of the Client's Inside Counsel in the Evaluation of Litigation,
Claims, and Assessments

.24 Question—Section 337.06 requires an auditor to request that the
client’s management send a letter of inquiry to those lawyers with whom
management has consulted concerning litigation, claims, and assessments.
Sometimes, the client’s inside general counsel or legal department (hereinafter
referred to as “inside counsel”) is handling litigation, claims, and assessments
either exclusive of or in conjunction with outside lawyers. In such circum
stances, when does inside counsel’s response constitute sufficient, competent
evidential matter regarding litigation, claims, and assessments?
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.25 Interpretation—Section 337.08 states that “Evidential matter ob
tained from the client’s inside general counsel or legal department may provide
the auditor with the necessary corroboration.” Inside counsel can range from
one lawyer to a large staff, with responsibilities ranging from specific internal
matters to a comprehensive coverage of all of the client’s legal needs, including
litigation with outside parties. Because both inside counsel and outside law
yers are bound by the ABA’s Code of Professional Responsibilities, there is no
difference in their professional obligations and responsibilities. In some cir
cumstances, outside lawyers, if used at all, may be used only for limited
purposes, such as data accumulation or account collection activity. In such
circumstances, inside counsel has the primary responsibility for corporate
legal matters and is in the best position to know and precisely describe the
status of all litigation, claims, and assessments or to corroborate information
furnished by management.

.26 Audit inquiry letters should be sent to those lawyers, which may be
either inside counsel or outside lawyers, who have the primary responsibility
for, and knowledge about, particular litigation, claims, and assessments. If
inside counsel in handling litigation, claims, and assessments exclusively,
their evaluation and response ordinarily would be considered adequate. Simi
larly, if both inside counsel and outside lawyers have been involved in the
matters, but inside counsel ha s assumed the primary responsibility for the
matters, inside counsel’s evaluation may well be considered adequate.4 How
ever, there may be circumstances when litigation, claims, or assessments
involving substantial overall participation by outside lawyers are of such
significance to the financial statements that the auditor should consider ob
taining the outside lawyers’ response that they have not formulated a substan
tive conclusion that differs in any material respect from inside counsel’s
evaluation, even though inside counsel may have primary responsibility.
.27 If both inside counsel and outside lawyers have devoted substantive
attention to a legal matter, but their evaluations of the possible outcome differ,
the auditor should discuss the differences with the parties involved. Failure to
reach agreement between the lawyers may require the auditor to consider
appropriate modification of his audit report.

[Issue Date: June 1983.]

9. Use of Explanatory Language About the Attorney-Client Privilege or
the Attorney Work-Product Privilege

.28 Question—In some cases, in order to emphasize the preservation of
the attorney-client privilege or the attorney work-product privilege, some
clients have included the following or substantially similar language in the
audit inquiry letter to legal counsel:
We do not intend that either our request to you to provide information to our
auditor or your response to our auditor should be construed in any way to
constitute a waiver of the attorney-client privilege or the attorney work-product
privilege.

For the same reason, some lawyers have included the following or substan
tially similar language in their response letters to auditors:
4 This does not alter the caveat in section 337.08 that “evidential matter obtained from inside
counsel is not a substitute for information outside counsel refuses to furnish.”
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The Company [OR OTHER DEFINED TERM] has advised us that, by making
the request set forth in its letter to us, the Company [OR OTHER DEFINED
TERM] does not intend to waive the attorney-client privilege with respect to
any information which the Company [OR OTHER DEFINED TERM] has
furnished to us. Moreover, please be advised that our response to you should
not be construed in any way to constitute a waiver of the protection of the
attorney work-product privilege with respect to any of our files involving the
Company [OR OTHER DEFINED TERM],

Does the explanatory language about the attorney-client privilege or the
attorney work-product privilege result in a limitation on the scope of the audit?

.29 Answer—No. According to the Report by the American Bar Associa
tion’s Subcommittee on Audit Inquiry Responses, explanatory language similar
to the foregoing in the letters of the client or the lawyer is not a limitation on
the scope of the lawyer’s response. The report states that such language simply
makes explicit what has always been implicit, namely, the language states
clearly that neither the client nor the lawyer intended a waiver. The report
further states that non-inclusion of either or both of the foregoing statements
by the client or the lawyer in their respective letters at any time in the past or
the future would not constitute an expression of intent to waive the privileges.
The Report by the American Bar Association’s Subcommittee on Audit Inquiry
Responses is reprinted in paragraph .30.

.30 Report of the Subcommittee on Audit Inquiry Responses*

Because of a recent court case and other judicial decisions involving lawyers’
responses to auditors’ requests for information, an area of uncertainty or
concern has been brought to the Subcommittee’s attention and is the subject of
the following comment:

This Committee’s report does not modify the ABA Statement of Policy, nor does
it constitute an interpretation thereof. The Preamble to the ABA Statement of
Policy states as follows:
Both the Code of Professional Responsibility and the cases applying the
evidentiary privilege recognize that the privilege against disclosure can be
knowingly and voluntarily waived by the client. It is equally clear that disclo
sure to a third party may result in loss of the “confidentiality” essential to
maintain the privilege. Disclosure to a third party of the lawyer-client commu
nication on a particular subject may also destroy the privilege as to other
communications on that subject. Thus, the mere disclosure by the lawyer to the
outside auditor, with due client consent, of the substance of communications
between the lawyer and client may significantly impair the client’s ability in
other contexts to maintain the confidentiality of such communications.

Under the circumstances a policy of audit procedure which requires clients
to give consent and authorize lawyers to respond to general inquiries and
disclose information to auditors concerning matters which have been commu
nicated in confidence is essentially destructive of free and open communication
and early consultation between lawyer and client. The institution of such a
policy would inevitably discourage management from discussing potential legal
problems with counsel for fear that such discussion might become public and
precipitate a loss to or possible liability of the business enterprise and its
stockholders that might otherwise never materialize.
“Excerpted from ‘Statement of Policy Regarding Lawyers’ Responses to Auditors’ Requests for
Information,’ The Business Lawyer, vol. 31, no. 3, April 1976, copyright 1976 American Bar Associa
tion, reprinted by permission of the American Bar Association.”
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It is also recognized that our legal, political, and economic systems depend to
an important extent on public confidence in published financial statements. To
meet this need the accounting profession must adopt and adhere to standards
and procedures that will command confidence in the auditing process. It is not,
however, believed necessary, or sound public policy, to intrude upon the
confidentiality of the lawyer-client relationship in order to command such
confidence. On the contrary, the objective of fair disclosure in financial state
ments is more likely to be better served by maintaining the integrity of the
confidential relationship between lawyer and client, thereby strengthening
corporate management’s confidence in counsel and to act in accordance with
counsel’s advice.

Paragraph (1) of the ABA Statement of Policy provides as follows:
(1) Client Consent to Response. The lawyer may properly respond to the
auditor’s requests for information concerning loss contingencies (the
term and concept established by Statement of Financial Accounting
Standards No. 5, promulgated by the Financial Accounting Standards
Board in March 1975 and discussed in Paragraph 5.1 of the accompa
nying commentary), to the extent hereinafter set forth, subject to the
following:
(a) Assuming that the client’s initial letter requesting the lawyer to
provide information to the auditor is signed by an agent of the client
having apparent authority to make such a request, the lawyer may
provide to the auditor information requested, without further con
sent, unless such information discloses a confidence or a secret or
requires an evaluation of a claim.

(b) In the normal case, the initial request letter does not provide the
necessary consent to the disclosure of a confidence or secret or to
the evaluation of a claim since that consent may only be given after
full disclosure to the client of the legal consequences of such action.
(c) Lawyers should bear in mind, in evaluating claims, that an adverse
party may assert that any evaluation of potential liability is an
admission.

(d) In securing the client’s consent to the disclosure of confidences or
secrets, or the evaluation of claims, the lawyer may wish to have a
draft of his letter reviewed and approved by the client before
releasing it to the auditor; in such cases, additional explanation
would in all probability be necessary so that the legal consequences
of the consent are fully disclosed to the client.

In order to preserve explicitly the evidentiary privileges, some lawyers have
suggested that clients include language in the following or substantially similar
form:
We do not intend that either our request to you to provide information to our
auditor or your response to our auditor should be construed in any way to
constitute a waiver of the attorney-client privilege or the attorney work-product
privilege.

If client’s request letter does not contain language similar to that in the
preceding paragraph, the lawyer’s statement that the client has so advised him
or her may be based upon the fact that the client has in fact so advised the
lawyer, in writing or orally, in other communications or in discussions.

For the same reason, the response letter from some lawyers also includes
language in the following or substantially similar form:
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The Company [OR OTHER DEFINED TERM] has advised us that, by making
the request set forth in its letter to us, the Company [OR OTHER DEFINED
TERM] does not intend to waive the attorney-client privilege with respect to
any information which the Company [OR OTHER DEFINED TERM] has
furnished to us. Moreover, please be advised that our response to you should
not be construed in any way to constitute a waiver of the protection of the
attorney work-product privilege with respect to any of our files involving the
Company [OR OTHER DEFINED TERM],

We believe that language similar to the foregoing in letters of the client or
the lawyer simply makes explicit what has always been implicit, namely, it
expressly states clearly that neither the client nor the lawyer intended a waiver.
It follows that non-inclusion of either or both of the foregoing statements by the
client or the lawyer in their respective letters at any time in the past or the
future would not constitute an expression of intent to waive the privileges.
On the other hand, the inclusion of such language does not necessarily
assure the client that, depending on the facts and circumstances, a waiver may
not be found by a court of law to have occurred.

We do not believe that the foregoing types of inclusions cause a negative
impact upon the public policy considerations described in the Preamble to the
ABA Statement of Policy nor do they intrude upon the arrangements between
the legal profession and the accounting profession contemplated by the ABA
Statement of Policy. Moreover, we do not believe that such language interferes
in any way with the standards and procedures of the accounting profession in
the auditing process nor should it be construed as a limitation upon the lawyer’s
reply to the auditors. We have been informed that the Auditing Standards
Board of the AICPA has adopted an interpretation of SAS 12 recognizing the
propriety of these statements.
Lawyers, in any case, should be encouraged to have their draft letters to
auditors reviewed and approved by the client before releasing them to the
auditors and may wish to explain to the client the legal consequences of the
client’s consent to lawyer’s response as contemplated by subparagraph 1(d) of
the Statement of Policy.
December 1989

[Issue Date: February, 1990.]

10. Use of Explanatory Language Concerning Unasserted Possible Claims
or Assessments in Lawyers' Responses to Audit Inquiry Letters

.31 Question—In order to emphasize the preservation of the attorney-cli
ent privilege with respectto unasserted possible claims or assessments, some
lawyers include the following or substantially similar language in their re
sponses to audit inquiry letters:
“Please be advised that pursuant to clauses (b) and (c) of Paragraph 5 of the
ABA Statement of Policy [American Bar Association’s Statement of Policy
Regarding Lawyers’ Responses to Auditors’ Requests for Information] and
related Commentary referred to in the last paragraph of this letter, it would be
inappropriate for this firm to respond to a general inquiry relating to the
existence of unasserted possible claims or assessments involving the Company.
We can only furnish information concerning those unasserted possible claims
or assessments upon which the Company has specifically requested in writing
that we comment. We also cannot comment upon the adequacy of the Com
pany’s listing, if any, of unasserted possible claims or assessments or its
assertions concerning the advice, if any, about the need to disclose same.”
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Does the inclusion of this or similar language result in a limitation on the scope
of the audit?

.32 Interpretation—No. Additional language similar to the foregoing in a
letter of a lawyer is not a limitation on the scope of the audit. However, the
ABA Statement of Policy [section 337C] and the understanding between the
legal and accounting professions assumes that the lawyer, under certain
circumstances, will advise and consult with the client concerning the client’s
obligation to make financial statement disclosure with respect to unasserted
possible claims or assessments.5 Confirmation of this understanding should be
included in the lawyer’s response.
[Issue Date: January, 1997.]

5 See Paragraph 6 of the ABA Statement of Policy [section 337C] and its Commentary [section
337C]. In addition, Annex A to the ABA Statement of Policy [section 337C] contains the following
illustrative language in the lawyers’ response letter to the auditors: “Consistent with the last
sentence of Paragraph 6 of the ABA Statement of Policy and pursuant to the Company’s request, this
will confirm as correct the Company’s understanding as set forth in its audit inquiry letter to us that
whenever, in the course of performing legal services for the Company with respect to a matter
recognized to involve an unasserted possible claim or assessment that may call for financial state
ment disclosure, we have formed a professional conclusion that the Company must disclose or
consider disclosure concerning such possible claim or assessment, we, as a matter of professional
responsibility to the Company, will so advise the Company and will consult with the Company
concerning the question of such disclosure and the applicable requirements of FASB Statement No.
5, Accounting for Contingencies [AC section C59].”
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AU Section 339

Audit Documentation
(Supersedes SAS No. 96)
Source: PCAOB Release No. 2004-006.

See section 9339 for interpretations of this section.
Effective for audits of financial statements, which may include an audit of internal
control over financial reporting, with respect to fiscal years ending on or after
November 15, 2004.

Introduction
.01 This standard establishes general requirements for documentation
the auditor should prepare and retain in connection with engagements con
ducted pursuant to the standards of the Public Company Accounting Oversight
Board (“PCAOB”). Such engagements include an audit of financial statements,
an audit of internal control over financial reporting, and a review of interim
financial information. This standard does not replace specific documentation
requirements of other standards of the PCAOB.

Objectives of Audit Documentation
.02 Audit documentation is the written record of the basis for the auditor’s
conclusions that provides the support for the auditor’s representations,
whether those representations are contained in the auditor’s report or other
wise. Audit documentation also facilitates the planning, performance, and
supervision of the engagement, and is the basis for the review of the quality of
the work because it provides the reviewer with written documentation of the
evidence supporting the auditor’s significant conclusions. Among other things,
audit documentation includes records of the planning and performance of the
work, the procedures performed, evidence obtained, and conclusions reached
by the auditor. Audit documentation also may be referred to as work papers or

working papers.
Note: An auditor’s representations to a company’s board of directors
or audit committee, stockholders, investors, or other interested parties
are usually included in the auditor’s report accompanying the financial
statements of the company. The auditor also might make oral repre
sentations to the company or others, either on a voluntary basis or if
necessary to comply with professional standards, including in connec
tion with an engagement for which an auditor’s report is not issued.
For example, although an auditor might not issue a report in connec
tion with an engagement to review interim financial information, he
or she ordinarily would make oral representations about the results
of the review.
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.03 Audit documentation is reviewed by members of the engagement
team performing the work and might be reviewed by others. Reviewers might
include, for example:
a.

Auditors who are new to an engagement and review the prior year’s
documentation to understand the work performed as an aid in
planning and performing the current engagement.

b.

Supervisory personnel who review documentation prepared by assis
tants on the engagement.

c.

Engagement supervisors and engagement quality reviewers who
review documentation to understand how the engagement team
reached significant conclusions and whether there is adequate evi
dential support for those conclusions.

d.

A successor auditor who reviews a predecessor auditor’s audit docu
mentation.

e.

Internal and external inspection teams that review documentation
to assess audit quality and compliance with auditing and related
professional practice standards; applicable laws, rules, and regula
tions; and the auditor’s own quality control policies.

f.

Others, including advisors engaged by the audit committee or repre
sentatives of a party to an acquisition.

Audit Documentation Requirement
.04 The auditor must prepare audit documentation in connection with
each engagement conducted pursuant to the standards of the PCAOB. Audit
documentation should be prepared in sufficient detail to provide a clear under
standing of its purpose, source, and the conclusions reached. Also, the docu
mentation should be appropriately organized to provide a clear link to the
significant findings or issues.1 Examples of audit documentation include
memoranda, confirmations, correspondence, schedules, audit programs, and
letters of representation. Audit documentation may be in the form of paper,
electronic files, or other media.

.05 Because audit documentation is the written record that provides the
support for the representations in the auditor’s report, it should:
a.

Demonstrate that the engagement complied with the standards of
the PCAOB,

b.

Support the basis for the auditor’s conclusions concerning every
relevant financial statement assertion, and

c.

Demonstrate that the underlying accounting records agreed or rec
onciled with the financial statements.

.06 The auditor must document the procedures performed, evidence ob
tained, and conclusions reached with respect to relevant financial statement
assertions.1
2 Audit documentation must clearly demonstrate that the work was
in fact performed. This documentation requirement applies to the work of all
those who participate in the engagement as well as to the work of specialists
1 See paragraph .12 of this Standard for a description of significant findings or issues.

2 Relevant financial statement assertions are described in paragraphs 68-70 of PCAOB Auditing
Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction
With An Audit of Financial Statements.
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the auditor uses as evidential matter in evaluating relevant financial state
ment assertions. Audit documentation must contain sufficient information to
enable an experienced auditor, having no previous connection with the engage
ment:

a.

To understand the nature, timing, extent, and results of the proce
dures performed, evidence obtained, and conclusions reached, and

b.

To determine who performed the work and the date such work was
• completed as well as the person who reviewed the work and the date
of such review.

Note: An experienced auditor has a reasonable understanding of audit
activities and has studied the company’s industry as well as the
accounting and auditing issues relevant to the industry.
.07 In determining the nature and extent of the documentation for a
financial statement assertion, the auditor should consider the following fac
tors:

•

Nature of the auditing procedure;

•

Risk of material misstatement associated with the assertion;

•

Extent of judgment required in performing the work and evaluating
the results, for example, accounting estimates require greater judg
ment and commensurately more extensive documentation;

•

Significance of the evidence obtained to the assertion being tested; and

•

Responsibility to document a conclusion not readily determinable from
the documentation of the procedures performed or evidence obtained.

Application of these factors determines whether the nature and extent of audit
documentation is adequate.

.08 In addition to the documentation necessary to support the auditor’s
final conclusions, audit documentation must include information the auditor
has identified relating to significant findings or issues that is inconsistent with
or contradicts the auditor’s final conclusions. The relevant records to be re
tained include, but are not limited to, procedures performed in response to the
information, and records documenting consultations on, or resolutions of,
differences in professional judgment among members of the engagement team
or between the engagement team and others consulted.

.09 If, after the documentation completion date (defined in paragraph
.15), the auditor becomes aware, as a result of a lack of documentation or
otherwise, that audit procedures may not have been performed, evidence may
not have been obtained, or appropriate conclusions may not have been reached,
the auditor must determine, and if so demonstrate, that sufficient procedures
were performed, sufficient evidence was obtained, and appropriate conclusions
were reached with respect to the relevant financial statement assertions. To
accomplish this, the auditor must have persuasive other evidence. Oral expla
nation alone does not constitute persuasive other evidence, but it may be used
to clarify other written evidence.
•

If the auditor determines and demonstrates that sufficient procedures
were performed, sufficient evidence was obtained, and appropriate
conclusions were reached, but that documentation thereof is not ade
quate, then the auditor should consider what additional documenta
tion is needed. In preparing additional documentation, the auditor
should refer to paragraph .16.
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•

If the auditor cannot determine or demonstrate that sufficient proce
dures were performed, sufficient evidence was obtained, or appropri
ate conclusions were reached, the auditor should comply with the
provisions of AU sec. 390, Consideration of Omitted Procedures After
the Report Date.

Documentation of Specific Matters
.10 Documentation of auditing procedures that involve the inspection of
documents or confirmation, including tests of details, tests of operating effec
tiveness of controls, and walkthroughs, should include identification of the
items inspected. Documentation of auditing procedures related to the inspec
tion of significant contracts or agreements should include abstracts or copies
of the documents.

Note: The identification of the items inspected may be satisfied by
indicating the source from which the items were selected and the
specific selection criteria, for example:

•

If an audit sample is selected from a population of documents,
the documentation should include identifying characteristics
(for example, the specific check numbers of the items included
in the sample).

•

If all items over a specific dollar amount are selected from a popu
lation of documents, the documentation need describe only the
scope and the identification of the population (for example, all
checks over $10,000 from the October disbursements journal).

•

If a systematic sample is selected from a population of docu
ments, the documentation need only provide an identification of
the source of the documents and an indication of the starting
point and the sampling interval (for example, a systematic
sample of sales invoices was selected from the sales journal for
the period from October 1 to December 31, starting with invoice
number 452 and selecting every 40th invoice).

.11 Certain matters, such as auditor independence, staff training and
proficiency and client acceptance and retention, may be documented in a
central repository for the public accounting firm (“firm”) or in the particular
office participating in the engagement. If such matters are documented in a
central repository, the audit documentation of the engagement should include
a reference to the central repository. Documentation of matters specific to a
particular engagement should be included in the audit documentation of the
pertinent engagement.
.12 The auditor must document significant findings or issues, actions
taken to address them (including additional evidence obtained), and the basis
for the conclusions reached in connection with each engagement. Significant
findings or issues are substantive matters that are important to the procedures
performed, evidence obtained, or conclusions reached, and include, but are not
limited to, the following:

a.

Significant matters involving the selection, application, and consis
tency of accounting principles, including related disclosures. Signifi
cant matters include, but are not limited to, accounting for complex
or unusual transactions, accounting estimates, and uncertainties as
well as related management assumptions.
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b.

Results of auditing procedures that indicate a need for significant
modification of planned auditing procedures, the existence of mate
rial misstatements, omissions in the financial statements, the exist
ence of significant deficiencies, or material weaknesses in internal
control over financial reporting.

c.

Audit adjustments. For purposes of this standard, an audit adjust
ment is a correction of a misstatement of the financial statements
that was or should have been proposed by the auditor, whether or
not recorded by management, that could, either individually or when
aggregated with other misstatements, have a material effect on the
company’s financial statements.

d.

Disagreements among members of the engagement team or with
others consulted on the engagement about final conclusions reached
on significant accounting or auditing matters.

e.

Circumstances that cause significant difficulty in applying auditing
procedures.

f.

Significant changes in the assessed level of audit risk for particular
audit areas and the auditor’s response to those changes.

g.

Any matters that could result in modification of the auditor’s report.

.13 The auditor must identify all significant findings or issues in an
engagement completion document. This document may include either all infor
mation necessary to understand the significant findings, issues or cross-refer
ences, as appropriate, to other available supporting audit documentation. This
document, along with any documents cross-referenced, should collectively be
as specific as necessary in the circumstances for a reviewer to gain a thorough
understanding of the significant findings or issues.

Note: The engagement completion document prepared in connection
with the annual audit should include documentation of significant
findings or issues identified during the review of interim financial
information.

Retention of and Subsequent Changes to Audit Documentation
.14 The auditor must retain audit documentation for seven years from the
date the auditor grants permission to use the auditor’s report in connection
with the issuance of the company’s financial statements (report release date),
unless a longer period of time is required by law. If a report is not issued in
connection with an engagement, then the audit documentation must be re
tained for seven years from the date that fieldwork was substantially completed.
If the auditor was unable to complete the engagement, then the audit documenta
tion must be retained for seven years from the date the engagement ceased.

.15 Prior to the report release date, the auditor must have completed all
necessary auditing procedures and obtained sufficient evidence to support the
representations in the auditor’s report. A complete and final set of audit
documentation should be assembled for retention as of a date not more than 45
days after the report release date (documentation completion date). If a report
is not issued in connection with an engagement, then the documentation
completion date should not be more than 45 days from the date that fieldwork
was substantially completed. If the auditor was unable to complete the engage
ment, then the documentation completion date should not be more than 45
days from the date the engagement ceased.
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.16 Circumstances may require, additions to audit documentation after
the report release date. Audit documentation must not be deleted or discarded
after the documentation completion date, however, information may be added.
Any documentation added must indicate the date the information was added,
the name of the person who prepared the additional documentation, and the
reason for adding it.

.17 Other standards require the auditor to perform procedures sub
sequent to the report release date in certain circumstances. For example, in
accordance with AU sec. 711, Filings Under Federal Securities Statutes, audi
tors are required to perform certain procedures up to the effective date of a
registration statement.3 The auditor must identify and document any addi
tions to audit documentation as a result of these procedures consistent with
the previous paragraph.
.18 The office of the firm issuing the auditor’s report is responsible for
ensuring that all audit documentation sufficient to meet the requirements of
paragraphs .04-.13 of this Standard is prepared and retained. Audit documen
tation supporting the work performed by other auditors (including auditors
associated with other offices of the firm, affiliated firms, or non-affiliated
firms), must be retained by or be accessible to the office issuing the auditor’s
report.4
.19 In addition, the office issuing the auditor’s report must obtain, and
review and retain, prior to the report release date, the following documentation
related to the work performed by other auditors (including auditors associated
with other offices of the firm, affiliated firms, or non-affiliated firms):
a.

An engagement completion document consistent with paragraphs
.12 and .13.

Note: This engagement completion document should include all
cross-referenced, supporting audit documentation.

b.

A list of significant fraud risk factors, the auditor’s response, and the
results of the auditor’s related procedures.

c.

Sufficient information relating to any significant findings or issues
that are inconsistent with or contradict the final conclusions, as
described in paragraph .08.

d.

Any findings affecting the consolidating or combining of accounts in
the consolidated financial statements.

e.

Sufficient information to enable the office issuing the auditor’s report
to agree or to reconcile the financial statement amounts audited by
the other auditor to the information underlying the consolidated
financial statements.

f.

A schedule of audit adjustments, including a description of the
nature and cause of each misstatement.

g.

All significant deficiencies and material weaknesses in internal
control over financial reporting, including a clear distinction between
those two categories.

3 Section 11 of the Securities Act of 1933 makes specific mention of the auditor’s responsibility as
an expert when the auditor’s report is included in a registration statement under the 1933 Act.
4 Section 106(b) of the Sarbanes-Oxley Act of 2002 imposes certain requirements concerning
production of the work papers of a foreign public accounting firm on whose opinion or services the
auditor relies. Compliance with this standard does not substitute for compliance with Section 106(b)
or any other applicable law.
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h.

Letters of representations from management.

i.

All matters to be communicated to the audit committee.
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If the auditor decides to make reference in his or her report to the audit of the
other auditor, however, the auditor issuing the report need not perform the
procedures in this paragraph and, instead, should refer to AU sec. 543, Part of
Audit Performed by Other Independent Auditors.

.20 The auditor also might be required to maintain documentation in
addition to that required by this standard.5

Effective Date
.21 This standard is effective for audits of financial statements, which
may include an audit of internal control over financial reporting, with respect
to fiscal years ending on or after November 15, 2004. For other engagements
conducted pursuant to the standards of the PCAOB, including reviews of
interim financial information, this standard takes effect beginning with the
first quarter ending after the first financial statement audit covered by this
standard.

5 For example, the SEC requires auditors to retain, in addition to documentation required by this
standard, memoranda, correspondence, communications (for example, electronic mail), other docu
ments, and records (in the form of paper, electronic, or other media) that are created, sent, or received
in connection with an engagement conducted in accordance with auditing and related professional
practice standards and that contain conclusions, opinions, analyses, or data related to the engage
ment. {Retention of Audit and Review Records, 17 CFR §210.2-06, effective for audits or reviews
completed on or after October 31, 2003.)
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Introduction
A1. This appendix summarizes considerations that the Public Company Ac
counting Oversight Board (“PCAOB” or “Board”) deemed significant in devel
oping this standard. This Appendix includes reasons for accepting certain views
and rejecting others.

A2. Section 103(a)(2)(A)(i) of the Sarbanes-Oxley Act of2002 (the “Act”) directs
the Board to establish auditing standards that require registered public ac
counting firms to prepare and maintain, for at least seven years, audit docu

mentation “in sufficient detail to support the conclusions reached” in the
auditor’s report. Accordingly, the Board has made audit documentation a
priority.

Background
A3. Auditors support the conclusions in their reports with a work product
called audit documentation, also referred to as working papers orwork papers.
Audit documentation supports the basis for the conclusions in the auditor’s
report. Audit documentation also facilitates the planning, performance, and
supervision of the engagement and provides the basis for the review of the
quality of the work by providing the reviewer with written documentation of
the evidence supporting the auditor’s significant conclusions. Examples of
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audit documentation include memoranda, confirmations, correspondence,
schedules, audit programs, and letters of representation. Audit documentation
may be in the form of paper, electronic files, or other media.

A4. The Board’s standard on audit documentation is one of the fundamental
building blocks on which both the integrity of audits and the Board’s oversight
will rest. The Board believes that the quality and integrity of an audit depends,
in large part, on the existence of a complete and understandable record of the
work the auditor performed, the conclusions the auditor reached, and the
evidence the auditor obtained that supports those conclusions. Meaningful
reviews, whether by the Board in the context of its inspections or through other
reviews, such as internal quality control reviews, would be difficult or impos
sible without adequate documentation. Clear and comprehensive audit docu
mentation is essential to enhance the quality of the audit and, at the same time,
to allow the Board to fulfill its mandate to inspect registered public accounting
firms to assess the degree of compliance of those firms with applicable stand
ards and laws.
A5. The Board began a standards-development project on audit documenta
tion by convening a public roundtable discussion on September 29, 2003, to
discuss issues and hear views on the subject. Participants at the roundtable
included representatives from public companies, public accounting firms, in
vestor groups, and regulatory organizations.
A6. Prior to this roundtable discussion, the Board prepared and released a
briefing paper on audit documentation that posed several questions to help
identify the objectives—and the appropriate scope and form—of audit docu
mentation. In addition, the Board asked participants to address specific issues
in practice relating to, among other things, changes in audit documentation
after release of the audit report, essential elements and the appropriate amount
of detail of audit documentation, the effect on audit documentation of a
principal auditor’s decision to use the work of other auditors, and retention of
audit documentation. Based on comments made at the roundtable, advice from
the Board’s staff, and other input the Board received, the Board determined
that the pre-existing standard on audit documentation, Statement on Auditing
Standards (“SAS”) No. 96, Audit Documentation, was insufficient for the Board
to discharge appropriately its standard-setting obligations under Section
103(a) of the Act. In response, the Board developed and issued for comment, on
November 17,2003, a proposed auditing standard titled, Audit Documentation.

A7. The Board received 38 comment letters from a variety of interested
parties, including auditors, regulators, professional associations, government
agencies, and others. Those comments led to some changes in the requirements
of the standard. Also, other changes made the requirements easier to under
stand. The following sections summarize significant views expressed in those
comment letters and the Board’s responses to those comments.

Objective of This Standard
A8. The objective of this standard is to improve audit quality and enhance
public confidence in the quality of auditing. Good audit documentation im
proves the quality of the work performed in many ways, including, for example:

•

Providing a record of actual work performed, which provides assur
ance that the auditor accomplishes the planned objectives.
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•

Facilitating the reviews performed by supervisors, managers, engage
ment partners, engagement quality reviewers,1 and PCAOB inspec
tors.

•

Improving effectiveness and efficiency by reducing time-consuming,
and sometimes inaccurate, oral explanations of what was done (or not
done).

A9. The documentation requirements in this standard should result in more
effective and efficient oversight of registered public accounting firms and
associated persons, thereby improving audit quality and enhancing investor
confidence.

A10. Inadequate audit documentation diminishes audit quality on many lev
els. First, if audit documentation does not exist for a particular procedure or
conclusion related to a significant matter, it casts doubt as to whether the
necessary work was done. If the work was not documented, then it becomes
difficult for the engagement team, and others, to know what was done, what
conclusions were reached, and how those conclusions were reached. In addition,
good audit documentation is very important in an environment in which
engagement staff changes or rotates. Due to engagement staff turnover, knowl
edgeable staff on an engagement may not be available for the next engagement.

Audit Programs
A11. Several commenters suggested that audit documentation should include
audit programs. Audit programs were specifically mentioned in SAS No. 96 as
a form of audit documentation.

A12. The Board accepted this recommendation, and paragraph .04 in the final
Standard includes audit programs as an example of documentation. Audit
programs may provide evidence of audit planning as well as limited evidence
of the execution of audit procedures, but the Board believes that signed-off audit
programs should generally not be used as the sole documentation that a
procedure was performed, evidence was obtained, or a conclusion was reached.
An audit program aids in the conduct and supervision of an engagement, but
completed and initialed audit program steps should be supported with proper
documentation in the working papers.

Reviewability Standard
A13. The proposed standard would have adapted a standard of reviewability
from the U.S. General Accounting Office’s (“GAO”) documentation standard for
government and other audits conducted in accordance with generally accepted
government auditing standards (“GAGAS”). The GAO standard provides that
“Audit documentation related to planning, conducting, and reporting on the
audit should contain sufficient information to enable an experienced auditor
who has had no previous connection with the audit to ascertain from the audit
documentation the evidence that supports the auditors’ significant judgments
and conclusions.”1
2 This requirement has been important in the field of govern
ment auditing because government audits have long been reviewed by GAO
1 The engagement quality reviewer is referred to as the concurring partner reviewer in the
membership requirements of the AICPA SEC Practice Section. The Board adopted certain of these
membership requirements as they existed on April 16, 2003. Some firms also may refer to this
designated reviewer as the second partner reviewer.

2 U.S. General Accounting Office, Government Auditing Standards, “Field Work Standards for
Financial Audits” (2003 Revision), paragraph 4.22.
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auditors who, although experienced in auditing, do not participate in the actual
audits. Moreover, the Panel on Audit Effectiveness recommended that suffi
cient, specific requirements for audit documentation be established to enable
public accounting firms’ internal inspection teams as well as others, including
reviewers outside of the firms, to assess the quality of engagement perform
ance.3 Audits and reviews of issuers’ financial statements will now, under the
Act, be subject to review by PCAOB inspectors. Therefore, a documentation
standard that enables an inspector to understand the work that was performed
in an audit or review is appropriate.

A14. Accordingly, the Board’s proposed standard would have required that
audit documentation contain sufficient information to enable an experienced
auditor, having no previous connection with the engagement, to understand
the work that was performed, the name of the person(s) who performed it, the
date it was completed, and the conclusions reached. This experienced auditor
also should have been able to determine who reviewed the work and the date
of such review.
A15. Some commenters suggested that the final standard more specifically
describe the qualifications of an experienced auditor. These commenters took
the position that only an engagement partner with significant years of experi
ence would have the experience necessary to be able to understand all the work
that was performed and the conclusions that were reached. One commenter
suggested that an auditor who is reviewing audit documentation should have
experience and knowledge consistent with the experience and knowledge that
the auditor performing the audit would be required to possess, including
knowledge of the current accounting, auditing, and financial reporting issues
of the company’s industry. Another said that the characteristics defining an
experienced auditor should be consistent with those expected of the auditor
with final responsibility for the engagement.
A16. After considering these comments, the Board has provided additional
specificity about the meaning of the term, experienced auditor. The standard
now describes an experienced auditor as one who has a reasonable under
standing of audit activities and has studied the company’s industry as well as
the accounting and auditing issues relevant to the industry.
A17. Some commenters also suggested that the standard, as proposed, did not
allow for the use of professional judgment. These commenters pointed to the
omission of a statement about professional judgment found in paragraph 4.23
of GAGAS that states, “The quantity, type, and content of audit documentation
are a matter of the auditors’ professional judgment.” A nearly identical state
ment was found in the interim auditing standard, SAS No. 96, Audit Documen
tation.
A18. Auditors exercise professional judgment in nearly every aspect of plan
ning, performing, and reporting on an audit. Auditors also exercise professional
judgment in the documentation of an audit and other engagements. An objec
tive of this standard is to ensure that auditors give proper consideration to the
need to document procedures performed, evidence obtained, and conclusions
reached in light of time and cost considerations in completing an engagement.
A19. Nothing in the standard precludes auditors from exercising their profes
sional judgment. Moreover, because professional judgment might relate to any
3 Panel on Audit Effectiveness, Report and Recommendations (Stamford, Ct: Public Oversight
Board, August 31, 2000).
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aspect of an audit, the Board does not believe that an explicit reference to
professional judgment is necessary every time the use of professional judgment
may be appropriate.

Audit Documentation Must Demonstrate That the Work Was Done
A20. A guiding principle of the proposed standard was that auditors must
document procedures performed, evidence obtained, and conclusions reached.
This principle is not new and was found in the interim standard, SAS No. 96,
Audit Documentation, which this standard supersedes. Audit documentation
also should demonstrate compliance with the standards of the PCAOB and
include justification for any departures.

A21. The proposed standard would have adapted a provision in the California
Business and Professions Code which provides that if documentation does not
exist, then there is a rebuttable presumption that the work had not been done.

A22. The objections to this proposal fell into two general categories: the effect
of the rebuttable presumption on legal proceedings and the perceived imprac
ticality of documenting every conversation or conclusion that affected the
engagement. Discussion of these issues follows.
Rebuttable Presumption

A23. Commenters expressed concern about the effects of the proposed lan
guage on regulatory or legal proceedings outside the context of the PCAOB’s
oversight. They argued that the rebuttable presumption might be understood
to establish evidentiary rules for use injudicial and administrative proceedings
in other jurisdictions.
A24. Some commenters also had concerns that oral explanation alone would
not constitute persuasive other evidence that work was done, absent any
documentation. Those commenters argued that not allowing oral explanations
when there was no documentation would essentially make the presumption
“irrebuttable.” Moreover, those commenters argued that it was inappropriate
for a professional standard to predetermine for a court the relative value of
evidence.
A25. The Board believes that complete audit documentation is necessary for
a quality audit or other engagement. The Board intends the standard to require
auditors to document procedures performed, evidence obtained, and conclu
sions reached to improve the quality of audits. The Board also intends that a
deficiency in documentation is a departure from the Board’s standards. Thus,
although the Board removed the phrase rebuttable presumption, the Board
continues to stress, in paragraph .09 of the Standard, that the auditor must
have persuasive other evidence that the procedures were performed, evidence
was obtained, and appropriate conclusions were reached with respect to rele
vant financial statement assertions.

A26. The term should (presumptively mandatory responsibility) was changed
to must (unconditional responsibility) in paragraph .06 to establish a higher
threshold for the auditor. Auditors have an unconditional requirement to
document their work. Failure to discharge an unconditional responsibility is a
violation of the standard and Rule 3100, which requires all registered public
accounting firms to adhere to the Board’s auditing and related professional
practice standards in connection with an audit or review of an issuer’s financial
statements.
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A27. The Board also added two new paragraphs to the final standard to
explain the importance and associated responsibility of performing the work
and adequately documenting all work that was performed. Paragraph .07
provides a list of factors the auditor should consider in determining the nature
and extent of documentation. These factors should be considered by both the
auditor in preparing the documentation and the reviewer in evaluating the
documentation.
A28. In paragraph .09 of this Standard, if, after the documentation completion
date, as a result of a lack of documentation or otherwise, it appears that audit
procedures may not have been performed, evidence may not have been ob
tained, or appropriate conclusions may not have been reached, the auditor must
determine, and if so demonstrate, that sufficient procedures were performed,
sufficient evidence was obtained, and appropriate conclusions were reached
with respect to the relevant financial statement assertions. In those circum
stances, for example, during an inspection by the Board or during the firm’s
internal quality control review, the auditor is required to demonstrate with
persuasive other evidence that the procedures were performed, the evidence
was obtained, and appropriate conclusions were reached. In this and similar
contexts, oral explanation alone does not constitute persuasive other evidence.
However, oral evidence may be used to clarify other written evidence.

A29. In addition, more reliable, objective evidence may be required depending
on the nature of the test and the objective the auditor is trying to achieve. For
example, if there is a high risk of a material misstatement with respect to a
particular assertion, then the auditor should obtain and document sufficient
procedures for the auditor to conclude on the fairness of the assertion.
Impracticality

A30. Some commenters expressed concern that the proposed standard could
be construed or interpreted to require the auditor to document every conversa
tion held with company management or among the engagement team members.
Some commenters also argued that they should not be required to document
every conclusion, including preliminary conclusions that were part of a thought
process that may have led them to a different conclusion, on the ground that
this would result in needless and costly work performed by the auditor.
Commenters also expressed concern that an unqualified requirement to docu
ment procedures performed, evidence obtained, and conclusions reached with
out allowing the use of auditor judgment would increase the volume of
documentation but not the quality. They stated that it would be unnecessary,
time-consuming, and potentially counterproductive to require the auditor to
make a written record of everything he or she did.
A31. The Board’s standard distinguishes between (1) an audit procedure that
must be documented and (2) a conversation with company management or
among the members of the engagement team. Inquiries with management
should be documented when an inquiry is important to a particular procedure.
The inquiry could take place during planning, performance, or reporting. The
auditor need not document each conversation that occurred.
A32. A final conclusion is an integral part of a working paper, unless the
working paper is only for informational purposes, such as documentation of a
discussion or a process. This standard does not require that the auditor
document each interim conclusion reached in arriving at the risk assessments
or final conclusions. Conclusions reached early on during an audit may be based
on incomplete information or an incorrect understanding. Nevertheless, audi
tors should document a final conclusion for every audit procedure performed,

AU §339.22

732

The Standards of Field Work

if that conclusion is not readily apparent based on documented results of the
procedures.
A33. The Board also believes the reference to specialists is an important
element of paragraph .06. Specialists play a vital role in audit engagements.
For example, appraisers, actuaries, and environmental consultants provide
valuable data concerning asset values, calculation assumptions, and loss re
serves. When using the work of a specialist, the auditor must ensure that the
specialist’s work, as it relates to the audit objectives, also is adequately
documented. For example, if the auditor relies on the work of an appraiser in
obtaining the fair value of commercial property available for sale, then the
auditor must ensure the appraisal report is adequately documented. Moreover,
the term specialist in this standard is intended to include any specialist the
auditor relies on in conducting the work, including those employed or retained
by the auditor or by the company.

Audit Adjustments
A34. Several commenters recommended that the definition of audit adjust
ments in this proposed standard should be consistent with the definition
contained in AU sec. 380, Communication With Audit Committees.
A35. Although the Board recognizes potential benefits of having a uniform
definition of the term audit adjustments, the Board does not believe that the
definition in AU sec. 380 is appropriate for this documentation standard
because that definition was intended for communication with audit commit
tees. The Board believes that the definition should be broader so that the
engagement partner, engagement quality reviewer, and others can be aware of
all proposed corrections of misstatements, whether or not recorded by the
entity, of which the auditor is aware, that were or should have been proposed
based on the audit evidence.
A36. Adjustments that should have been proposed based on known audit
evidence are material misstatements that the auditor identified but did not
propose to management. Examples include situations in which (1) the auditor
identifies a material error but does not propose an adjustment and (2) the
auditor proposes an adjustment in the working papers, but fails to note the
adjustment in the summary or schedule of proposed adjustments.

Information That Is Inconsistent With or Contradicts the
Auditor's Final Conclusions
A37. Paragraph .25 of AU sec. 326, Evidential Matter, states: “In developing
his or her opinion, the auditor should consider relevant evidential matter
regardless of whether it appears to corroborate or to contradict the assertions
in the financial statements.” Thus, during the conduct of an audit, the auditor
should consider all relevant evidential matter even though it might contradict
or be inconsistent with other conclusions. Audit documentation must contain
information or data relating to significant findings or issues that are inconsis
tent with the auditor’s final conclusions on the relevant matter.
A38. Also, information that initially appears to be inconsistent or contradic
tory, but is found to be incorrect or based on incomplete information, need not
be included in the final audit documentation, provided that the apparent
inconsistencies or contradictions were satisfactorily resolved by obtaining
complete and correct information. In addition, with respect to differences in
professional judgment, auditors need not include in audit documentation
preliminary views based on incomplete information or data.
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Retention of Audit Documentation
A39. The proposed standard would have required an auditor to retain audit
documentation for seven years after completion of the engagement, which is
the minimum period permitted under Section 103(a)(2)(A)(i) of the Act. In
addition, the proposed standard would have added a new requirement that the
audit documentation must be assembled for retention within a reasonable
period of time after the auditor’s report is released. Such reasonable period of
time should not exceed 45 days.
A40. In general, those commenting on this documentation retention require
ment did not have concerns with the time period of 45 days to assemble the
working papers. However, some commenters suggested the Board tie this
45-day requirement to the filing date of the company’s financial statements
with the SEC. One commenter recommended that the standard refer to the
same trigger date for initiating both the time period during which the auditor
should complete work paper assembly and the beginning of the seven-year
retention period.
A41. For consistency and practical implications, the Board agreed that the
standard should have the same date for the auditor to start assembling the
audit documentation and initiating the seven-year retention period. The Board
decided that the seven-year retention period begins on the report release date,
which is defined as the date the auditor grants permission to use the auditor’s
report in connection with the issuance of the company’s financial statements.
In addition, auditors will have 45 days to assemble the complete and final set
of audit documentation, beginning on the report release date. The Board
believes that using the report release date is preferable to using the filing date
of the company’s financial statements, since the auditor has ultimate control
over granting permission to use his or her report. If an auditor’s report is not
issued, then the audit documentation is to be retained for seven years from the
date that fieldwork was substantially completed. If the auditor was unable to
complete the engagement, then the seven-year period begins when the work on
the engagement ceased.

Section 802 of Sarbanes-Oxley and the SEC's Implementing Rule
A42. Many commenters had concerns about the similarity in language be
tween the proposed standard and the SEC final rule (issued in January 2003)
on record retention, Retention of Records Relevant to Audits and Reviews.4
Some commenters recommended that the PCAOB undertake a project to
identify and resolve all differences between the proposed standard and the
SEC’s final rule. These commenters also suggested that the Board include
similar language from the SEC final rule, Rule 2-06 of Regulation S-X, which
limits the requirement to retain some items.

Differences Between Section 802 and This Standard
A43. The objective of the Board’s standard is different from the objective of
the SEC’s rule on record retention. The objective of the Board’s standard is to
require auditors to create certain documentation to enhance the quality of audit
documentation, thereby improving the quality of audits and other related
engagements. The records retention section of this standard, mandated by
Section 103 of the Act, requires registered public accounting firms to “prepare
4 SEC Regulation S-X, 17 C.F.R. § 210.2-06 (SEC Release No. 33-8180, January 2003). (The final
rule was effective in March 2003.)

AU §339.22

734

The Standards of Field Work

and maintain for a period of not less than 7 years, audit work papers, and other
information related to any audit report, in sufficient detail to support the
conclusions reached in such report.” (emphasis added)

A44. In contrast, the focus of the SEC rule is to require auditors to retain
documents that the auditor does create, in order that those documents will be
available in the event of a regulatory investigation or other proceeding. As
stated in the release accompanying the SEC’s final rule (SEC Release No.
33-8180):
Section 802 of the Sarbanes-Oxley Act is intended to address the destruction
or fabrication of evidence and the preservation of “financial and audit records.”
We are directed under that section to promulgate rules related to the retention
of records relevant to the audits and reviews of financial statements that
companies file with the Commission.

A45. The SEC release further states, “New rule 2-06 . . . addresses the reten
tion of documents relevant to enforcement of the securities laws, Commission
rules, and criminal laws.”

A46. Despite their different objectives, the proposed standard and SEC Rule
2-06 use similar language in describing documentation generated during an
audit or review. Paragraph .04 of the proposed Standard stated that, “Audit
documentation ordinarily consists of memoranda, correspondence, schedules,
and other documents created or obtained in connection with the engagement
and may be in the form of paper, electronic files, or other media.” Paragraph
(a) of SEC Rule 2-06 describes “records relevant to the audit or review” that
must be retained as, (1) “workpapers and other documents that form the basis
of the audit or review and (2) memoranda, correspondence, communications,
other documents, and records (including electronic records), which: [a]re cre
ated, sent or received in connection with the audit or review and [c]ontain
conclusions, opinions, analyses, or financial data related to the audit or review.
...” (numbering and emphasis added).
A47. The SEC makes a distinction between the objectives of categories (1) and
(2). Category (1) includes audit documentation. Documentation to be retained
according to the Board’s Standard clearly falls within category (1). Items in
category (2) include “desk files” which are more than “what traditionally has
been thought of as auditor’s ‘workpapers’.” The SEC’s rule requiring auditors
to retain items in category (2) have the principal purpose of facilitating
enforcement of securities laws, SEC rules, and criminal laws. This is not an
objective of the Board’s Standard. According to SEC Rule 2-06, items in category
(2) are limited to those which: (a) are created, sent or received in connection
with the audit or review, and (b) contain conclusions, opinions, analyses, or
financial data related to the audit or review. The limitations, (a) and (b), do not
apply to category (1).

A48. Paragraph .04 of the final Standard deletes the reference in the proposed
standard to “other documents created or obtained in connection with the
engagement.” The Board decided to keep “correspondence” in the standard
because correspondence can be valid audit evidence. Paragraph .20 of the
Standard reminds the auditor that he or she may be required to maintain
documentation in addition to that required by this Standard.

A49. Some commenters asked how the term significant matters, in Rule 2-06,
relates to the term significant findings or issues in the Board’s Standard. The
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SEC’s release accompanying its final Rule 2-06 states that "... significant
matters is intended to refer to the documentation of substantive matters that
are important to the audit or review process or to the financial statements of
the issuer. . . .” This is very similar to the term significant findings or issues
contained in paragraph .12 of the Board’s Standard which requires auditors to
document significant findings or issues, actions taken to address them (includ
ing additional evidence obtained), and the basis for the conclusions reached.
Examples of significant findings or issues are provided in the Standard.

A50. Based on the explanation in the SEC’s final rule and accompanying
release, the Board believes that significant matters are included in the meaning
of significant findings or issues in the Board’s standard. The Board is of the
view that significant findings or issues is more comprehensive and provides
more clarity than significant matters and, therefore, has not changed the
wording in the final Standard.

Changes to Audit Documentation
A51. The proposed standard would have required that any changes to the
working papers after completion of the engagement be documented without
deleting or discarding the original documents. Such documentation must
indicate the date the information was added, by whom it was added, and the
reason for adding it.
A52. One commenter recommended that the Board provide examples of audit
ing procedures that should be performed before the report release date and
procedures that may be performed after the report release date. Some commen
ters also requested clarification about the treatment of changes to documenta
tion that occurred after the completion of the engagement but before the report
release date. Many commenters recommended that the Board more specifically
describe post-issuance procedures. The Board generally agreed with these
comments.

A53. The final Standard includes two important dates for the preparation of
audit documentation: (1) the report release date and (2) the documentation
completion date.
•

Prior to the report release date, the auditor must have completed all
necessary auditing procedures, including clearing review notes and
providing support for all final conclusions. In addition, the auditor
must have obtained sufficient evidence to support the representations
in the auditor’s reports before the report release date.

•

After the report release date and prior to the documentation comple
tion date, the auditor has 45 calendar days in which to assemble the
documentation.

A54. During the audit, audit documentation may be superseded for various
reasons. Often, during the review process, reviewers annotate the documenta
tion with clarifications, questions, and edits. The completion process often
involves revising the documentation electronically and generating a new copy.
The SEC’s final rule on record retention, Retention of Records Relevant to
Audits and Reviews,5 explains that the SEC rule does not require that the
following documents generally need to be retained: superseded drafts of memo
randa, financial statements or regulatory filings; notes on superseded drafts of
5 See footnote 4.
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memoranda, financial statements or regulatory filings that reflect incomplete
or preliminary thinking; previous copies of workpapers that have been cor
rected for typographical errors or errors due to training of new employees; and
duplicates of documents. This standard also does not require auditors to retain
such documents as a general matter.

A55. Any documents, however, that reflect information that is either incon
sistent with or contradictory to the conclusions contained in the final working
papers may not be discarded. Any documents added must indicate the date they
were added, the name of the person who prepared them, and the reason for
adding them.
A56. If the auditor obtains and documents evidence after the report release
date, the auditor should refer to the Interim Auditing Standards, AU sec. 390,
Consideration of Omitted Procedures After the Report Date and AU sec. 561,
Subsequent Discovery of Facts Existing at the Date of the Auditor’s Report.
Auditors should not discard any previously existing documentation in connec
tion with obtaining and documenting evidence after the report release date.
A57. The auditor may perform certain procedures subsequent to the report
release date. For example, pursuant to AU sec. 711, Filings Under Federal
Securities Statutes, auditors are required to perform certain procedures up to
the effective date of a registration statement. The auditor should identify and
document any additions to audit documentation as a result of these procedures.
No audit documentation should be discarded after the documentation comple
tion date, even if it is superseded in connection with any procedures performed,
including those performed pursuant to AU sec. 711.
A58. Additions to the working papers may take the form of memoranda that
explain the work performed, evidence obtained, and conclusions reached.
Documentation added to the working papers must indicate the date the infor
mation was added, the name of the person adding it, and the reason for adding
it. All previous working papers must remain intact and not be discarded.
A59. Documentation added to the working papers well after completion of the
audit or other engagement is likely to be of a lesser quality than that produced
contemporaneously when the procedures were performed. It is very difficult to
reconstruct activities months, and perhaps years, after the work was actually
performed. The turnover of both firm and company staff can cause difficulty in
reconstructing conversations, meetings, data, or other evidence. Also, with the
passage of time memories fade. Oral explanation can help confirm that proce
dures were performed during an audit, but oral explanation alone does not
constitute persuasive other evidence. The primary source of evidence should be
documented at the time the procedures are performed, and oral explanation
should not be the primary source of evidence. Furthermore, any oral explana
tion should not contradict the documented evidence, and appropriate consid
eration should be given to the credibility of the individual providing the oral
explanation.

MuIti-Location Audits and Using the Work of Other Auditors
A60. The proposed Standard would have required the principal auditor to
maintain specific audit documentation when he or she decided not to make
reference to the work of another auditor.

A61. The Board also proposed an amendment to AU sec. 543 concurrently with
the proposed audit documentation standard. The proposed amendment would
have required the principal auditor to review the documentation of the other
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auditor to the same extent and in the same manner that the audit work of all
those who participated in the engagement is reviewed.
A62. Commenters expressed concerns that these proposals could present
conflicts with certain non-U.S. laws. Those commenters also expressed concern
about the costs associated with the requirement for the other auditor to ship
their audit documentation to the principal auditor. In addition, the commenters
also objected to the requirement that principal auditors review the work of
other auditors as if they were the principal auditor’s staff.
Audit Documentation Must Be Accessible to the Office Issuing the
Auditor's Report

A63. After considering these comments, the Board decided that it could
achieve one of the objectives of the proposed standard (that is, to require that
the issuing office have access to those working papers on which it placed
reliance) without requiring that the working papers be shipped to the issuing
office. Further, given the potential difficulties of shipping audit documentation
from various non-U.S. locations, the Board decided to modify the proposed
standard to require that audit documentation either be retained by or be
accessible to the issuing office.
A64. In addition, instead of requiring that all of the working papers be shipped
to the issuing office, the Board decided to require that the issuing office obtain,
review, and retain certain summary documentation. Thus, the public account
ing firm issuing an audit report on consolidated financial statements of a
multinational company may not release that report without the documentation
described in paragraph .19 of the Standard.
A65. The auditor must obtain and review and retain, prior to the report release
date, documentation described in paragraph .19 of the Standard, in connection
with work performed by other offices of the public accounting firm or other
auditors, including affiliated or non-affiliated firms, that participated in the
audit. For example, an auditor that uses the work of another of its offices or
other affiliated or non-affiliated public accounting firms to audit a subsidiary
that is material to a company’s consolidated financial statements must obtain
the documentation described in paragraph .19 of the Standard, prior to the
report release date. On the other hand, an auditor that uses the work of another
of its offices or other affiliated or non-affiliated firms, to perform selected
procedures, such as observing the physical inventories of a company, may not
be required to obtain the documentation specified in paragraph .19 of the
Standard. However, this does not reduce the need for the auditor to obtain
equivalent documentation prepared by the other auditor when those instances
described in paragraph .19 of the Standard are applicable.

Amendment to AU Sec. 543, Part of Audit Performed by Other
Independent Auditors

A66. Some commenters also objected to the proposed requirement in the
amendment to AU sec. 543, Part of Audit Performed by Other Independent
Auditors, that the principal auditor review another auditor’s audit documen
tation. They objected because they were of the opinion such a review would
impose an unnecessary cost and burden given that the other auditor will have
already reviewed the documentation in accordance with the standards estab
lished by the principal auditor. The commenters also indicated that any review
by the principal auditor would add excessive time to the SEC reporting process,
causing even more difficulties as the SEC Form 10-K reporting deadlines have
become shorter recently and will continue to shorten next year.
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A67. The Board accepted the recommendation to modify the proposed amend
ment to AU sec. 543, Part of Audit Performed by Other Independent Auditors.
Thus, in the final amendment, the Board imposes the same unconditional
responsibility on the principal auditor to obtain certain audit documentation
from the other auditor prior to the report release date. The final amendment
also provides that the principal auditor should consider performing one or more
of the following procedures:
•

Visit the other auditors and discuss the audit procedures followed and
results thereof.

•

Review the audit programs of the other auditors. In some cases, it may
be appropriate to issue instructions to the other auditors as to the
scope of the audit work.

•

Review additional audit documentation of the other auditors relating
to significant findings or issues in the engagement completion docu
ment.

Effective Date
A68. The Board proposed that the Standard and related amendment would be
effective for engagements completed on or after June 15, 2004. Many commen
ters were concerned that the effective date was too early. They pointed out that
some audits, already begun as of the proposed effective date, would be affected
and that it could be difficult to retroactively apply the Standard. Some com
menters also recommended delaying the effective date to give auditors ade
quate time to develop and implement processes and provide training with
respect to several aspects of the Standard.
A69. After considering the comments, the Board has delayed the effective
date. However, the Board also believes that a delay beyond 2004 is not in the
public interest.
A70. The Board concluded that the implementation date of this Standard
should coincide with that of PCAOB Auditing Standard No. 2, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an
Audit of Financial Statements, because of the documentation issues prevalent
in PCAOB Auditing Standard No. 2. Therefore, the Board has decided that the
standard will be effective for audits of financial statements with respect to fiscal
years ending on or after November 15, 2004. The effective date for reviews of
interim financial information and other engagements, conducted pursuant to
the Standards of the PCAOB, would occur beginning with the first quarter
ending after the first financial statement audit covered by this Standard.

Reference to Audit Documentation As the Property of the Auditor
A71. Several commenters noted that SAS No. 96, Audit Documentation, the
interim auditing standard on audit documentation, referred to audit documen
tation as the property of the auditor. This was not included in the proposed
Standard because the Board did not believe ascribing property rights would
have furthered this standard’s purpose to enhance the quality of audit docu
mentation.

Confidential Client Information
A72. SAS No. 96, Audit Documentation, also stated that, “the auditor has an
ethical, and in some situations a legal, obligation to maintain the confidential
ity of client information,” and referenced Rule 301, Confidential Client Infor
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mation, of the AICPA’s Code of Professional Conduct. Again, the Board’s
proposed standard on audit documentation did not include this provision. In
adopting certain interim Standards and Rules as of April 16, 2003, the Board
did not adopt Rule 301 of the AICPA’s Code of Professional Conduct. In this
Standard on audit documentation, the Board seeks neither to establish confi
dentiality standards nor to modify or detract from any existing applicable
confidentiality requirements.
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AU Section 9339

Audit Documentation:
Auditing Interpretations of Section 339
1. Providing Access to or Copies of Audit Documentation to a Regulator1,2

.01 Question—Section 339, Audit Documentation, paragraph .11, states
that “the auditor has an ethical, and in some situations a legal, obligation to
maintain the confidentiality of client information...Because audit documenta
tion often contains confidential client information, the auditor should adopt
reasonable procedures to maintain the confidentiality of that information.”
However, auditors are sometimes required by law, regulation or audit con
tract,3 to provide a regulator, or a duly appointed representative, access to
audit documentation. For example, a regulator may request access to the audit
documentation to fulfill a quality review requirement or to assist in estab
lishing the scope of a regulatory examination. Furthermore, as part of the
regulator’s review of the audit documentation, the regulator may request
copies of all or selected portions of the audit documentation during or after the
review. The regulator may intend, or decide, to make copies (or information
derived from the audit documentation) available to others, including other
governmental agencies, for their particular purposes, with or without the
knowledge of the auditor or the client. When a regulator requests the auditor
to provide access to (and possibly copies of) audit documentation pursuant to
law, regulation or audit contract, what steps should the auditor take?
.02 Interpretation—When a regulator requests access to audit documen
tation pursuant to law, regulation or audit contract, the auditor should take
the following steps:

a.

Consider advising the client that the regulator has requested access
to (and possibly copies of) the audit documentation and that the
auditor intends to comply with such request.4

1 The term “regulator(s)” includes federal, state and local government officials with legal
oversight authority over the entity. Examples of regulators who may request access to audit
documentation include, but are not limited to, state insurance and utility regulators, various health
care authorities, and federal agencies such as the Federal Deposit Insurance Corporation, the Office
of Thrift Supervision, the Department of Housing and Urban Development, the Department of Labor,
and the Rural Electrification Administration.

2 The guidance in this Interpretation does not apply to requests from the Internal Revenue
Service, firm practice-monitoring programs to comply with AICPA or state professional requirements
such as peer or quality reviews, proceedings relating to alleged ethics violations, or subpoenas.
3 For situations in which the auditor is not required by law, regulation or audit contract to
provide a regulator access to the audit documentation, reference should be made to the guidance in
paragraphs .11-.15 of this Interpretation.

4 The auditor may wish (and in some cases may be required by law, regulation, or audit contract)
to confirm in writing with the client that the auditor may be required to provide a regulator access to
the audit documentation. Sample language that may be used follows:
“The audit documentation for this engagement is the property of (name ofauditor) and constitutes
confidential information. However, we may be requested to make certain audit documentation
available to (name ofregulator) pursuant to authority given to it by law or regulation. If requested,
access to such audit documentation will be provided under the supervision of (name of auditor)
personnel. Furthermore, upon request, we may provide copies of selected audit documentation
to (name of regulator). The (name of regulator) may intend, or decide, to distribute the copies
or information contained therein to others, including other governmental agencies.”
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b.

Make appropriate arrangements with the regulator for the review.

c.

Maintain control over the audit documentation, and

d.

Consider submitting the letter described in paragraph .05 of this
Interpretation to the regulator.

.03 The auditor should make appropriate arrangements with the regula
tor. These arrangements ordinarily would include the specific details such as
the date, time and location of the review. The audit documentation may be
made available to a regulator at the offices of the client, the auditor, or a
mutually agreed-upon location, so long as the auditor maintains control.
Furthermore, the auditor should take appropriate steps to maintain control of
the audit documentation. For example, the auditor (or his or her repre
sentative) should consider being present when the audit documentation is
reviewed by the regulator. Maintaining control of audit documentation is
necessary to ensure the continued integrity of the audit documentation and to
ensure confidentiality of client information.
.04 Ordinarily, the auditor should not agree to transfer ownership of the
audit documentation to a regulator. Furthermore, the auditor should not
agree, without client authorization, that the information contained therein
about the client may be communicated to or made available to any other party.
In this regard, the action of an auditor providing access to, or copies of, the
audit documentation shall not constitute transfer of ownership or authoriza
tion to make them available to any other party.

.05 An audit performed in accordance with generally accepted auditing
standards is not intended to, and does not, satisfy a regulator’s oversight
responsibilities. To avoid any misunderstanding, prior to allowing a regulator
access to the audit documentation, the auditor should consider submitting a
letter to the regulator that:

a.

Sets forth the auditor’s understanding of the purpose for which
access is being requested

b.

Describes the audit process and the limitations inherent in a finan
cial statement audit

c.

Explains the purpose for which the audit documentation was pre
pared, and that any individual conclusions must be read in the
context of the auditor’s report on the financial statements

d.

States, except when not applicable, that the audit was not planned
or conducted in contemplation of the purpose for which access is
being granted or to assess the entity’s compliance with laws and
regulations

e.

States that the audit and the audit documentation should not sup
plant other inquiries and procedures that should be undertaken by
the regulator for its purposes

f.

Requests confidential treatment under the Freedom of Information
Act or similar laws and regulations,5 when a request for the audit
documentation is made, and that written notice be given to the
auditor before transmitting any information contained in the audit

5 The auditor may need to consult the regulations of individual agencies and, if necessary,
consult with legal counsel regarding the specific procedures and requirements necessary to gain
confidential treatment.
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documentation to others, including other governmental agencies,
except when such transfer is required by law or regulation, and
g.

States that if any copies are to be provided, they will be identified as
“Confidential Treatment Requested by (name of auditor, address,
telephone number).”

The auditor may wish to obtain a signed acknowledgment copy of the letter as
evidence of the regulator’s receipt of the letter.
.06 An example of a letter containing the elements described in para
graph .05 of this Interpretation is presented below:

Illustrative Letter to Regulator6
(Date)
(Name and Address of Regulatory Agency)
Your representatives have requested access to our audit documentation in
connection with our audit of the December 31, 20XX financial statements of
(name of client). It is our understanding that the purpose of your request is
(state purpose: for example, “to facilitate your regulatory examination”).7
Our audit of (name of client) December 31, 20XX financial statements was
conducted in accordance with auditing standards generally accepted in the
United States of America,8 the objective9 of which is to form an opinion as to
whether the financial statements, which are the responsibility and repre
sentations of management, present fairly, in all material respects, the financial
position, results of operations and cash flows in conformity with generally
accepted accounting principles.10 Under generally accepted auditing stand
ards, we have the responsibility, within the inherent limitations of the auditing
process, to design our audit to provide reasonable assurance that errors and
fraud that have a material effect on the financial statements will be detected,
and to exercise due care in the conduct of our audit. The concept of selective
testing of the data being audited, which involves judgment both as to the
number of transactions to be audited and as to the areas to be tested, has been
generally accepted as a valid and sufficient basis for an auditor to express an
opinion on financial statements. Thus, our audit, based on the concept of
selective testing, is subject to the inherent risk that material errors or fraud,
6 The auditor should appropriately modify this letter when the audit has been performed in
accordance with generally accepted auditing standards and also in accordance with additional
auditing requirements specified by a regulatory agency (for example, the requirements specified in
Government Auditing Standards issued by the Comptroller General of the United States).

7 If the auditor is not required by law, regulation, or audit contract to provide a regulator access
to the audit documentation but otherwise intends to provide such access (see paragraphs .11-.15 of
this Interpretation), the letter should include a statement that: “Management of (name of client) has
authorized us to provide you access to our audit documentation for (state purpose).”
8 Refer to footnote 6.

9 In an audit performed in accordance with the Single Audit Act of 1984, and certain other
federal audit requirements, an additional objective of the audit is to assess compliance with laws and
regulations applicable to federal financial assistance. Accordingly, in these situations, the above
letter should be modified to include the additional objective.
10 If the financial statements have been prepared in conformity with regulatory accounting
practices, the phrase “financial position, results of operations and cash flows in conformity with
generally accepted accounting principles” should be replaced with appropriate wording such as, in
the case of an insurance company, the “admitted assets, liabilities... of the XYZ Insurance Company
in conformity with accounting practices prescribed or permitted by the state of... insurance depart
ment.”
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if they exist, would not be detected. In addition, an audit does not address the
possibility that material errors or fraud may occur in the future. Also, our use
of professional judgment and the assessment of materiality for the purpose of
our audit means that matters may have existed that would have been assessed
differently by you.

The audit documentation was prepared for the purpose of providing the
principal support for our report on (name ofclient) December 31,20XX financial
statements and to aid in the conduct and supervision of our audit. The audit
documentation is the principal record of auditing procedures performed, evi
dence obtained and conclusions reached in the engagement. The auditing
procedures that we performed were limited to those we considered necessary
under generally accepted auditing standards11 to enable us to formulate and
express an opinion on the financial statements11
12 taken as a whole. Accordingly,
we make no representation as to the sufficiency or appropriateness, for your
purposes, of either the information contained in our audit documentation or
our auditing procedures. In addition, any notations, comments, and individual
conclusions appearing on any of the audit documents do not stand alone, and
should not be read as an opinion on any individual amounts, accounts, balances
or transactions.
Our audit of (name of client) December 31, 20XX financial statements was
performed for the purpose stated above and has not been planned or conducted
in contemplation of your (state purpose: for example, “regulatory examination”)
or for the purpose of assessing (name of client) compliance with laws and
regulations.13 Therefore, items of possible interest to you may not have been
specifically addressed. Accordingly, our audit and the audit documentation
prepared in connection therewith, should not supplant other inquiries and
procedures that should be undertaken by the (name of regulatory agency) for
the purpose of monitoring and regulating the financial affairs of the (name of
client). In addition, we have not audited any financial statements of (name of
client) since (date of audited balance sheet referred to in the first paragraph
above) nor have we performed any auditing procedures since (date), the date of
our auditor’s report, and significant events or circumstances may have occurred
since that date.

The audit documentation constitutes and reflects work performed or evidence
obtained by (name of auditor) in its capacity as independent auditor for (name
ofclient). The documents contain trade secrets and confidential commercial and
financial information of our firm and (name of client) that is privileged and
confidential, and we expressly reserve all rights with respect to disclosures to
third parties. Accordingly, we request confidential treatment under the Free
dom of Information Act or similar laws and regulations14 when requests are
made for the audit documentation or information contained therein or any
documents created by the (name of regulatory agency) containing information
derived therefrom. We further request that written notice be given to our firm
before distribution of the information in the audit documentation (or copies
thereof) to others, including other governmental agencies, except when such
distribution is required by law or regulation.
11 Refer to footnote 6.

12 Refer to footnote 9.
13 Refer to footnote 9.
14 This illustrative paragraph may not in and of itself be sufficient to gain confidential treatment
under the rules and regulations of certain regulatory agencies. The auditor should consider tailoring
this paragraph to the circumstances after consulting the regulations of each applicable regulatory
agency and, if necessary, consult with legal counsel regarding the specific procedures and require
ments to gain confidential treatment.
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[If it is expected that copies will he requested, add:

Any copies of our audit documentation we agree to provide you will be identified
as “Confidential Treatment Requested by [name of auditor, address, telephone
number).”]
Firm signature

.07 Question—A regulator may request access to the audit documentation
before the audit has been completed and the report released. May the auditor
allow access in such circumstances?
.08 Interpretation—When the audit has not been completed, the audit
documentation is necessarily incomplete because (a) additional information
may be added as a result of further tests and review by supervisory personnel
and (b) any audit results and conclusions reflected in the incomplete audit
documentation may change. Accordingly, it is preferable that access be delayed
until all auditing procedures have been completed and all internal reviews
have been performed. If access is provided prior to completion of the audit, the
auditor should consider issuing the letter referred to in paragraph .05 of this
Interpretation, appropriately modified, and including additional language
along the following lines:
“We have been engaged to audit in accordance with auditing standards gener
ally accepted in the United States of America the December 31, 20XX, financial
statements of XYZ Company, but have not as yet completed our audit. Accord
ingly, at this time we do not express any opinion on the Company’s financial
statements. Furthermore, the contents of the audit documentation may change
as a result of additional auditing procedures and review of the audit documen
tation by supervisory personnel of our firm. Accordingly, our audit documenta
tion is incomplete.”

Because the audit documentation may change prior to completion of the audit,
the auditor ordinarily should not provide copies of the audit documentation
until the audit has been completed.

.09 Question—Some regulators may engage an independent party, such
as another independent public accountant, to perform the audit documentation
review on behalf of the regulatory agency. Are there any special precautions
the auditor should observe in these circumstances?
.10 Interpretation—The auditor should be satisfied that the party en
gaged by the regulator is subject to the same confidentiality restrictions as the
regulatory agency itself. This can be accomplished by obtaining acknow
ledgment, preferably in writing, from the regulator stating that the third party
is acting on behalf of the regulator and agreement from the third party that he
or she is subject to the same restrictions on disclosure and use of audit
documentation and the information contained therein as the regulator.
.11 Question—When a regulator requests the auditor to provide access to
(and possibly copies of) audit documentation and the auditor is not otherwise
required by law, regulation or audit contract to provide such access, what steps
should the auditor take?

.12 Interpretation—The auditor should obtain an understanding of the
reasons for the regulator’s request for access to the audit documentation and
may wish to consider consulting with legal counsel regarding the request. If
the auditor decides to provide such access, the auditor should obtain the client’s
consent, preferably in writing, to provide the regulator access to the audit
documentation.
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.13 Following is an example of language that may be used in the written
communication to the client:
“The audit documentation for this engagement is the property of (name of
auditor) and constitutes confidential information. However, we have been
requested to make certain audit documentation available to (name of regulator)
for (describe the regulator’s basis for its request). Access to such audit documen
tation will be provided under the supervision of (name of auditor) personnel.
Furthermore, upon request, we may provide copies of selected audit documen
tation to (name of regulator).
“You have authorized (name of auditor) to allow (name of regulator) access to
the audit documentation in the manner discussed above. Please confirm your
agreement to the above by signing below and returning to (name of auditor,
address).”
Firm signature

Agreed and acknowledged:

(Name and title)

(Date)

.14 If the client requests to review the audit documentation before allow
ing the regulator access, the auditor may provide the client with the opportu
nity to obtain an understanding of the nature of the information about its
financial statements contained in the audit documentation that is being made
available to the regulator. When a client reviews the audit documentation, the
auditor should maintain control of the audit documentation as discussed in
paragraph .03 of this Interpretation.
.15 The auditor should also refer to the guidance in paragraphs .03-.10 of
this Interpretation which provide guidance on making arrangements with the
regulator for access to the audit documentation, maintaining control over the
audit documentation and submitting a letter describing various matters to the
regulator.
[Issue Date: July, 1994; Revised: June, 1996;
Revised: October, 2000; Revised: January, 2002.]
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AU Section 341

The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern
(Supersedes section 340)

Source: SAS No. 59; SAS No. 64; SAS No. 77; SAS No. 96.

See section 9341 for interpretations of this section.
Effective for audits of financial statements for periods beginning on or after January

1, 1989, unless otherwise indicated.

.01 This section provides guidance to the auditor in conducting an audit
of financial statements in accordance with generally accepted auditing stand
ards with respect to evaluating whether there is substantial doubt about the
entity’s ability to continue as a going concern.1,2 Continuation of an entity as
a going concern is assumed in financial reporting in the absence of significant
information to the contrary. Ordinarily, information that significantly contra
dicts the going concern assumption relates to the entity’s inability to continue
to meet its obligations as they become due without substantial disposition of
assets outside the ordinary course of business, restructuring of debt, externally
forced revisions of its operations, or similar actions.

The Auditor's Responsibility
.02 The auditor has a responsibility to evaluate whether there is substan
tial doubt about the entity’s ability to continue as a going concern for a
reasonable period of time, not to exceed one year beyond the date of the
financial statements being audited (hereinafter referred to as a reasonable
period of time). The auditor’s evaluation is based on his knowledge of relevant
conditions and events that exist at or have occurred prior to the completion of
fieldwork. Information about such conditions or events is obtained from the
application of auditing procedures planned and performed to achieve audit
objectives that are related to management’s assertions embodied in the finan
cial statements being audited, as described in section 326, Evidential Matter.
.03 The auditor should evaluate whether there is substantial doubt about
the entity’s ability to continue as a going concern for a reasonable period of time
in the following manner:
1 This section does not apply to an audit of financial statements based on the assumption of
liquidation (for example, when [a] an entity is in the process of liquidation, [b] the owners have
decided to commence dissolution or liquidation, or [c] legal proceedings, including bankruptcy, have
reached a point at which dissolution or liquidation is probable). See Auditing Interpretation, “Report
ing on Financial Statements Prepared on a Liquidation Basis of Accounting” (section 9508.33-.38).

2 The guidance provided in this section applies to audits of financial statements prepared either
in accordance with generally accepted accounting principles or in accordance with a comprehensive
basis of accounting other than generally accepted accounting principles. References in this section to
generally accepted accounting principles are intended to include a comprehensive basis of accounting
other than generally accepted accounting principles (excluding liquidation basis).
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a.

The auditor considers whether the results of his procedures per
formed in planning, gathering evidential matter relative to the
various audit objectives, and completing the audit identify conditions
and events that, when considered in the aggregate, indicate there
could be substantial doubt about the entity’s ability to continue as a
going concern for a reasonable period of time. It may be necessary to
obtain additional information about such conditions and events, as
well as the appropriate evidential matter to support information that
mitigates the auditor’s doubt.

b.

If the auditor believes there is substantial doubt about the entity’s
ability to continue as a going concern for a reasonable period of time,
he should (1) obtain information about management’s plans that are
intended to mitigate the effect of such conditions or events, and (2)
assess the likelihood that such plans can be effectively implemented.

c.

After the auditor has evaluated management’s plans, he concludes
whether he has substantial doubt about the entity’s ability to con
tinue as a going concern for a reasonable period of time. If the auditor
concludes there is substantial doubt, he should (1) consider the adequacy
of disclosure about the entity’s possible inability to continue as a going
concern for a reasonable period of time, and (2) include an explanatory
paragraph (following the opinion paragraph) in his audit report to reflect
his conclusion. If the auditor concludes that substantial doubt does not
exist, he should consider the need for disclosure.

.04 The auditor is not responsible for predicting future conditions or
events. The fact that the entity may cease to exist as a going concern subsequent
to receiving a report from the auditor that does not refer to substantial doubt,
even within one year following the date of the financial statements, does not,
in itself, indicate inadequate performance by the auditor. Accordingly, the absence
of reference to substantial doubt in an auditor’s report should not be viewed as
providing assurance as to an entity’s ability to continue as a going concern.

Audit Procedures
.05 It is not necessary to design audit procedures solely to identify condi
tions and events that, when considered in the aggregate, indicate there could
be substantial doubt about the entity’s ability to continue as a going concern
for a reasonable period of time. The results of auditing procedures designed
and performed to achieve other audit objectives should be sufficient for that
purpose. The following are examples of procedures that may identify such
conditions and events:
•

Analytical procedures

•

Review of subsequent events

•

Review of compliance with the terms of debt and loan agreements

•

Reading of minutes of meetings of stockholders, board of directors, and
important committees of the board

•

Inquiry of an entity’s legal counsel about litigation, claims, and assess
ments

•

Confirmation with related and third parties of the details of arrange
ments to provide or maintain financial support

AU §341.04

An Entity's Ability to Continue as a Going Concern

749

Consideration of Conditions and Events
.06 In performing audit procedures such as those presented in paragraph
.05, the auditor may identify information about certain conditions or events
that, when considered in the aggregate, indicate there could be substantial doubt
about the entity’s ability to continue as a going concern for a reasonable period
of time. The significance of such conditions and events will depend on the
circumstances, and some may have significance only when viewed in conjunc
tion with others. The following are examples of such conditions and events:

•

Negative trends—for example, recurring operating losses, working
capital deficiencies, negative cash flows from operating activities,
adverse key financial ratios

•

Other indications of possible financial difficulties—for example, de
fault on loan or similar agreements, arrearages in dividends, denial of
usual trade credit from suppliers, restructuring of debt, noncompli
ance with statutory capital requirements, need to seek new sources or
methods of financing or to dispose of substantial assets

•

Internal matters—for example, work stoppages or other labor difficul
ties, substantial dependence on the success of a particular project,
uneconomic long-term commitments, need to significantly revise op
erations

•

External matters that have occurred—for example, legal proceedings,
legislation, or similar matters that might jeopardize an entity’s ability
to operate; loss of a key franchise, license, or patent; loss of a principal
customer or supplier; uninsured or underinsured catastrophe such as
a drought, earthquake, or flood

Consideration of Management's Plans
.07 If, after considering the identified conditions and events in the aggre
gate, the auditor believes there is substantial doubt about the ability of the entity
to continue as a going concern for a reasonable period of time, he should consider
management’s plans for dealing with the adverse effects of the conditions and
events. The auditor should obtain information about the plans and consider
whether it is likely the adverse effects will be mitigated for a reasonable period
of time and that such plans can be effectively implemented. The auditor’s
considerations relating to management plans may include the following:

•

Plans to dispose of assets
— Restrictions on disposal of assets, such as covenants limiting such
transactions in loan or similar agreements or encumbrances
against assets
— Apparent marketability of assets that management plans to sell
— Possible direct or indirect effects of disposal of assets

•

Plans to borrow money or restructure debt
— Availability of debt financing, including existing or committed
credit arrangements, such as lines of credit or arrangements for
factoring receivables or sale-leaseback of assets
— Existing or committed arrangements to restructure or subordi
nate debt or to guarantee loans to the entity
— Possible effects on management’s borrowing plans of existing
restrictions on additional borrowing or the sufficiency of available
collateral
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•

•

Plans to reduce or delay expenditures
—

Apparent feasibility of plans to reduce overhead or administrative
expenditures, to postpone maintenance or research and develop
ment projects, or to lease rather than purchase assets

—

Possible direct or indirect effects of reduced or delayed expenditures

Plans to increase ownership equity
—

Apparent feasibility of plans to increase ownership equity, including
existing or committed arrangements to raise additional capital

—

Existing or committed arrangements to reduce current dividend
requirements or to accelerate cash distributions from affiliates or
other investors

.08 When evaluating management’s plans, the auditor should identify
those elements that are particularly significant to overcoming the adverse
effects of the conditions and events and should plan and perform auditing
procedures to obtain evidential matter about them. For example, the auditor
should consider the adequacy of support regarding the ability to obtain addi
tional financing or the planned disposal of assets.
.09 When prospective financial information is particularly significant to
management’s plans, the auditor should request management to provide that
information and should consider the adequacy of support for significant as
sumptions underlying that information. The auditor should give particular
attention to assumptions that are—

•

Material to the prospective financial information.

•

Especially sensitive or susceptible to change.

•

Inconsistent with historical trends.

The auditor’s consideration should be based on knowledge of the entity, its
business, and its management and should include (a) reading of the prospective
financial information and the underlying assumptions and (b) comparing
prospective financial information in prior periods with actual results and
comparing prospective information for the current period with results achieved
to date. If the auditor becomes aware of factors, the effects of which are not
reflected in such prospective financial information, he should discuss those
factors with management and, if necessary, request revision of the prospective
financial information.

Consideration of Financial Statement Effects
.10 When, after considering management’s plans, the auditor concludes
there is substantial doubt about the entity’s ability to continue as a going
concern for a reasonable period of time, the auditor should consider the
possible effects on the financial statements and the adequacy of the related
disclosure. Some of the information that might be disclosed includes—
•

Pertinent conditions and events giving rise to the assessment of
substantial doubt about the entity’s ability to continue as a going
concern for a reasonable period of time.

•

The possible effects of such conditions and events.

•

Management’s evaluation of the significance of those conditions and
events and any mitigating factors.
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•

Possible discontinuance of operations.

•

Management’s plans (including relevant prospective financial infor
mation).3

•

Information about the recoverability or classification of recorded asset
amounts or the amounts or classification of liabilities.

.11 When, primarily because of the auditor’s consideration of manage
ment’s plans, he concludes that substantial doubt about the entity’s ability to
continue as a going concern for a reasonable period of time is alleviated, he
should consider the need for disclosure of the principal conditions and events
that initially caused him to believe there was substantial doubt. The auditor’s
consideration of disclosure should include the possible effects of such condi
tions and events, and any mitigating factors, including management’s plans.

Consideration of the Effects on the Auditor's Report
.12 If, after considering identified conditions and events and manage
ment’s plans, the auditor concludes that substantial doubt about the entity’s
ability to continue as a going concern for a reasonable period of time remains,
the audit report should include an explanatory paragraph (following the opin
ion paragraph) to reflect that conclusion.4 The auditor’s conclusion about the
entity’s ability to continue as a going concern should be expressed through the
use of the phrase “substantial doubt about its (the entity’s) ability to continue
as a going concern” [or similar wording that includes the terms substantial
doubt and going concern] as illustrated in paragraph .13. [As amended, effec
tive for reports issued after December 31, 1990, by Statement on Auditing
Standards No. 64.]
.13 An example follows of an explanatory paragraph (following the opin
ion paragraph) in the auditor’s report describing an uncertainty about the
entity’s ability to continue as a going concern for a reasonable period of time.5
The accompanying financial statements have been prepared assuming that the
Company will continue as a going concern. As discussed in Note X to the financial
statements, the Company has suffered recurring losses from operations and has
3 It is not intended that such prospective financial information constitute prospective financial
statements meeting the minimum presentation guidelines set forth in AT section 301, Financial
Forecasts and Projections, nor that the inclusion of such information require any consideration
beyond that normally required by generally accepted auditing standards. [Footnote revised, January
2001, to reflect conforming changes necessary due to the issuance of Statement on Standards for
Attestation Engagements No. 10.]

4 The inclusion of an explanatory paragraph (following the opinion paragraph) in the auditor’s
report contemplated by this section should serve adequately to inform the users of the financial
statements. Nothing in this section, however, is intended to preclude an auditor from declining to
express an opinion in cases involving uncertainties. If he disclaims an opinion, the uncertainties and
their possible effects on the financial statements should be disclosed in an appropriate manner (see
paragraph .10), and the auditor’s report should give all the substantive reasons for his disclaimer of
opinion (see section 508, Reports on Audited Financial Statements).

5 In a going-concern explanatory paragraph, the auditor should not use conditional language in
expressing a conclusion concerning the existence of substantial doubt about the entity’s ability to
continue as a going concern. Examples of inappropriate wording in the explanatory paragraph would
be, “If the Company continues to suffer recurring losses from operations and continues to have a net
capital deficiency, there may be substantial doubt about its ability to continue as a going concern” or
“The Company has been unable to renegotiate its expiring credit agreements. Unless the Company is
able to obtain financial support, there is substantial doubt about its ability to continue as a going
concern.” [Footnote added, effective for reports issued after December 15, 1995, by Statement on
Auditing Standards No. 77.]
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a net capital deficiency that raise substantial doubt about its ability to continue
as a going concern. Management’s plans in regard to these matters are also
described in Note X. The financial statements do not include any adjustments
that might result from the outcome of this uncertainty.

[As amended, effective for reports issued after December 31, 1990, by State
ment on Auditing Standards No. 64.]
.14 If the auditor concludes that the entity’s disclosures with respect to
the entity’s ability to continue as a going concern for a reasonable period of time
are inadequate, a departure from generally accepted accounting principles
exists. This may result in either a qualified (except for) or an adverse opinion.
Reporting guidance for such situations is provided in section 508, Reports on
Audited Financial Statements.
.15 Substantial doubt about the entity’s ability to continue as a going
concern for a reasonable period of time that arose in the current period does
not imply that a basis for such doubt existed in the prior period and, therefore,
should not affect the auditor’s report on the financial statements of the prior
period that are presented on a comparative basis. When financial statements
of one or more prior periods are presented on a comparative basis with
financial statements of the current period, reporting guidance is provided in
section 508.
.16 If substantial doubt about the entity’s ability to continue as a going
concern for a reasonable period of time existed at the date of prior period
financial statements that are presented on a comparative basis, and that doubt
has been removed in the current period, the explanatory paragraph included
in the auditor’s report (following the opinion paragraph) on the financial
statements of the prior period should not be repeated.

Documentation
.17 As stated in paragraph .03 of this section, the auditor considers
whether the results of the auditing procedures performed in planning, gather
ing evidential matter relative to the various audit objectives, and completing
the audit identify conditions and events that, when considered in the aggre
gate, indicate there could be substantial doubt about the entity’s ability to
continue as a going concern for a reasonable period of time. If, after considering
the identified conditions and events in the aggregate, the auditor believes there
is substantial doubt about the ability of the entity to continue as a going
concern for a reasonable period of time, he or she follows the guidance in
paragraphs .07 through .16. In connection with that guidance, the auditor
should document all of the following:
a.

The conditions or events that led him or her to believe that there is
substantial doubt about the entity’s ability to continue as a going
concern for a reasonable period of time.

b.

The elements of management’s plans that the auditor considered to
be particularly significant to overcoming the adverse effects of the
conditions or events.

c.

The auditing procedures performed and evidence obtained to evalu
ate the significant elements of management’s plans.

d.

The auditor’s conclusion as to whether substantial doubt about the
entity’s ability to continue as a going concern for a reasonable period
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of time remains or is alleviated. If substantial doubt remains, the
auditor also should document the possible effects of the conditions or
events on the financial statements and the adequacy of the related
disclosures. If substantial doubt is alleviated, the auditor also should
document the conclusion as to the need for disclosure of the principal
conditions and events that initially caused him or her to believe there
was substantial doubt.

e.

The auditor’s conclusion as to whether he or she should include an
explanatory paragraph in the audit report. If disclosures with respect
to an entity’s ability to continue as a going concern are inadequate,
the auditor also should document the conclusion as to whether to
express a qualified or adverse opinion for the resultant departure
from generally accepted accounting principles.

[Paragraph added, effective for audits of financial statements for periods
beginning on or after May 15, 2002, by Statement on Auditing Standards
No. 96.]

Effective Date
.18 This section is effective for audits of financial statements for periods
beginning on or after January 1, 1989. Early application of the provisions of
this section is permissible. [Paragraph renumbered by the issuance of State
ment on Auditing Standards No. 96, January 2002.]
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The Auditor's Consideration of an Entity's
Ability to Continue as a Going Concern:
Auditing Interpretations of Section 341
1.

Eliminating a Going-Concern Explanatory Paragraph From a
Reissued Report

.01 Question—An auditor may be asked to reissue his or her report on
financial statements and eliminate the going-concern explanatory paragraph
that appeared in the original report. Such requests ordinarily occur after the
conditions that gave rise to substantial doubt about the entity’s ability to
continue as a going concern have been resolved. For example, subsequent to
the date of the auditor’s original report, an entity might obtain needed financ
ing. In such circumstances, may the auditor reissue his or her report and
eliminate the going-concern explanatory paragraph that appeared in the origi
nal report?

.02 Interpretation—An auditor has no obligation to reissue his or her
report.1 However, if the auditor decides to reissue the report,2 the auditor
should perform the following procedures when determining whether to reissue
the report without the going-concern explanatory paragraph that appeared in
the original report:
•

Audit the event or transaction that prompted the request to reissue
the report without the going-concern explanatory paragraph.

•

Perform the procedures listed in section 560, Subsequent Events,
paragraph .12, at or near the date of reissuance.

•

Consider the factors described in section 341, The Auditor’s Consid
eration of an Entity’s Ability to Continue as a Going Concern, para
graphs .06 through .11, based on the conditions and circumstances at
the date of reissuance.

The auditor may perform any other procedures that he or she deems necessary
in the circumstances. Based on the information that the auditor becomes aware
of as a result of performing the procedures mentioned above, the auditor should
reassess the going-concern status of the entity.

[Issue Date: August, 1995.]

[2.] Effect of the Year 2000 Issue on the Auditor's Consideration of an
Entity's Ability to Continue as a Going Concern
[.03-.27] [Withdrawn July, 2000 by the Audit Issues Task Force.]

1 If the auditor decides not to reissue his or her report, the auditor may agree to be engaged to
audit the financial statements for a period subsequent to that covered by the original report. This
might be the case, for example, if the entity is experiencing profitable operations.

2 Section 530, Dating of the Independent Auditor’s Report, paragraph .05, states that an auditor
may either “dual-date” or “later-date” his or her reissued report.
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AU Section 342

Auditing Accounting Estimates
Source: SAS No. 57; PCAOB Release No. 2004-008.

See section 9342 for interpretations of this section.
Effective for audits of financial statements for periods beginning on or after January
1, 1989, unless otherwise indicated.

.01 This section provides guidance to auditors on obtaining and evaluat
ing sufficient competent evidential matter to support significant accounting
estimates in an audit of financial statements in accordance with generally
accepted auditing standards. For purposes of this section, an accounting esti
mate is an approximation of a financial statement element, item, or account.
Accounting estimates are often included in historical financial statements
because—

a.

The measurement of some amounts or the valuation of some accounts
is uncertain, pending the outcome of future events.

b.

Relevant data concerning events that have already occurred cannot
be accumulated on a timely, cost-effective basis.

.02 Accounting estimates in historical financial statements measure the
effects of past business transactions or events, or the present status of an asset
or liability. Examples of accounting estimates include net realizable values of
inventory and accounts receivable, property and casualty insurance loss re
serves, revenues from contracts accounted for by the percentage-of-completion
method, and pension and warranty expenses.1
.03 Management is responsible for making the accounting estimates
included in the financial statements. Estimates are based on subjective as well
as objective factors and, as a result, judgment is required to estimate an
amount at the date of the financial statements. Management’s judgment is
normally based on its knowledge and experience about past and current events
and its assumptions about conditions it expects to exist and courses of action
it expects to take.

.04 The auditor is responsible for evaluating the reasonableness of ac
counting estimates made by management in the context of the financial
statements taken as a whole. As estimates are based on subjective as well as
objective factors, it may be difficult for management to establish controls over
them. Even when management’s estimation process involves competent per
sonnel using relevant and reliable data, there is potential for bias in the
subjective factors. Accordingly, when planning and performing procedures to
evaluate accounting estimates, the auditor should consider, with an attitude of
professional skepticism, both the subjective and objective factors.
1 Additional examples of accounting estimates included in historical financial statements are
presented in paragraph .16.
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Developing Accounting Estimates
.05 Management is responsible for establishing a process for preparing
accounting estimates. Although the process may not be documented or for
mally applied, it normally consists of—
a.

Identifying situations for which accounting estimates are required.

b.

Identifying the relevant factors that may affect the accounting esti
mate.

c.

Accumulating relevant, sufficient, and reliable data on which to base
the estimate.

d.

Developing assumptions that represent management’s judgment of
the most likely circumstances and events with respect to the relevant
factors.

e.

Determining the estimated amount based on the assumptions and
other relevant factors.

f.

Determining that the accounting estimate is presented in conformity
with applicable accounting principles and that disclosure is ade
quate.

The risk of material misstatement of accounting estimates normally varies with
the complexity and subjectivity associated with the process, the availability
and reliability of relevant data, the number and significance of assumptions
that are made, and the degree of uncertainty associated with the assumptions.

Internal Control Related to Accounting Estimates
.06 An entity’s internal control may reduce the likelihood of material
misstatements of accounting estimates. Specific relevant aspects of internal
control include the following:
a.

Management communication of the need for proper accounting esti
mates

b.

Accumulation of relevant, sufficient, and reliable data on which to
base an accounting estimate

c.

Preparation of the accounting estimate by qualified personnel

d.

Adequate review and approval of the accounting estimates by appro
priate levels of authority, including—

1.

Review of sources of relevant factors

2.

Review of development of assumptions

3.

Review of reasonableness of assumptions and resulting estimates

4.

Consideration of the need to use the work of specialists

5.

Consideration of changes in previously established methods to
arrive at accounting estimates

e.

Comparison of prior accounting estimates with subsequent results
to assess the reliability of the process used to develop estimates

f.

Consideration by management of whether the resulting accounting
estimate is consistent with the operational plans of the entity.
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Evaluating Accounting Estimates
.07 The auditor’s objective when evaluating accounting estimates is to
obtain sufficient competent evidential matter to provide reasonable assurance
that—

a.

All accounting estimates that could be material to the financial
statements have been developed.

b.

Those accounting estimates are reasonable in the circumstances.

c.

The accounting estimates are presented in conformity with applica
ble accounting principles2 and are properly disclosed.3

Identifying Circumstances That Require Accounting Estimates
.08 In evaluating whether management has identified all accounting
estimates that could be material to the financial statements, the auditor
considers the circumstances of the industry or industries in which the entity
operates, its methods of conducting business, new accounting pronouncements,
and other external factors. The auditor should consider performing the follow
ing procedures:

a.

Consider assertions embodied in the financial statements to deter
mine the need for estimates. (See paragraph .16 for examples of
accounting estimates included in financial statements.)

b.

Evaluate information obtained in performing other procedures,
such as—

1.

Information about changes made or planned in the entity’s
business, including changes in operating strategy, and the in
dustry in which the entity operates that may indicate the need
to make an accounting estimate (section 311, Planning and

Supervision).

c.

2.

Changes in the methods of accumulating information.

3.

Information concerning identified litigation, claims, and assess
ments (section 337, Inquiry of a Client’s Lawyer Concerning
Litigation, Claims, and Assessments), and other contingencies.

4.

Information from reading available minutes of meetings of
stockholders, directors, and appropriate committees.

5.

Information contained in regulatory or examination reports,
supervisory correspondence, and similar materials from appli
cable regulatory agencies.

Inquire of management about the existence of circumstances that
may indicate the need to make an accounting estimate.

Evaluating Reasonableness
.09 In evaluating the reasonableness of an estimate, the auditor normally
concentrates on key factors and assumptions that are—
2 Section 411, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, discusses the auditor’s responsibility for evaluating conformity with generally accepted
accounting principles. [Title of section 411 amended, effective for reports issued or reissued on or after
June 30, 2001, by Statement on Auditing Standards No. 93.]
3 Section 431, Adequacy of Disclosure in Financial Statements, discusses the auditor’s responsi
bility to consider whether the financial statements include adequate disclosures of material matters
in light of the circumstances and facts of which he is aware.
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a.

Significant to the accounting estimate.

b.

Sensitive to variations.

c.

Deviations from historical patterns.

d.

Subjective and susceptible to misstatement and bias.

The auditor normally should consider the historical experience of the entity in
making past estimates as well as the auditor’s experience in the industry.
However, changes in facts, circumstances, or entity’s procedures may cause
factors different from those considered in the past to become significant to the
accounting estimate.4
.10 In evaluating reasonableness, the auditor should obtain an under
standing of how management developed the estimate. Based on that under
standing, the auditor should use one or a combination of the following
approaches:

a.

Review and test the process used by management to develop the
estimate.

b.

Develop an independent expectation of the estimate to corroborate
the reasonableness of management’s estimate.

c.

Review subsequent events or transactions occurring prior to comple
tion of fieldwork.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, the auditor may use any
of the three approaches. However, the work that the auditor performs
as part of the audit of internal control over financial reporting should
necessarily inform the auditor’s decisions about the approach he or she
takes to auditing an estimate because, as part of the audit of internal
control over financial reporting, the auditor would be required to
obtain an understanding of the process management used to develop
the estimate and to test controls over all relevant assertions related
to the estimate.
[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]

.11 Review and test management’s process. In many situations, the audi
tor assesses the reasonableness of an accounting estimate by performing
procedures to test the process used by management to make the estimate. The
following are procedures the auditor may consider performing when using this
approach:

a.

Identify whether there are controls over the preparation of account
ing estimates and supporting data that may be useful in the evalu
ation.

b.

Identify the sources of data and factors that management used in
forming the assumptions, and consider whether such data and fac
tors are relevant, reliable, and sufficient for the purpose based on
information gathered in other audit tests.

c.

Consider whether there are additional key factors or alternative
assumptions about the factors.

4 In addition to other evidential matter about the estimate, in certain instances, the auditor may
wish to obtain written representation from management regarding the key factors and assumptions.
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d.

Evaluate whether the assumptions are consistent with each other,
the supporting data, relevant historical data, and industry data.

e.

Analyze historical data used in developing the assumptions to assess
whether the data is comparable and consistent with data of the
period under audit, and consider whether such data is sufficiently
reliable for the purpose.

f.

Consider whether changes in the business or industry may cause
other factors to become significant to the assumptions.

g.

Review available documentation of the assumptions used in devel
oping the accounting estimates and inquire about any other plans,
goals, and objectives of the entity, as well as consider their relation
ship to the assumptions.

h.

Consider using the work of a specialist regarding certain assump
tions (section 336, Using the Work of a Specialist).

i.

Test the calculations used by management to translate the assump
tions and key factors into the accounting estimate.

.12 Develop an expectation. Based on the auditor’s understanding of the
facts and circumstances, he may independently develop an expectation as to
the estimate by using other key factors or alternative assumptions about those
factors.
.13 Review subsequent events or transactions. Events or transactions
sometimes occur subsequent to the date of the balance sheet, but prior to the
completion of fieldwork, that are important in identifying and evaluating the
reasonableness of accounting estimates or key factors or assumptions used in
the preparation of the estimate. In such circumstances, an evaluation of the
estimate or of a key factor or assumption may be minimized or unnecessary as
the event or transaction can be used by the auditor in evaluating their reason
ableness.
.14 As discussed in section 312, Audit Risk and Materiality in Conducting
an Audit, paragraph .36, the auditor evaluates the reasonableness of account
ing estimates in relationship to the financial statements taken as a whole:
Since no one accounting estimate can be considered accurate with certainty,
the auditor recognizes that a difference between an estimated amount best
supported by the audit evidence and the estimated amount included in the
financial statements may be reasonable, and such difference would not be
considered to be a likely misstatement. However, if the auditor believes the
estimated amount included in the financial statements is unreasonable, he
should treat the difference between that estimate and the closest reasonable
estimate as a likely misstatement and aggregate it with other likely misstate
ments. The auditor should also consider whether the difference between esti
mates best supported by the audit evidence and the estimates included in the
financial statements, which are individually reasonable, indicate a possible
bias on the part of the entity’s management. For example, if each accounting
estimate included in the financial statements was individually reasonable, but
the effect of the difference between each estimate and the estimate best
supported by the audit evidence was to increase income, the auditor should
reconsider the estimates taken as a whole.

Effective Date
.15 This section is effective for audits of financial statements for periods
beginning on or after January 1, 1989. Early application of the provisions of
this section is permissible.
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Appendix

Examples of Accounting Estimates
.16
The following are examples of accounting estimates that are included in
financial statements. The list is presented for information only. It should not
be considered all-inclusive.

Receivables:
Uncollectible receivables
Allowance for loan losses
Uncollectible pledges
Inventories:
Obsolete inventory
Net realizable value of
inventories where future selling
prices and future costs are involved
Losses on purchase commitments

Revenues:
Airline passenger revenue
Subscription income
Freight and cargo revenue
Dues income
Losses on sales contracts
Contracts:
Revenue to be earned
Costs to be incurred
Percent of completion

Financial instruments:
Valuation of securities
Trading versus investment
security classification
Probability of high correlation of a
hedge
Sales of securities with puts and
calls

Leases:
Initial direct costs
Executory costs
Residual values

Productive facilities, natural
resources and intangibles:
Useful lives and residual values
Depreciation and amortization
methods
Recoverability of costs
Recoverable reserves

Rates:
Annual effective tax rate in
interim reporting
Gross profit rates under pro
gram method of accounting

Accruals:
Property and casualty insurance
company loss reserves
Compensation in stock option
plans and deferred plans
Warranty claims
Taxes on real and personal
property
Renegotiation refunds
Actuarial assumptions in pension
costs

AU §342.16

Litigation:
Probability of loss
Amount of loss

Other:
Losses and net realizable
value on disposal of segment
or restructuring of a business

Fair values in nonmonetary
exchanges
Interim period costs in interim
reporting
Current values in personal
financial statements
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Auditing Accounting Estimates: Auditing
Interpretations of Section 342
1. Performance and Reporting Guidance Related to Fair Value
Disclosures

.01 Question—In December 1991, the Financial Accounting Standards
Board (FASB) issued Statement No. 107, Disclosures about Fair Value of
Financial Instruments [AC section F25], which requires all entities to disclose
the fair value of certain financial instruments for which it is practicable to
estimate fair value. Some entities may disclose the information required by
FASB Statement No. 107 and also disclose voluntarily the fair value of assets
and liabilities not encompassed by FASB Statement No. 107. What are the
auditor’s responsibilities in situations in which entities are disclosing required
or both required and voluntary fair value financial information?
.02 Interpretation—The auditor should determine whether the fair value
disclosures represent only those required by FASB Statement No. 107 or
whether additional voluntary fair value information has been disclosed by the
entity. When auditing management’s estimate of both required and voluntary
fair value information, the auditor should obtain sufficient competent eviden
tial matter to reasonably assure that—
•

the valuation principles are acceptable, are being consistently applied,
and are supported by the underlying documentation, and

•

the method of estimation and significant assumptions used are prop
erly disclosed.

If such assurance cannot be obtained, the auditor should evaluate whether the
financial statements are materially affected by the departure from generally
accepted accounting principles.

.03 Required Information Presented—When an entity discloses in its
basic financial statements only information required by FASB Statement No.
107, the auditor may issue a standard unqualified opinion (assuming no other
report modifications are necessary). The auditor may add an emphasis-of-matter paragraph describing the nature and possible range of such fair value
information especially when management’s best estimate of value is used in
the absence of quoted market values (FASB Statement No. 107, paragraph 11
[AC section F25.115D]) and the range of possible values is significant. If the
entity has not disclosed required fair value information, the auditor should
evaluate whether the financial statements are materially affected by the
departure from generally accepted accounting principles.

.04 Required and Voluntary Information Presented—When voluntary in
formation is presented in addition to required information the auditor may
audit the voluntary information only if both the following conditions exist:
•

the measurement and disclosure criteria used to prepare the fair value
financial information are reasonable
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•

competent persons using the measurement and disclosure criteria
would ordinarily obtain materially similar measurements or disclo
sures.

In applying this guidance to fair value disclosures, the intention is that another
auditor would reach similar conclusions regarding the reasonableness of the
valuation or estimation techniques and methods used by the entity.
.05 Voluntary disclosures may supplement required disclosures in such a
fashion as to constitute either a complete balance sheet (the fair value of all
material items in the balance sheet) or a presentation of less than a complete
balance sheet.
.06 When the audited disclosures constitute a complete balance sheet
presentation, the auditor should add a paragraph to the report, similar to the
following:
We have also audited in accordance with auditing standards generally ac
cepted in the United States of America the supplemental fair value balance
sheet of ABC Company as of December 31, 20XX. As described in Note X, the
supplemental fair value balance sheet has been prepared by management to
present relevant financial information that is not provided by the historical-cost
balance sheets and is not intended to be a presentation in conformity with
generally accepted accounting principles. In addition, the supplemental fair
value balance sheet does not purport to present the net realizable, liquidation,
or market value of ABC Company as a whole. Furthermore, amounts ultimately
realized by ABC Company from the disposal of assets may vary significantly
from the fair values presented. In our opinion, the supplemental fair value
balance sheet referred to above presents fairly, in all material respects, the
information set forth therein as described in Note X.

.07 When the audited disclosures do not constitute a complete balance
sheet presentation and are located on the face of the financial statements or in
the footnotes, the auditor may issue a standard unqualified opinion and need
not mention the disclosures in the report. When the audited disclosures do not
constitute a complete balance sheet presentation and are included in a supple
mental schedule or exhibit, the auditor should add an additional paragraph to
the report as discussed in section 551, Reporting on Information Accompanying
the Basic Financial Statements in the Auditor-Submitted Documents, para
graph .12.
.08 In some situations, the auditor may not be engaged to audit the
voluntary information or may be unable to audit it because it does not meet
both conditions in paragraph .04 of this interpretation. When the unaudited
voluntary disclosures are included in an auditor-submitted document and
located on the face of the financial statements, the footnotes, or in a supple
mental schedule to the basic financial statements, the voluntary disclosures
should be labelled “unaudited” and the auditor should disclaim an opinion on
the unaudited information as discussed in section 551.13.
.09 When the unaudited voluntary disclosures are included in a clientprepared document and are located on the face of the financial statements, the
footnotes, or in a supplemental schedule, the voluntary disclosures should be
labelled “unaudited.” When such unaudited information is not presented on
the face of the financial statements, the footnotes, or in a supplemental
schedule, the auditor should consider the guidance in section 550, Other
Information in Documents Containing Audited Financial Statements.
.10 The auditing guidance related to each of these alternatives is pre
sented in the following flowcharts:
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AUDITING GUIDANCE FOR FAIR VALUE INFORMATION
Required Information Only
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No
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Yes

No
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possible range of such fair

value information.

* Required by Statement of Financial Accounting Standards (SFAS) No. 107, Disclosures about
Fair Value of Financial Instruments.
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AUDITING GUIDANCE FOR FAIR VALUE INFORMATION
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** Auditors of real estate entities may refer to interpretation 11
of section 623, "Reporting on Current-Value Financial

Statements That Supplement Historical Cost Financial

• Includes the auditor's opinion related to
the fair value information

Statements in a General-Use Presentation of Real Estate

Entities."

[Issue Date: February, 1993; Revised: October, 2000.]
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AU Section 350

Audit Sampling
(Supersedes Statement on Auditing Standards No. 1, sections 320A, and 320B.)

Source: SAS No. 39; SAS No. 43; SAS No. 45.
See section 9350 for interpretations of this section.
Effective for periods ended on or after June 25, 1983, unless otherwise indicated.

.01 Audit sampling is the application of an audit procedure to less than
100 percent of the items within an account balance or class of transactions for
the purpose of evaluating some characteristic of the balance or class.1 This
section provides guidance for planning, performing, and evaluating audit
samples.

.02 The auditor often is aware of account balances and transactions that
may be more likely to contain misstatements.1
2 He considers this knowledge in
planning his procedures, including audit sampling. The auditor usually will
have no special knowledge about other account balances and transactions that,
in his judgment, will need to be tested to fulfill his audit objectives. Audit
sampling is especially useful in these cases.
.03 There are two general approaches to audit sampling: nonstatistical
and statistical. Both approaches require that the auditor use professional
judgment in planning, performing, and evaluating a sample and in relating the
evidential matter produced by the sample to other evidential matter when
forming a conclusion about the related account balance or class of transactions.
The guidance in this section applies equally to nonstatistical and statistical
sampling.

.04 The third standard of field work states, “Sufficient competent eviden
tial matter is to be obtained through inspection, observation, inquiries, and
confirmations to afford a reasonable basis for an opinion regarding the finan
cial statements under audit.” Either approach to audit sampling, when prop
erly applied, can provide sufficient evidential matter.

.05 The sufficiency of evidential matter is related to the design and size
of an audit sample, among other factors. The size of a sample necessary to
provide sufficient evidential matter depends on both the objectives and the
efficiency of the sample. For a given objective, the efficiency of the sample
relates to its design; one sample is more efficient than another if it can achieve
the same objectives with a smaller sample size. In general, careful design can
produce more efficient samples.
1 There may be other reasons for an auditor to examine less than 100 percent of the items
comprising an account balance or class of transactions. For example, an auditor may examine only a
few transactions from an account balance or class of transactions to (a) gain an understanding of the
nature of an entity’s operations or (b) clarify his understanding of the entity’s internal control. In such
cases, the guidance in this statement is not applicable.

2 For purposes of this section the use of the term misstatement can include both errors and fraud
as appropriate for the design of the sampling application. Errors and fraud are discussed in section
312, Audit Risk and Materiality in Conducting an Audit.
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.06 Evaluating the competence of evidential matter is solely a matter of
auditing judgment and is not determined by the design and evaluation of an
audit sample. In a strict sense, the sample evaluation relates only to the
likelihood that existing monetary misstatements or deviations from prescribed
controls are proportionately included in the sample, not to the auditor’s treat
ment of such items. Thus, the choice of nonstatistical or statistical sampling
does not directly affect the auditor’s decisions about the auditing procedures to
be applied, the competence of the evidential matter obtained with respect to
individual items in the sample, or the actions that might be taken in light of
the nature and cause of particular misstatements.

Uncertainty and Audit Sampling
.07 Some degree of uncertainty is implicit in the concept of “a reasonable
basis for an opinion” referred to in the third standard of field work. The
justification for accepting some uncertainty arises from the relationship be
tween such factors as the cost and time required to examine all of the data and
the adverse consequences of possible erroneous decisions based on the conclu
sions resulting from examining only a sample of the data. If these factors do
not justify the acceptance of some uncertainty, the only alternative is to
examine all of the data. Since this is seldom the case, the basic concept of
sampling is well established in auditing practice.
.08 The uncertainty inherent in applying audit procedures is referred to
as audit risk. Audit risk consists of (a) the risk (consisting of inherent risk and
control risk) that the balance or class and related assertions contain misstate
ments that could be material to the financial statements when aggregated with
misstatements in other balances or classes and (b) the risk (detection risk) that
the auditor will not detect such misstatement. The risk of these adverse events
occurring jointly can be viewed as a function of the respective individual risks.
Using professional judgment, the auditor evaluates numerous factors to assess
inherent risk and control risk (assessing control risk at less than the maximum
level involves performing tests of controls), and performs substantive tests
(analytical procedures and test of details of account balances or classes of
transactions) to restrict detection risk.

.09 Audit risk includes both uncertainties due to sampling and uncertain
ties due to factors other than sampling. These aspects of audit risk are
sampling risk and nonsampling risk, respectively. [As amended August, 1983,
by Statement on Auditing Standards No. 45.] (See section 313.)

.10 Sampling risk arises from the possibility that, when a test of controls
or a substantive test is restricted to a sample, the auditor’s conclusions may be
different from the conclusions he would reach if the test were applied in the
same way to all items in the account balance or class of transactions. That is,
a particular sample may contain proportionately more or less monetary mis
statements or deviations from prescribed controls than exist in the balance or
class as a whole. For a sample of a specific design, sampling risk varies
inversely with sample size: the smaller the sample size, the greater the
sampling risk.
.11 Nonsampling risk includes all the aspects of audit risk that are not
due to sampling. An auditor may apply a procedure to all transactions or
balances and still fail to detect a material misstatement. Nonsampling risk
includes the possibility of selecting audit procedures that are not appropriate
to achieve the specific objective. For example, confirming recorded receivables
cannot be relied on to reveal unrecorded receivables. Nonsampling risk also
arises because the auditor may fail to recognize misstatements included in
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documents that he examines, which would make that procedure ineffective
even if he were to examine all items. Nonsampling risk can be reduced to a
negligible level through such factors as adequate planning and supervision (see
section 311, Planning and Supervision) and proper conduct of a firm’s audit
practice (see section 161, The Relationship of Generally Accepted Auditing
Standards to Quality Control Standards). [As amended August, 1983, by
Statement on Auditing Standards No. 45.] (See section 313.)

Sampling Risk
.12 The auditor should apply professional judgment in assessing sam
pling risk. In performing substantive tests of details the auditor is concerned
with two aspects of sampling risk:

•

The risk of incorrect acceptance is the risk that the sample supports
the conclusion that the recorded account balance is not materially
misstated when it is materially misstated.

•

The risk of incorrect rejection is the risk that the sample supports the
conclusion that the recorded account balance is materially misstated
when it is not materially misstated.

The auditor is also concerned with two aspects of sampling risk in performing
tests of controls when sampling is used:

•

The risk of assessing control risk too low is the risk that the assessed
level of control risk based on the sample is less than the true operating
effectiveness of the control.

•

The risk of assessing control risk too high is the risk that the assessed
level of control risk based on the sample is greater than the true
operating effectiveness of the control.

.13 The risk of incorrect rejection and the risk of assessing control risk too
high relate to the efficiency of the audit. For example, if the auditor’s evalu
ation of an audit sample leads him to the initial erroneous conclusion that a
balance is materially misstated when it is not, the application of additional
audit procedures and consideration of other audit evidence would ordinarily
lead the auditor to the correct conclusion. Similarly, if the auditor’s evaluation
of a sample leads him to unnecessarily assess control risk too high for an
assertion, he would ordinarily increase the scope of substantive tests to com
pensate for the perceived ineffectiveness of the controls. Although the audit may
be less efficient in these circumstances, the audit is, nevertheless, effective.
.14 The risk of incorrect acceptance and the risk of assessing control risk
too low relate to the effectiveness of an audit in detecting an existing material
misstatement. These risks are discussed in the following paragraphs.

Sampling in Substantive Tests of Details

Planning Samples
.15 Planning involves developing a strategy for conducting an audit of
financial statements. For general guidance on planning, see section 311,
Planning and Supervision.
.16 When planning a particular sample for a substantive test of details,
the auditor should consider

•

The relationship of the sample to the relevant audit objective (see
section 326, Evidential Matter).
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•

Preliminary judgments about materiality levels.

•

The auditor’s allowable risk of incorrect acceptance.

•

Characteristics of the population, that is, the items comprising the
account balance or class of transactions of interest.

.17 When planning a particular sample, the auditor should consider the
specific audit objective to be achieved and should determine that the audit
procedure, or combination of procedures, to be applied will achieve that objec
tive. The auditor should determine that the population from which he draws
the sample is appropriate for the specific audit objective. For example, an
auditor would not be able to detect understatements of an account due to
omitted items by sampling the recorded items. An appropriate sampling plan
for detecting such understatements would involve selecting from a source in
which the omitted items are included. To illustrate, subsequent cash disburse
ments might be sampled to test recorded accounts payable for understatement
because of omitted purchases, or shipping documents might be sampled for
understatement of sales due to shipments made but not recorded as sales.

.18 Evaluation in monetary terms of the results of a sample for a substan
tive test of details contributes directly to the auditor’s purpose, since such an
evaluation can be related to his judgment of the monetary amount of misstate
ments that would be material. When planning a sample for a substantive test
of details, the auditor should consider how much monetary misstatement in the
related account balance or class of transactions may exist without causing the
financial statements to be materially misstated. This maximum monetary
misstatement for the balance or class is called tolerable misstatement for the
sample. Tolerable misstatement is a planning concept and is related to the
auditor’s preliminary judgments about materiality levels in such a way that
tolerable misstatement, combined for the entire audit plan, does not exceed
those estimates.

.19 The second standard of field work states, “A sufficient understanding
of the internal control structure is to be obtained to plan the audit and to
determine the nature, timing, and extent of tests to be performed.” After
assessing and considering the levels of inherent and control risks, the auditor
performs substantive tests to restrict detection risk to an acceptable level. As
the assessed levels of inherent risk, control risk, and detection risk for other
substantive procedures directed toward the same specific audit objective de
creases, the auditor’s allowable risk of incorrect acceptance for the substantive
tests of details increases and, thus, the smaller the required sample size for the
substantive tests of details. For example, if inherent and control risks are
assessed at the maximum, and no other substantive tests directed toward the
same specific audit objectives are performed, the auditor should allow for a low
risk of incorrect acceptance for the substantive tests of details.3 Thus, the
auditor would select a larger sample size for the tests of details than if he
allowed a higher risk of incorrect acceptance.
.20 The Appendix illustrates how the auditor may relate the risk of
incorrect acceptance for a particular substantive test of details to his assess3 Some auditors prefer to think of risk levels in quantitative terms. For example, in the circum
stances described, an auditor might think in terms of a 5 percent risk of incorrect acceptance for the
substantive test of details. Risk levels used in sampling applications in other fields are not necessar
ily relevant in determining appropriate levels for applications in auditing because an audit includes
many interrelated tests and sources of evidence.
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ments of inherent risk, control risk, and the risk that analytical procedures and
other relevant substantive tests would fail to detect material misstatement.

.21 As discussed in section 326, the sufficiency of tests of details for a
particular account balance or class of transactions is related to the individual
importance of the items examined as well as to the potential for material
misstatement. When planning a sample for a substantive test of details, the
auditor uses his judgment to determine which items, if any, in an account
balance or class of transactions should be individually examined and which
items, if any, should be subject to sampling. The auditor should examine those
items for which, in his judgment, acceptance of some sampling risk is not
justified. For example, these may include items for which potential misstate
ments could individually equal or exceed the tolerable misstatement. Any
items that the auditor has decided to examine 100 percent are not part of the
items subject to sampling. Other items that, in the auditor’s judgment, need to
be tested to fulfill the audit objective but need not be examined 100 percent,
would be subject to sampling.

.22 The auditor may be able to reduce the required sample size by
separating items subject to sampling into relatively homogeneous groups on
the basis of some characteristic related to the specific audit objective. For
example, common bases for such groupings are the recorded or book value of
the items, the nature of controls related to processing the items, and special
considerations associated with certain items. An appropriate number of items
is then selected from each group.

.23 To determine the number of items to be selected in a sample for a
particular substantive test of details, the auditor should consider the tolerable
misstatement, the allowable risk of incorrect acceptance, and the charac
teristics of the population. An auditor applies professional judgment to relate
these factors in determining the appropriate sample size. The Appendix illus
trates the effect these factors may have on sample size.

Sample Selection
.24 Sample items should be selected in such a way that the sample can be
expected to be representative of the population. Therefore, all items in the
population should have an opportunity to be selected. For example, haphazard
and random-based selection of items represents two means of obtaining such
samples.4

Performance and Evaluation
.25 Auditing procedures that are appropriate to the particular audit
objective should be applied to each sample item. In some circumstances the
auditor may not be able to apply the planned audit procedures to selected
sample items because, for example, supporting documentation maybe missing.
The auditor’s treatment of unexamined items will depend on their effect on his
evaluation of the sample. If the auditor’s evaluation of the sample results
would not be altered by considering those unexamined items to be misstated,
it is not necessary to examine the items. However, if considering those unex
amined items to be misstated would lead to a conclusion that the balance or
class contains material misstatement, the auditor should consider alternative
4 Random-based selection includes, for example, random sampling, stratified random sampling,
sampling with probability proportional to size, and systematic sampling (for example, every hun
dredth item) with one or more random starts.
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procedures that would provide him with sufficient evidence to form a conclu
sion. The auditor should also consider whether the reasons for his inability to
examine the items have implications in relation to his planned assessed level
of control risk or his degree of reliance on management representations.

.26 The auditor should project the misstatement results of the sample to
the items from which the sample was selected.5,5
6 There are several acceptable
ways to project misstatements from a sample. For example, an auditor may
have selected a sample of every twentieth item (50 items) from a population
containing one thousand items. If he discovered overstatements of $3,000 in
that sample, the auditor could project a $60,000 overstatement by dividing the
amount of misstatement in the sample by the fraction of total items from the
population included in the sample. The auditor should add that projection to
the misstatements discovered in any items examined 100 percent. This total
projected misstatement should be compared with the tolerable misstatement
for the account balance or class of transactions, and appropriate consideration
should be given to sampling risk. If the total projected misstatement is less
than tolerable misstatement for the account balance or class of transactions,
the auditor should consider the risk that such a result might be obtained even
though the true monetary misstatement for the population exceeds tolerable
misstatement. For example, if the tolerable misstatement in an account bal
ance of $1 million is $50,000 and the total projected misstatement based on an
appropriate sample (see paragraph .23) is $10,000, he may be reasonably
assured that there is an acceptably low sampling risk that the true monetary
misstatement for the population exceeds tolerable misstatement. On the other
hand, if the total projected misstatement is close to the tolerable misstatement,
the auditor may conclude that there is an unacceptably high risk that the
actual misstatements in the population exceed the tolerable misstatement. An
auditor uses professional judgment in making such evaluations.
.27 In addition to the evaluation of the frequency and amounts of mone
tary misstatements, consideration should be given to the qualitative aspects of
the misstatements. These include (a) the nature and cause of misstatements,
such as whether they are differences in principle or in application, are errors
or are caused by fraud, or are due to misunderstanding of instructions or to
carelessness, and (b) the possible relationship of the misstatements to other
phases of the audit. The discovery of fraud ordinarily requires a broader
consideration of possible implications than does the discovery of an error.
.28 If the sample results suggest that the auditor’s planning assumptions
were incorrect, he should take appropriate action. For example, if monetary
misstatements are discovered in a substantive test of details in amounts or
frequency that is greater than is consistent with the assessed levels of inherent
and control risk, the auditor should alter his risk assessments. The auditor
should also consider whether to modify the other audit tests that were designed
based upon the inherent and control risk assessments. For example, a large
number of misstatements discovered in confirmation of receivables may indi
5 If the auditor has separated the items subject to sampling into relatively homogeneous groups
(see paragraph .22), he separately projects the misstatement results of each group and sums them.

6 See section 316A,§ Consideration of Fraud in a Financial Statement Audit, paragraph .34, for a
further discussion of the auditor’s consideration of differences between the accounting records and
the underlying facts and circumstances. This section provides specific guidance on the auditor’s
consideration of an audit adjustment that is, or may be, fraud.
§ This “A” section has been deleted because it is no longer effective. The PCAOB has not yet made
conforming changes to redirect the reader to the appropriate section.
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cate the need to reconsider the control risk assessment related to the assertions
that impacted the design of substantive tests of sales or cash receipts.
.29 The auditor should relate the evaluation of the sample to other
relevant audit evidence when forming a conclusion about the related account
balance or class of transactions.

.30 Projected misstatement results for all audit sampling applications
and all known misstatements from nonsampling applications should be consid
ered in the aggregate along with other relevant audit evidence when the
auditor evaluates whether the financial statements taken as a whole may be
materially misstated.

Sampling in Tests of Controls

Planning Samples
.31 When planning a particular audit sample for a test of controls, the
auditor should consider

•

The relationship of the sample to the objective of the test of controls.

•

The maximum rate of deviations from prescribed controls that would
support his planned assessed level of control risk.

•

The auditor’s allowable risk of assessing control risk too low.

•

Characteristics of the population, that is, the items comprising the
account balance or class of transactions of interest.

.32 For many tests of controls, sampling does not apply. Procedures
performed to obtain an understanding of internal control sufficient to plan an
audit do not involve sampling.7 Sampling generally is not applicable to tests of
controls that depend primarily on appropriate segregation of duties or that
otherwise provide no documentary evidence of performance. In addition, sam
pling may not apply to tests of certain documented controls. Sampling may not
apply to tests directed toward obtaining evidence about the design or operation
of the control environment or the accounting system. For example, inquiry or
observation of explanation of variances from budgets when the auditor does not
desire to estimate the rate of deviation from the prescribed control.

.33 When designing samples for tests of controls the auditor ordinarily
should plan to evaluate operating effectiveness in terms of deviations from
prescribed controls, as to either the rate of such deviations or the monetary
amount of the related transactions.8 In this context, pertinent controls are
ones that, had they not been included in the design of internal control would
have adversely affected the auditor’s planned assessed level of control risk. The
auditor’s overall assessment of control risk for a particular assertion involves
combining judgments about the prescribed controls, the deviations from pre
scribed controls, and the degree of assurance provided by the sample and other
tests of controls.
7 The auditor often plans to perform tests of controls concurrently with obtaining an under
standing of internal control (see section 319.85) for the purpose of estimating the rate of deviation
from the prescribed controls, as to either the rate of such deviations or monetary amount of the
related transactions. Sampling, as defined in this section, applies to such tests of controls. [Footnote
revised, May 2001, to reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 94.]
8 For simplicity the remainder of this section will refer to only the rate of deviations.
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.34 The auditor should determine the maximum rate of deviations from
the prescribed control that he would be willing to accept without altering his
planned assessed level of control risk. This is the tolerable rate. In determining
the tolerable rate, the auditor should consider (a) the planned assessed level of
control risk, and (b) the degree of assurance desired by the evidential matter
in the sample. For example, if the auditor plans to assess control risk at a low
level, and he desires a high degree of assurance from the evidential matter
provided by the sample for tests of controls (i.e., not perform other tests of
controls for the assertion), he might decide that a tolerable rate of 5 percent or
possibly less would be reasonable. If the auditor either plans to assess control
risk at a higher level, or he desires assurance from other tests of controls along
with that provided by the sample (such as inquiries of appropriate entity
personnel or observation of the application of the policy or procedure), the
auditor might decide that a tolerable rate of 10 percent or more is reasonable.
.35 In assessing the tolerable rate of deviations, the auditor should con
sider that, while deviations from pertinent controls increase the risk of mate
rial misstatements in the accounting records, such deviations do not
necessarily result in misstatements. For example, a recorded disbursement
that does not show evidence of required approval may nevertheless be a
transaction that is properly authorized and recorded. Deviations would result
in misstatements in the accounting records only if the deviations and the
misstatements occurred on the same transactions. Deviations from pertinent
controls at a given rate ordinarily would be expected to result in misstatements
at a lower rate.
.36 In some situations, the risk of material misstatement for an assertion
may be related to a combination of controls. If a combination of two or more
controls is necessary to affect the risk of material misstatement for an asser
tion, those controls should be regarded as a single procedure, and deviations
from any controls in combination should be evaluated on that basis.

.37 Samples taken to test the operating effectiveness of controls are
intended to provide a basis for the auditor to conclude whether the controls are
being applied as prescribed. When the degree of assurance desired by the
evidential matter in the sample is high, the auditor should allow for a low level
of sampling risk (that is, the risk of assessing control risk too low).9
.38 To determine the number of items to be selected for a particular
sample for a test of controls, the auditor should consider the tolerable rate of
deviation from the controls being tested, the likely rate of deviations, and the
allowable risk of assessing control risk too low. An auditor applies professional
judgment to relate these factors in determining the appropriate sample size.

Sample Selection
.39 Sample items should be selected in such a way that the sample can be
expected to be representative of the population. Therefore, all items in the
population should have an opportunity to be selected. Random-based selection
of items represents one means of obtaining such samples. Ideally, the auditor
should use a selection method that has the potential for selecting items from
the entire period under audit. Section 319.99 provides guidance applicable to
the auditor’s use of sampling during interim and remaining periods. [Revised,
9 The auditor who prefers to think of risk levels in quantitative terms might consider, for
example, a 5 percent to 10 percent risk of assessing control risk too low.
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May 2001, to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 94.]

Performance and Evaluation
.40 Auditing procedures that are appropriate to achieve the objective of
the test of controls should be applied to each sample item. If the auditor is not
able to apply the planned audit procedures or appropriate alternative proce
dures to selected items, he should consider the reasons for this limitation, and
he should ordinarily consider those selected items to be deviations from the
prescribed policy or procedure for the purpose of evaluating the sample.
.41 The deviation rate in the sample is the auditor’s best estimate of the
deviation rate in the population from which it was selected. If the estimated
deviation rate is less than the tolerable rate for the population, the auditor
should consider the risk that such a result might be obtained even though the
true deviation rate for the population exceeds the tolerable rate for the popu
lation. For example, if the tolerable rate for a population is 5 percent and no
deviations are found in a sample of 60 items, the auditor may conclude that
there is an acceptably low sampling risk that the true deviation rate in the
population exceeds the tolerable rate of 5 percent. On the other hand, if the
sample includes, for example, two or more deviations, the auditor may con
clude that there is an unacceptably high sampling risk that the rate of
deviations in the population exceeds the tolerable rate of 5 percent. An auditor
applies professional judgment in making such an evaluation.

.42 In addition to the evaluation of the frequency of deviations from
pertinent procedures, consideration should be given to the qualitative aspects
of the deviations. These include (a) the nature and cause of the deviations, such
as whether they are errors or irregularities or are due to misunderstanding of
instructions or to carelessness, and (b) the possible relationship of the devia
tions to other phases of the audit. The discovery of an irregularity ordinarily
requires a broader consideration of possible implications than does the discov
ery of an error.
.43 If the auditor concludes that the sample results do not support the
planned assessed level of control risk for an assertion, he should re-evaluate
the nature, timing, and extent of substantive procedures based on a revised
consideration of the assessed level of control risk for the relevant financial
statement assertions.

Dual-Purpose Samples
.44 In some circumstances the auditor may design a sample that will be
used for dual purposes: assessing control risk and testing whether the recorded
monetary amount of transactions is correct. In general, an auditor planning to
use a dual-purpose sample would have made a preliminary assessment that
there is an acceptably low risk that the rate of deviations from the prescribed
control in the population exceeds the tolerable rate. For example, an auditor
designing a test of a control procedure over entries in the voucher register may
plan a related substantive test at a risk level that anticipates an assessment
level of control risk below the maximum. The size of a sample designed for dual
purposes should be the larger of the samples that would otherwise have been
designed for the two separate purposes. In evaluating such tests, deviations
from pertinent procedures and monetary misstatements should be evaluated
separately using the risk levels applicable for the respective purposes.
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Selecting a Sampling Approach
.45 As discussed in paragraph .04, either a nonstatistical or statistical
approach to audit sampling, when properly applied, can provide sufficient
evidential matter.
.46 Statistical sampling helps the auditor (a) to design an efficient sam
ple, (b) to measure the sufficiency of the evidential matter obtained, and (c) to
evaluate the sample results. By using statistical theory, the auditor can
quantify sampling risk to assist himself in limiting it to a level he considers
acceptable. However, statistical sampling involves additional costs of training
auditors, designing individual samples to meet the statistical requirements,
and selecting the items to be examined. Because either nonstatistical or
statistical sampling can provide sufficient evidential matter, the auditor
chooses between them after considering their relative cost and effectiveness in
the circumstances.

Effective Date
.47 This section is effective for audits of financial statements for periods
ended on or after June 25, 1983. Earlier application is encouraged. [As
amended, effective retroactively to June 25, 1982, by Statement on Auditing
Standards No. 43.]
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Appendix

Relating the Risk of Incorrect Acceptance for a
Substantive Test of Details to Other Sources of
Audit Assurance
.48

1. Audit risk, with respect to a particular account balance or class of
transactions, is the risk that there is a monetary misstatement greater than
tolerable misstatement affecting an assertion in an account balance or class of
transactions that the auditor fails to detect. The auditor uses professional judg
ment in determining the allowable risk for a particular audit after he consider
such factors as the risk of material misstatement in the financial statements,
the cost to reduce the risk, and the effect of the potential misstatements on the
use and understanding of the financial statements.
2. An auditor assesses inherent and control risk, and plans and performs
substantive tests (analytical procedures and substantive tests of details) in
whatever combination to reduce audit risk to an appropriate level. However,
the second standard of field work contemplates that ordinarily the assessed
level of control risk cannot be sufficiently low to eliminate the need to perform
any substantive tests to restrict detection risk for all of the assertions relevant
to significant account balances or transactions classes.

3. The sufficiency of audit sample sizes, whether nonstatistical or statisti
cal, is influenced by several factors. Table 1 illustrates how several of these
factors may affect sample sizes for a substantive test of details. Factors a, b and
c in table 1 should be considered together (see paragraph .08). For example,
high inherent risk, the lack of effective controls, and the absence of other
substantive tests related to the same audit objective ordinarily require larger
sample sizes for related substantive tests of details than if there were other
sources to provide the basis for assessing inherent or control risks below the
maximum, or if other substantive tests related to the same objective were
performed. Alternatively, low inherent risk, effective controls, or effective
analytical procedures and other relevant substantive tests may lead the auditor
to conclude that the sample, if any, needed for an additional test of details can
be small.
4. The following model expresses the general relationship of the risks
associated with the auditor’s assessment of inherent and control risks, and the
effectiveness of analytical procedures (including other relevant substantive
tests) and substantive tests of details. The model is not intended to be a
mathematical formula including all factors that may influence the determina
tion of individual risk components; however, some auditors find such a model
to be useful when planning appropriate risk levels for audit procedures to
achieve the auditor’s desired audit risk.

AR = IR X CR X AP X TD

An auditor might use this model to obtain an understanding of an appropriate
risk of incorrect acceptance for a substantive test of details as follows:
TD = AR/(IR X CR X AP)
AR = The allowable audit risk that monetary misstatements equal to
tolerable misstatement might remain undetected for the account
balance or class of transactions and related assertions after the auditor
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has completed all audit procedures deemed necessary.1 The auditor
uses his professional judgment to determine the allowable audit risk
after considering factors such as those discussed in paragraph 1 of
this appendix.
IR =

Inherent risk is the susceptibility of an assertion to a material
misstatement assuming there are no related internal control struc
ture policies or procedures.

CR = Control risk is the risk that a material misstatement that could occur
in an assertion will not be prevented or detected on a timely basis by
the entity’s controls. The auditor may assess control risk at the
maximum, or assess control risk below the maximum based on the
sufficiency of evidential matter obtained to support the effectiveness
of controls. The quantification for this model relates to the auditor’s
evaluation of the overall effectiveness of those controls that would
prevent or detect material misstatements equal to tolerable mis
statement in the related account balance or class of transactions. For
example, if the auditor believes that pertinent controls would pre
vent or detect misstatements equal to tolerable misstatement about
half the time, he would assess this risk as 50 percent. (CR is not the
same as the risk of assessing control risk too low.)
AP = The auditor’s assessment of the risk that analytical procedures and
other relevant substantive tests would fail to detect misstatements
that could occur in an assertion equal to tolerable misstatement,
given that such misstatements occur and are not detected by the
internal control structure.

TD = The allowable risk of incorrect acceptance for the substantive test of
details, given that misstatements equal to tolerable misstatement
occur in an assertion and are not detected by internal control or
analytical procedures and other relevant substantive tests.
5. The auditor planning a statistical sample can use the relationship in
paragraph 4 of this Appendix to assist in planning his allowable risk of incorrect
acceptance for a specific substantive test of details. To do so, he selects an
acceptable audit risk (AR), and substantively quantifies his judgment of risks
IR, CR and AP. Some levels of these risks are implicit in evaluating audit
evidence and reaching conclusions. Auditors using the relationship prefer to
evaluate these judgment risks explicitly.
6. The relationships between these independent risks are illustrated in
table 2. In table 2 it is assumed, for illustrative purposes, that the auditor has
chosen an audit risk of 5 percent for an assertion where inherent risk has been
assessed at the maximum. Table 2 incorporates the premise that no internal
control can be expected to be completely effective in detecting aggregate
misstatements equal to tolerable misstatement that might occur. The table also
illustrates the fact that the risk level for substantive tests for particular
assertions is not an isolated decision. Rather, it is a direct consequence of the
auditor’s assessments of inherent and control risks, and judgments about the
effectiveness of analytical procedures and other relevant substantive tests, and
it cannot be properly considered out of this context. [As amended, effective for
1 For purposes of this Appendix, the nonsampling risk aspect of audit risk is assumed to be
negligible, based on the level of quality controls in effect. [As amended, effective for audits of financial
statements for periods ended after September 30,1983, by Statement on Auditing Standards No. 45.]
(See section 313.)
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audits of financial statements for periods ended after September 30, 1983, by
Statement on Auditing Standards No. 45.] (See section 313.)

Table 1
Factors Influencing Sample Sizes for a
Substantive Test of Details in Sample Planning

Factor

Conditions leading to
Larger sample size
Smaller sample size

Related factor for
substantive
sample planning

a. Assessment
of inherent risk.

Low assessed
level of inherent
risk.

High assessed
level of inherent
risk.

Allowable risk
of incorrect
acceptance.

b. Assessment
of control risk.

Low assessed
level of control
risk.

High assessed
level of control
risk.

Allowable risk
of incorrect
acceptance.

c. Assessment
of risk for other
substantive
tests related to
the same asser
tion (including
analytical pro
cedures and
other relevant
substantive
tests).

Low assessment
of risk associated
with other rele
vant substantive
tests.

High assessment
of risk associated
with other rele
vant substantive
tests.

Allowable risk
of incorrect
acceptance.

d. Measure of
tolerable mis
statement for a
specific account.

Larger measure of
tolerable
misstatement.

Smaller measure
of tolerable
misstatement.

Tolerable mis
statement.

e. Expected
size and
frequency of
misstatements.

Smaller misstate
ments or lower
frequency.

Larger misstate
ments or higher
frequency.

Assessment of
population
characteristics.

f. Number of
items in the
population.

Virtually no effect on sample size
unless population is very small.
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table 2
Allowable Risk of Incorrect Acceptance (TD)
for Various Assessments of CR and AP; for AR = .05 and IR = 1.0

Auditor’s subjective assessment
control risk.

Auditor’s subjective assessment
of risk that analytical proce
dures and other relevant sub
stantive tests might fail to
detect aggregate misstate
ments equal to tolerable mis
statement.

CR

AP

10%

30%

*
*
*

*

*

55%
33%
16%

33%
20%
10%

50%

100%

TD

10%
30%
50%
100%

50%

50%
16%
10%
5%

* The allowable level of AR of 5 percent exceeds the product of IR, CR,
and AP, and thus, the planned substantive test of details may not be
necessary.

Note: The table entries for TD are computed from the illustrated model:
TD equals AR/(IR x CR x AP). For example, for IR = 1.0, CR = .50, AP = .30,
TD = .05/(1.0 x .50 x .30) or .33 (equals 33%).
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Audit Sampling: Auditing Interpretations of
Section 350
1. Applicability
.01 Question—Section 350, Audit Sampling, paragraph .01, footnote 1,
states that there may be reasons other than sampling for an auditor to examine
less than 100 percent of the items comprising an account balance or class of
transactions. For what reasons might an auditor’s examination of less than 100
percent of the items comprising an account balance or class of transactions not
be considered audit sampling?

.02 Interpretation—The auditor’s examination of less than 100 percent of
the items comprising an account balance or class of transactions would not be
considered to be an audit sampling application under the following circum
stances.
a.

It is not the auditor’s intent to extend the conclusion that he reaches
by examining the items to the remainder of the items in the account
balance or class. Audit sampling is defined as the application of an
audit procedure to less than 100 percent of the items within an
account balance or class of transactions for the purpose of evaluating
some characteristic of the balance or class. Thus, if the purpose of
the auditor’s application of an auditing procedure to less than 100
percent of the items in an account balance or class of transactions is
something other than evaluating a trait of the entire balance or class,
he is not using audit sampling.
For example, an auditor might trace several transactions through an
entity’s accounting system to gain an understanding of the nature of
the entity’s operations or clarify his understanding of the design of
the entity’s internal control. In such cases the auditor’s intent is to
gain a general understanding of the accounting system or other
relevant parts of the internal control, rather than the evaluation of
a characteristic of all transactions processed. As a result, the auditor
is not using audit sampling.

Occasionally auditors perform procedures such as checking arith
metical calculations or tracing journal entries into ledger accounts
on a test basis. When such procedures are applied to less than 100
percent of the arithmetical calculations or ledger postings that affect
the financial statements, audit sampling may not be involved if the
procedure is not a test to evaluate a characteristic of an account
balance or class of transactions, but is intended only to provide
limited knowledge that supplements the auditor’s other evidential
matter regarding a financial statement assertion.

b.

Although he might not be examining all the items in an account
balance or class of transactions, the auditor might be examining 100
percent of the items in a given population. A “population” for audit
sampling purposes does not necessarily need to be an entire account
balance or class of transactions. For example, in some circumstances,
an auditor might examine all of the items that comprise an account
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balance or class of transactions that exceed a given amount or that
have an unusual characteristic and either apply other auditing
procedures (e.g., analytical procedures) to those items that do not
exceed the given amount or possess the unusual characteristic or
apply no auditing procedures to them because of their insignificance.
Again, the auditor is not using audit sampling. Rather, he has broken
the account balance or class of transactions into two groups. One
group is tested 100 percent, the other group is either tested by
analytical procedures or considered insignificant. The auditor would
be using audit sampling only if he applied an auditing procedure to
less than all of the items in the second group to form a conclusion
about that group. For the same reason, cutoff tests often do not
involve audit sampling applications. In performing cutoff tests audi
tors often examine all significant transactions for a period surround
ing the cutoff date and, as a result, such tests do not involve the
application of audit sampling.

c.

The auditor is testing controls that are not documented. Auditors
choose from a variety of methods including inquiry, observation, and
examination of documentary evidence in testing controls. For exam
ple, observation of a client’s physical inventory count procedures is
a test that is performed primarily through the auditor’s observation
of controls over such things as inventory movement, counting proce
dures and other procedures used by the client to control the count of
the inventory. The procedures that the auditor uses to observe the
client’s physical inventory count generally do not require use of audit
sampling. However, audit sampling may be used in certain tests of
controls or substantive tests of details of inventory, for example, in
tracing selected test counts into inventory records.

d.

The auditor is not performing a substantive test of details. Substan
tive tests consist of tests of details of transactions and balances,
analytical review and or from a combination of both. In performing
substantive tests, audit sampling is generally used only in testing
details of transactions and balances.

[Issue Date: January, 1985.]
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Communication With Audit Committees
Source: SAS No. 61; SAS No. 89; SAS No. 90; PCAOB Release No. 2004-008.

See section 9380 for interpretations of this section.
Effective for audits of financial statements for periods beginning on or after January 1,

1989, unless otherwise indicated.

.01 This section establishes a requirement for the auditor to determine
that certain matters related to the conduct of an audit are communicated to
those who have responsibility for oversight of the financial reporting process.1
For purposes of this document, the recipient of the communications is referred
to as the audit committee. The communications required by this section are
applicable to (1) entities that either have an audit committee or that have
otherwise formally designated oversight of the financial reporting process to a
group equivalent to an audit committee (such as a finance committee or budget
committee) and (2) all Securities and Exchange Commission (SEC) engage
ments.1
2
1 Communication with the audit committee by the independent auditor on certain specified
matters when they arise in the conduct of an audit is required by other standards, including—
• Section 325, Communications About Control Deficiencies in An Audit of Financial Statements.
• Section 316, Consideration of Fraud in a Financial Statement Audit.
• Section 317, Illegal Acts by Clients.
• Section 801, Compliance Auditing Considerations in Audits of Governmental Entities and Re
cipients of Governmental Financial Assistance. In addition, section 722, Interim Financial
Information, requires that certain information be communicated to audit committees as a
result of performing a review of interim financial information.
• PCAOB Auditing Standard No. 2, An Audit of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of Financial Statements.
[Footnote revised, November 2002, to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 100. As amended, effective for fiscal years ending on or after
November 15, 2004, by PCAOB Release No. 2004-008.]

2 For purposes of this section, an SEC engagement is defined as one that involves the audit of the
financial statements of—
1. An issuer making an initial filing, including amendments, under the Securities Act of 1933
and the Securities Exchange Act of 1934.
2. A registrant that files periodic reports with the SEC under the Investment Company Act of
1940 or the Securities Exchange Act of 1934 (except a broker or dealer registered only because
of section 15(a) of the 1934 Act).
3. A bank or other lending institution that files periodic reports with the Comptroller of the Cur
rency, the Federal Reserve System, the Federal Deposit Insurance Corporation, or the Federal
Home Loan Bank Board because the powers, functions, and duties of the SEC to enforce its
periodic reporting provisions are vested, pursuant to section 12(i) of the 1934 Act, in those
agencies. (Section 12(g) of the Securities Exchange Act of 1934 provides an exemption from per
iodic reporting to the SEC to [1] entities with less than $5 million in total assets on the last day
of each of the entity’s three most recent fiscal years and fewer than 500 shareholders and [2]
entities with fewer than 300 shareholders. Accordingly, such entities are not encompassed
within the scope of this definition.)
4. A company whose financial statements appear in the annual report or proxy statement of any
investment fund because it is a sponsor or manager of such a fund, but which is not itself a reg
istrant required to file periodic reports under the 1940 Act or section 13 or 15(d) of the Secur
ities Exchange Act of 1934.
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.02 This section requires the auditor to ensure that the audit committee
receives additional information regarding the scope and results of the audit
that may assist the audit committee in overseeing the financial reporting and
disclosure process for which management is responsible. This section does not
require communications with management; however, it does not preclude
communications with management or other individuals within the entity who
may, in the auditor’s judgment, benefit from the communications.
.03 The communications may be oral or written. If information is commu
nicated orally, the auditor should document the communication by appropriate
memoranda or notations in the working papers.3 When the auditor communi
cates in writing, the report should indicate that it is intended solely for the
information and use of the audit committee or the board of directors and, if
appropriate, management, and is not intended to be and should not be used by
anyone other than these specified parties.
.04 The communications specified by this section are incidental to the
audit. Accordingly, they are not required to occur before the issuance of the
auditor’s report on the entity’s financial statements so long as the communica
tions occur on a timely basis. There may be occasions, however, when discus
sion of certain of the matters (specified by paragraphs .06 through .14 below)
with the audit committee prior to the issuance of the report may, in the
auditor’s judgment, be desirable.

.05 It may be appropriate for management to communicate to the audit
committee certain of the matters specified in this section. In such circum
stances, the auditor should be satisfied that such communications have, in fact,
occurred. Generally, it is not necessary to repeat the communication of recur
ring matters each year. Periodically, however, the auditor should consider
whether, because of changes in the audit committee or simply because of the
passage of time, it is appropriate and timely to report such matters. Finally,
this section is not intended to restrict the communication of other matters.

Matters to Be Communicated
The Auditor's Responsibility Under Generally Accepted
Auditing Standards
.06 An audit performed in accordance with generally accepted auditing
standards may address many matters of interest to an audit committee. For
example, an audit committee is usually interested in internal control and in
whether the financial statements are free of material misstatement. In order
for the audit committee to understand the nature of the assurance provided by
an audit, the auditor should communicate the level of responsibility assumed
for these matters under generally accepted auditing standards. It is also
important for the audit committee to understand that an audit conducted in
accordance with generally accepted auditing standards is designed to obtain
reasonable, rather than absolute, assurance about the financial statements.

Significant Accounting Policies
.07 The auditor should determine that the audit committee is informed
about the initial selection of and changes in significant accounting policies or
3 The auditor may wish to review the minutes, if any, prepared by the audit committee for
consistency with the auditor’s understanding of the communications. [Footnote added, effective for
audits of financial statements for periods ending on or after December 15, 2000, by Statement on
Auditing Standards No. 90.]

AU §380.02

Communication With Audit Committees

785

their application. The auditor should also determine that the audit committee
is informed about the methods used to account for significant unusual transac
tions and the effect of significant accounting policies in controversial or emerg
ing areas for which there is a lack of authoritative guidance or consensus. For
example, significant accounting issues may exist in areas such as revenue recog
nition, off-balance-sheet financing, and accounting for equity investments.

Management Judgments and Accounting Estimates
.08 Accounting estimates are an integral part of the financial statements
prepared by management and are based upon management’s current judg
ments. Those judgments are normally based on knowledge and experience
about past and current events and assumptions about future events. Certain
accounting estimates are particularly sensitive because of their significance to
the financial statements and because of the possibility that future events
affecting them may differ markedly from management’s current judgments.
The auditor should determine that the audit committee is informed about the
process used by management in formulating particularly sensitive accounting
estimates and about the basis for the auditor’s conclusions regarding the
reasonableness of those estimates.

Audit Adjustments
.09 The auditor should inform the audit committee about adjustments
arising from the audit that could, in his judgment, either individually or in the
aggregate, have a significant effect on the entity’s financial reporting process.
For purposes of this section, an audit adjustment, whether or not recorded by
the entity, is a proposed correction of the financial statements that, in the
auditor’s judgment, may not have been detected except through the auditing
procedures performed. Matters underlying adjustments proposed by the audi
tor but not recorded by the entity could potentially cause future financial
statements to be materially misstated, even though the auditor has concluded
that the adjustments are not material to the current financial statements. [As
amended, effective for audits of financial statements for periods beginning on
or after December 15, 1999, by Statement on Auditing Standards No. 89.]

.10 The auditor also should inform the audit committee4 about uncor
rected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented that were determined by
management to be immaterial, both individually and in the aggregate, to the
financial statements taken as a whole.5 [Paragraph added, effective for audits
of financial statements for periods beginning on or after December 15,1999, by
Statement on Auditing Standards No. 89.]
4 The presentation to the audit committee should be similar to the summary of uncorrected
misstatements included in or attached to the management representation letter. See footnote 6 of
section 333, Management Representations. [Footnote added, effective for audits of financial state
ments for periods beginning on or after December 15, 1999, by Statement on Auditing Standards No.
89.]

5 The communication to management and the audit committee of immaterial misstatements
aggregated by the auditor does not constitute a communication pursuant to section 317.17, Section
10A of the Securities Exchange Act of 1934, or section 316A.38-.40.§ The auditor may have additional
communication responsibilities pursuant to section 317, Section 10Aof the Securities Exchange Act
of 1934, or section 316A.§ [Footnote added, effective for audits of financial statements for periods
beginning on or after December 15,1999, by Statement on Auditing Standards No. 89.]
§ This “A” section has been deleted because it is no longer effective. The PCAOB has not yet made
conforming changes to redirect the reader to the appropriate section.
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Auditor's Judgments About the Quality of the Entity's
Accounting Principles
.11 In connection with each SEC engagement (see paragraph .01), the
auditor should discuss with the audit committee the auditor’s judgments about
the quality, not just the acceptability, of the entity’s accounting principles as
applied in its financial reporting. Since the primary responsibility for estab
lishing an entity’s accounting principles rests with management, the discussion
generally would include management as an active participant. The discussion
should be open and frank and generally should include such matters as the
consistency of the entity’s accounting policies and their application, and the
clarity and completeness of the entity’s financial statements, which include
related disclosures. The discussion should also include items that have a signifi
cant impact on the representational faithfulness, verifiability, and neutrality
of the accounting information included in the financial statements.6 Examples
of items that may have such an impact are the following:

•

Selection of new or changes to accounting policies

•

Estimates, judgments, and uncertainties

•

Unusual transactions

•

Accounting policies relating to significant financial statement items,
including the timing of transactions and the period in which they are
recorded

Objective criteria have not been developed to aid in the consistent evaluation of
the quality of an entity’s accounting principles as applied in its financial state
ments. The discussion should be tailored to the entity’s specific circumstances,
including accounting applications and practices not explicitly addressed in the
accounting literature, for example, those that may be unique to an industry.
[Paragraph added, effective for audits of financial statements for periods ending
on or after December 15, 2000, by Statement on Auditing Standards No. 90.]

Other Information in Documents Containing Audited
Financial Statements
.12 The audit committee often considers information prepared by man
agement that accompanies the entity’s financial statements. An example of
information of this nature would be the “Management’s Discussion and Analy
sis of Financial Condition and Results of Operations” that certain entities that
file reports with the SEC are required to present in annual reports to share
holders. Section 550, Other Information in Documents Containing Audited
Financial Statements, establishes the auditor’s responsibility for such informa
tion.7 The auditor should discuss with the audit committee his responsibility
6 These characteristics of accounting information are discussed in the Financial Accounting
Standards Board (FASB) Statement of Financial Accounting Concepts No. 2, Qualitative Charac
teristics of Accounting Information. FASB Concepts Statement No. 2 notes that consistently under
stating results or overly optimistic estimates of realization are inconsistent with these
characteristics. [Footnote added, effective for audits of financial statements for periods ending on or
after December 15, 2000, by Statement on Auditing Standards No. 90.]
7 Guidance on the auditor’s consideration of other information is also provided by section 558,
Required Supplementary Information; section 551, Reporting on Information Accompanying the Basic
Financial Statements in Auditor-Submitted Documents', and section 711, Filings Under Federal
Securities Statutes. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
89, December 1999. Footnote subsequently renumbered by the issuance of Statement on Auditing
Standards No. 90, December 1999.]
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for other information in documents containing audited financial statements,
any procedures performed, and the results. [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 89, December 1999. Para
graph subsequently renumbered by the issuance of Statement on Auditing
Standards No. 90, December 1999.]

Disagreements With Management
.13 Disagreements with management may occasionally arise over the
application of accounting principles to the entity’s specific transactions and
events and the basis for management’s judgments about accounting estimates.
Disagreements may also arise regarding the scope of the audit, disclosures to
be included in the entity’s financial statements, and the wording of the audi
tor’s report. The auditor should discuss with the audit committee any disagree
ments with management,8 whether or not satisfactorily resolved, about
matters that individually or in the aggregate could be significant to the entity’s
financial statements or the auditor’s report. For purposes of this section,
disagreements do not include differences of opinion based on incomplete facts
or preliminary information that are later resolved. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 89, December 1999.
Paragraph subsequently renumbered by the issuance of Statement on Audit
ing Standards No. 90, December 1999.]

Consultation With Other Accountants
.14 In some cases, management may decide to consult with other account
ants about auditing and accounting matters. When the auditor is aware that
such consultation has occurred, he should discuss with the audit committee
his views about significant matters that were the subject of such consult
ation.9 [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 89, December 1999. Paragraph subsequently renumbered by
the issuance of Statement on Auditing Standards No. 90, December 1999.]

Major Issues Discussed With Management Prior to Retention
.15 The auditor should discuss with the audit committee any major issues
that were discussed with management in connection with the initial or recur
ring retention of the auditor including, among other matters, any discussions
regarding the application of accounting principles and auditing standards.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 89, December 1999. Paragraph subsequently renumbered by the issuance
of Statement on Auditing Standards No. 90, December 1999.]
The glossary to Financial Accounting Standards Board (FASB) Statement No. 57, Related Party
8
Disclosures [AC section R36], defines management as follows: Persons who are responsible for
achieving the objectives of the enterprise and who have the authority to establish policies and make
decisions by which those objectives are to be pursued. Management normally includes members of
the board of directors, the chief executive officer, chief operating officer, vice presidents in charge of
principal business functions (such as sales, administration, or finance), and other persons who
perform similar policy-making functions. Persons without formal titles also may be members of
management. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 89,
December 1999. Footnote subsequently renumbered by the issuance of Statement on Auditing
Standards No. 90, December 1999.]

9 Circumstances in which the auditor should be informed of such consultations are described in
section 625, Reports on the Application of Accounting Principles, paragraph .07. [Footnote renum
bered by the issuance of Statement on Auditing Standards No. 89, December 1999. Footnote sub
sequently renumbered by the issuance of Statement on Auditing Standards No. 90, December 1999.]
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Difficulties Encountered in Performing the Audit
.16 The auditor should inform the audit committee of any serious difficul
ties he encountered in dealing with management related to the performance of
the audit. This may include, among other things, unreasonable delays by
management in permitting the commencement of the audit or in providing
needed information, and whether the timetable set by management was unrea
sonable under the circumstances. Other matters that the auditor may encoun
ter include the unavailability of client personnel and the failure of client
personnel to complete client-prepared schedules on a timely basis. If the
auditor considers these matters significant, he should inform the audit com
mittee. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 89, December 1999. Paragraph subsequently renumbered by
the issuance of Statement on Auditing Standards No. 90, December 1999.]

Effective Date
.17 This section is effective for audits of financial statements for periods
beginning on or after January 1, 1989. Early application of the provisions of
this section is permissible.
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Communication With Audit Committees:
Auditing Interpretations of Section 380
1. Applicability of Section 380
.01 Question—Section 380, Communication With Audit Committees, re
quires the auditor to determine that certain matters related to the conduct of
an audit are communicated to those who have responsibility for oversight of
the financial reporting process. Paragraph .01 indicates that the section is
applicable to “(1) entities that either have an audit committee or that have
otherwise formally designated oversight of the financial reporting process to a
group equivalent to an audit committee (such as a finance committee or budget
committee) and (2) all Securities and Exchange Commission (SEC) engage
ments,”1

.02 When a non-SEC client has no designated group equivalent to an
audit committee with formal responsibility for the financial reporting process,
does the auditor have a responsibility to communicate section 380 matters to
the governing or oversight body or person(s)?
.03 Interpretation—No. If a governing or oversight body, such as a board
of directors or a board of trustees, has not established an audit committee or
formally designated a group with equivalent responsibility for the financial
reporting process, the auditor is not required to make the communications.
Similarly, the auditor has no responsibility to communicate section 380 mat
ters if the client has no governing or oversight body (for example, a small
owner-managed entity). However, the auditor is not precluded from communi
cating any or all matters described in section 380 in such cases.
[Issue Date: August, 1993.]

1 See section 380.01, footnote 2.

AU §9380.03

Consideration of Omitted Procedures After the Report Date

791

AU Section 390

Consideration of Omitted Procedures After
the Report Date
Source: SAS No. 46.
Effective, unless otherwise indicated: October 31, 1983.

.01 This section provides guidance on the considerations and procedures
to be applied by an auditor who, subsequent to the date of his report on audited
financial statements, concludes that one or more auditing procedures consid
ered necessary at the time of the audit in the circumstances then existing were
omitted from his audit of the financial statements, but there is no indication
that those financial statements are not fairly presented in conformity with gener
ally accepted accounting principles or with another comprehensive basis of
accounting.1 This circumstance should be distinguished from that described in
section 561, which applies if an auditor, subsequent to the date of his report on
audited financial statements, becomes aware that facts regarding those finan
cial statements may have existed at that date that might have affected his
report had he then been aware of them.

.02 Once he has reported on audited financial statements, an auditor has
no responsibility to carry out any retrospective review of his work. However,
reports and working papers relating to particular engagements may be subjected
to post-issuance review in connection with a firm’s internal inspection pro
gram,2 peer review, or otherwise, and the omission of a necessary auditing
procedure may be disclosed.
.03 A variety of conditions might be encountered in which an auditing
procedure considered necessary at the time of the audit in the circumstances
then existing has been omitted; therefore, the considerations and procedures
described herein necessarily are set forth only in general terms. The period of
time during which the auditor considers whether this section applies to the
circumstances of a particular engagement and then takes the actions, if any,
that are required hereunder may be important. Because of legal implications
that may be involved in taking the actions contemplated herein, the auditor
would be well advised to consult with his attorney when he encounters the
circumstances to which this section may apply, and, with the attorney’s advice
and assistance, determine an appropriate course of action.
.04 When the auditor concludes that an auditing procedure considered
necessary at the time of the audit in the circumstances then existing was
omitted from his audit of financial statements, he should assess the impor
tance of the omitted procedure to his present ability to support his previously
1 The provisions of this section are not intended to apply to an engagement in which an auditor’s
work is at issue in a threatened or pending legal proceeding or regulatory investigation, (Athreatened
legal proceeding means that a potential claimant has manifested to the auditor an awareness of, and
present intention to assert, a possible claim.)

2 See section 161, The Relationship of Generally Accepted Auditing Standards to Quality Control
Standards, paragraph .02, and related quality control standards regarding the quality control
function of inspection.
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expressed opinion regarding those financial statements taken as a whole. A
review of his working papers, discussion of the circumstances with engagement
personnel and others, and a re-evaluation of the overall scope of his audit may
be helpful in making this assessment. For example, the results of other
procedures that were applied may tend to compensate for the one omitted or
make its omission less important. Also, subsequent audits may provide audit
evidence in support of the previously expressed opinion.
.05 If the auditor concludes that the omission of a procedure considered
necessary at the time of the audit in the circumstances then existing impairs
his present ability to support his previously expressed opinion regarding the
financial statements taken as a whole, and he believes there are persons
currently relying, or likely to rely, on his report, he should promptly undertake
to apply the omitted procedure or alternative procedures that would provide a
satisfactory basis for his opinion.
.06 When as a result of the subsequent application of the omitted proce
dure or alternative procedures, the auditor becomes aware that facts regarding
the financial statements existed at the date of his report that would have
affected that report had he been aware of them, he should be guided by the
provisions of section 561.05-.09.

.07 If in the circumstances described in paragraph .05, the auditor is
unable to apply the previously omitted procedure or alternative procedures, he
should consult his attorney to determine an appropriate course of action
concerning his responsibilities to his client, regulatory authorities, if any,
having jurisdiction over the client, and persons relying, or likely to rely, on his
report.

Effective Date
.08 This section is effective as of October 31, 1983.
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Adherence to Generally Accepted Accounting Principles

AU Section 410

Adherence to Generally Accepted
Accounting Principles
Source: SAS No. 1, section 410; SAS No. 62.

See section 9410 for interpretations of this section.
Issue date, unless otherwise indicated: November, 1972.

.01 The first standard of reporting is:
The report shall state whether the financial statements are presented in
accordance with generally accepted accounting principles.

.02 The term “generally accepted accounting principles” as used in report
ing standards is construed to include not only accounting principles and
practices but also the methods of applying them. The first reporting standard
is construed not to require a statement of fact by the auditor but an opinion as
to whether the financial statements are presented in conformity with such
principles.1 If limitations on the scope of the audit make it impossible for the
auditor to form an opinion as to such conformity, appropriate qualification of
his report is required. [Amended by Statement on Auditing Standards No. 14,
effective with respect to engagements to issue special reports on data for
periods beginning after December 31, 1976.]

[.03-.04] [Superseded July 1975 by Statement on Auditing Standards No.
5, as superseded by section 411.]

1 When an auditor reports on financial statements prepared in accordance with a comprehensive
basis of accounting other than generally accepted accounting principles, the first standard of report
ing is satisfied by disclosing in the auditor’s report that the statements have been prepared in
conformity with another comprehensive basis of accounting other than generally accepted accounting
principles and by expressing an opinion (or disclaiming an opinion) on whether the financial state
ments are presented in conformity with the comprehensive basis of accounting used (see section 623,
Special Reports, paragraphs .02-.10).
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AU Section 9410

Adherence to Generally Accepted
Accounting Principles: Auditing
Interpretations of Section 410
[1.] Accounting Principles Recommended by Trade Associations[1]

[.01-.03] [Withdrawn August, 1982 by Statement on Auditing Standards
No. 43.]
[2.] The Impact of FASB Statement No. 2 on Auditor's Report Issued
Prior to the Statement's Effective Date*2

[.04-.12] [Superseded October, 1979 by Interpretation No. 3, paragraphs
.13-.18.]
3.

The Impact on an Auditor's Report of an FASB Statement Prior to
the Statement's Effective Date

.13 Question—What is the impact on the auditor’s report when he is
reporting on financial statements issued before the effective date of a State
ment of Financial Accounting Standards and the financial statements will
have to be restated in the future because the FASB statement will require
retroactive application of its provisions by prior period adjustment?
.14 Interpretation—Where the accounting principles being followed are
currently acceptable, the auditor should not qualify his opinion if a company
does not adopt before an FASB Statement becomes effective accounting prin
ciples that will be prescribed by that Statement. For example, Financial
Accounting Standards Board Statement No. 2 [AC section R50], Accounting for
Research and Development Costs, was issued in October 1974, but was effective
for fiscal years beginning on or after January 1,1975. This Statement requires
companies to expense research and development costs encompassed by the
Statement in the period they are incurred. Companies that had deferred
research and development costs were required to restate their financial state
ments by prior period adjustment in the period in which FASB Statement No.
2 [AC section R50] became effective. Deferring research and development costs
before FASB Statement No. 2 [AC section R50] became effective was an
acceptable alternative principle under GAAP, although FASB Statement No.
2 [AC section R50] proscribed such treatment for fiscal years beginning on or
after January 1, 1975. Other reporting considerations are addressed in the
following paragraphs.

.15 Section 508, Reports on Audited Financial Statements, paragraph .41
states: “Information essential for a fair presentation in conformity with gener
ally accepted accounting principles should be set forth in the financial state
ments (which include related notes).” For financial statements that are prepared
[1] [Footnote deleted.]

2 Originally issued under the title “Effect on the Auditor’s Opinion of FASB Statement on
Research and Development Costs” (Journal ofAccountancy, Jan. ‘75, p. 74).
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on the basis of accounting principles that are acceptable at the financial-state
ment date but that will not be acceptable in the future, the auditor should
consider whether disclosure of the impending change in principle and the
resulting restatement are essential data. If he decides that the matter should
be disclosed and it is not, the auditor should express a qualified or adverse
opinion as to conformity with GAAP, as required by section 508.41.

.16 To evaluate the adequacy of disclosure of the prospective change in
principle, the auditor should assess the potential effect on the financial state
ments. Using the research and development cost example given above, the
effect of the anticipated prior period adjustment to write off previously de
ferred research and development costs would in some instances be so material
that disclosure would be essential for an understanding of the financial state
ments. In cases such as this, where the estimated impact is so material,
disclosure can best be made by supplementing the historical financial state
ments with pro forma financial data that give effect to the future adjustment
as if it had occurred on the date of the balance sheet. (See section 560.05.) The
pro forma data may be presented in columnar form alongside the historical
statements, in the notes to the historical statements, or in separate pro forma
statements presented with the historical statements.
.17 The auditor also should consider whether disclosure is needed for
other effects that may result upon the required future adoption of an account
ing principle. For example, the future adoption of such a principle may result
in a reduction to stockholders’ equity that may cause the company to be in
violation of its debt covenants, which in turn may accelerate the due date for
repayment of debt.

.18 Even if the auditor decides that the disclosure of the forthcoming
change and its effects are adequate and, consequently, decides not to qualify
his opinion, he nevertheless may decide to include an explanatory paragraph
in his report if the effects of the change are expected to be unusually material.
The explanatory paragraph should not be construed as a qualification of the
auditor’s opinion; it is intended to highlight circumstances of particular impor
tance and to aid in interpreting the financial statements (see section 508.19).
[Issue Date: October, 1979; Revised: December, 1992;
Revised: June, 1993; Revised: February, 1997.]
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AU Section 411

The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles*
(Supersedes SAS No. 5)
Source: SAS No. 69; SAS No. 91; SAS No. 93.

See section 9411 for interpretations of this section.
Effective for audits of financial statements for periods ending after March 15, 1992,
unless otherwise indicated.

.01 An independent auditor’s report contains an opinion as to whether the
financial statements present fairly, in all material respects, an entity’s finan
cial position, results of operations, and cash flows in conformity with generally
accepted accounting principles. An identification of the country of origin of
those generally accepted accounting principles also is required (see section
508.08h).
The purpose of this section is to explain the meaning of “present fairly ... in
conformity with generally accepted accounting principles.” [As amended, effec
tive for reports issued or reissued on or after June 30, 2001 by Statement on
Auditing Standards No. 93.]

.02 The first standard of reporting requires an auditor who has audited
financial statements in accordance with generally accepted auditing standards
to state in the auditor’s, report whether the statements are presented in
conformity with generally accepted accounting principles. The phrase “gener
ally accepted accounting principles” is a technical accounting term that encom
passes the conventions, rules, and procedures necessary to define accepted
accounting practice at a particular time. It includes not only broad guidelines
of general application, but also detailed practices and procedures. Those con
ventions, rules, and procedures provide a standard by which to measure
financial presentations. [Revised, June 1993, to reflect conforming changes
necessary due to the issuance of Statement of Position 93-3.]
.03 The independent auditor’s judgment concerning the “fairness” of the
overall presentation of financial statements should be applied within the
framework of generally accepted accounting principles. Without that frame
work, the auditor would have no uniform standard forjudging the presentation
of financial position, results of operations, and cash flows in financial state
ments.
.04 The auditor’s opinion that financial statements present fairly an entity’s
financial position, results of operations, and cash flows in conformity with gener
ally accepted accounting principles should be based on his or her judgment as to
Title amended, effective for reports issued or reissued on or after June 30, 2001, by Statement
on Auditing Standards No. 93.
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whether (a) the accounting principles selected and applied have general accep
tance; (b) the accounting principles are appropriate in the circumstances; (c)
the financial statements, including the related notes, are informative of mat
ters that may affect their use, understanding, and interpretation (see section
431); (d) the information presented in the financial statements is classified and
summarized in a reasonable manner, that is, neither too detailed nor too con
densed (see section 431); and (e) the financial statements reflect the underlying
transactions and events in a manner that presents the financial position, results
of operations, and cash flows stated within a range of acceptable limits, that is,
limits that are reasonable and practicable to attain in financial statements.1
.05 Independent auditors agree on the existence of a body of generally
accepted accounting principles, and they are knowledgeable about these prin
ciples and in the determination of their general acceptance. Nevertheless, the
determination that a particular accounting principle is generally accepted may
be difficult because no single reference source exists for all such principles. The
sources of established accounting principles that are generally accepted in the
United States of America are—
a.

Accounting principles promulgated by a body designated by the
AICPA Council to establish such principles, pursuant to rule 203 of
the AICPA Code of Professional Conduct. Rule 203 provides that an
auditor should not express an unqualified opinion if the financial
statements contain a material departure from such pronouncements
unless, due to unusual circumstances, adherence to the pronounce
ments would make the statements misleading. Rule 203 implies that
application of officially established accounting principles almost
always results in the fair presentation of financial position, results
of operations, and cash flows, in conformity with generally accepted
accounting principles. Nevertheless, rule 203 provides for the possi
bility that literal application of such a pronouncement might, in
unusual circumstances, result in misleading financial statements.
(See section 508, Reports on Audited Financial Statements, para
graphs .14 and .15.)

b.

Pronouncements of bodies, composed of expert accountants, that
deliberate accounting issues in public forums for the purpose of
establishing accounting principles or describing existing accounting
practices that are generally accepted, provided those pronounce
ments have been exposed for public comment and have been cleared
by a body referred to in category (a).1
2

c.

Pronouncements of bodies, organized by a body referred to in cate
gory (a) and composed of expert accountants, that deliberate account
ing issues in public forums for the purpose of interpreting or
establishing accounting principles or describing existing accounting
practices that are generally accepted, or pronouncements referred to
in category (b) that have been cleared by a body referred to in category
(a) but have not been exposed for public comment.

d.

Practices or pronouncements that are widely recognized as being
generally accepted because they represent prevalent practice in a

1 The concept of materiality is inherent in the auditor’s judgments. That concept involves
qualitative as well as quantitative judgments (see sections 150.04, 312.10, and 508.36).

2 For purposes of this section, the word cleared means that a body referred to in subparagraphs
(a) has indicated that it does not object to the issuance of the proposed pronouncement.
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particular industry, or the knowledgeable application to specific
circumstances of pronouncements that are generally accepted.
[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]
.06 Generally accepted accounting principles recognize the importance of
reporting transactions and events in accordance with their substance. The
auditor should consider whether the substance of transactions or events differs
materially from their form.

.07 If the accounting treatment of a transaction or event is not specified
by a pronouncement covered by rule 203, the auditor should consider whether
the accounting treatment is specified by another source of established
accounting principles. If an established accounting principle from one or
more sources in category (b), (c), or (d) is relevant to the circumstances, the
auditor should be prepared to justify a conclusion that another treatment is
generally accepted. If there is a conflict between accounting principles relevant
to the circumstances from one or more sources in category (b), (c), or (d), the
auditor should follow the treatment specified by the source in the higher
category—for example, follow category (b) treatment over category (c)—or be
prepared to justify a conclusion that a treatment specified by a source in the
lower category better presents the substance of the transaction in the circum
stances.
.08 The auditor should be aware that the accounting requirements
adopted by regulatory agencies for reports filed with them may differ from
generally accepted accounting principles in certain respects. Section 544, Lack
of Conformity With Generally Accepted Accounting Principles, paragraph .04
and section 623, Special Reports provide guidance if the auditor is reporting on
financial statements prepared in conformity with a comprehensive basis of
accounting other than generally accepted accounting principles.
.09 Because of developments such as new legislation or the evolution of a
new type of business transaction, there sometimes are no established account
ing principles for reporting a specific transaction or event. In those instances,
it might be possible to report the event or transaction on the basis of its
substance by selecting an accounting principle that appears appropriate when
applied in a manner similar to the application of an established principle to an
analogous transaction or event.

Application to Nongovernmental Entities
.10 For financial statements of entities other than governmental entities—3
a.

Category (a), officially established accounting principles, consists
of Financial Accounting Standards Board (FASB) Statements of
Financial Accounting Standards and Interpretations, Accounting

3 Rules and interpretive releases of the Securities and Exchange Commission (SEC) have an
authority similar to category (a) pronouncements for SEC registrants. In addition, the SEC staff
issues Staff Accounting Bulletins that represent practices followed by the staff in administering SEC
disclosure requirements. Also, the Introduction to the FASB’s EITF Abstracts states that the Securi
ties and Exchange Commission’s Chief Accountant has said that the SEC staff would challenge any
accounting that differs from a consensus of the FASB Emerging Issues Task Force, because the
consensus position represents the best thinking on areas for which there are no specific standards.
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Principles Board (APB) Opinions, and AICPA Accounting Research
Bulletins.

b.

Category (b) consists of FASB Technical Bulletins and, if cleared4 by
the FASB, AICPA Industry Audit and Accounting Guides and AICPA
Statements of Position.

c.

Category (c) consists of AICPA Accounting Standards Executive
Committee (AcSEC) Practice Bulletins that have been cleared4 by
the FASB and consensus positions of the FASB Emerging Issues
Task Force.

d.

Category (d) includes AICPA accounting interpretations and imple
mentation guides (“Qs and As”) published by the FASB staff, and
practices that are widely recognized and prevalent either generally
or in the industry.

.11 In the absence of a pronouncement covered by rule 203 or another
source of established accounting principles, the auditor of financial statements
of entities other than governmental entities may consider other accounting
literature, depending on its relevance in the circumstances. Other accounting
literature includes, for example, FASB Statements of Financial Accounting
Concepts; AICPA Issues Papers; International Accounting Standards of the
International Accounting Standards Committee; Governmental Accounting
Standards Board (GASB) Statements, Interpretations, and Technical Bulle
tins; Federal Accounting Standards Advisory Board (FASAB) Statements,
Interpretations, and Technical Bulletins; pronouncements of other profes
sional associations or regulatory agencies; Technical Information Service In
quiries and Replies included in AICPA Technical Practice Aids; and accounting
textbooks, handbooks, and articles. The appropriateness of other accounting
literature depends on its relevance to particular circumstances, the specificity
of the guidance, and the general recognition of the issuer or author as an
authority. For example, FASB Statements of Financial Accounting Concepts
would normally be more influential than other sources in this category. [Re
vised, June 1993, to reflect conforming changes necessary due to the issuance
of Statement of Position 93-3.]

Application to State and Local Governmental Entities
.12 For financial statements of state and local governmental entities—5

a.

Category (a), officially established accounting principles, consists of
GASB Statements and Interpretations, as well as AICPA and FASB
pronouncements specifically made applicable to state and local gov
ernmental entities by GASB Statements or Interpretations. GASB
Statements and Interpretations are periodically incorporated in the
Codification of Governmental Accounting and Financial Reporting
Standards.

b.

Category (b) consists of GASB Technical Bulletins and, if specifically
made applicable to state and local governmental entities by the

4 The auditor should assume that such pronouncements have been cleared by the FASB unless
the pronouncement indicates otherwise.
5 State and local governmental entities include public benefit corporations and authorities;
public employee retirement systems; and governmental utilities, hospitals and other health care
providers, and colleges and universities.
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AICPA and cleared6 by the GASB, AICPA Industry Audit and
Accounting Guides and AICPA Statements of Position.
c.

Category (c) consists of AICPA AcSEC Practice Bulletins if specifi
cally made applicable to state and local governmental entities and
cleared6 by the GASB, as well as consensus positions of a group of
accountants organized by the GASB that attempts to reach consen
sus positions on accounting issues applicable to state and local
governmental entities.7

d.

Category (d) includes implementation guides (“Qs and As”) published
by the GASB staff, as well as practices that are widely recognized
and prevalent in state and local government.

.13 In the absence of a pronouncement covered by rule 203 or another
source of established accounting principles, the auditor of financial statements
of state and local governmental entities may consider other accounting litera
ture, depending on its relevance in the circumstances. Other accounting litera
ture includes, for example, GASB Concepts Statements; the pronouncements
referred to in categories (a) through (d) of paragraph .10 when not specifically
made applicable to state and local governmental entities either by the GASB
or by the organization issuing them; FASB Concepts Statements; FASAB
Statements, Interpretations, Technical Bulletins, and Concepts Statements;
AICPA Issues Papers; International Accounting Standards of the Interna
tional Accounting Standards Committee; pronouncements of other profes
sional associations or regulatory agencies; Technical Information Service
Inquiries and Replies included in AICPA Technical Practice Aids; and account
ing textbooks, handbooks, and articles. The appropriateness of other account
ing literature depends on its relevance to particular circumstances, the
specificity of the guidance, and the general recognition of the issuer or author
as an authority. For example, GASB Concepts Statements would normally be
more influential than other sources in this category. [Revised, June 1993, to
reflect conforming changes necessary due to the issuance of Statement of
Position 93-3.]

Application to Federal Governmental Entities
.14 For financial statements of federal governmental entities—8

a.

Category (a), officially established accounting principles, consists of
Federal Accounting Standards Advisory Board (FASAB) Statements
and Interpretations, as well as AICPA and FASB pronouncements
specifically made applicable to federal governmental entities by
FASAB Statements or Interpretations. FASAB Statements and In
terpretations will be periodically incorporated in a publication by the
FASAB.

b.

Category (b) consists of FASAB Technical Bulletins and, if specifi
cally made applicable to federal governmental entities by the AICPA

6 The auditor should assume that such pronouncements specifically made applicable to state and
local governments have been cleared by the GASB unless the pronouncement indicates otherwise.

7 As of the date of this section, the GASB had not organized such a group.
8 Federal Accounting Standards Advisory Board (FASAB) Concepts Statement No. 2, Entity and
Display, defines federal governmental entities. [Footnote added, effective April 2000, by Statement
on Auditing Standards No. 91.]
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and cleared by the FASAB, AICPA Industry Audit and Accounting
Guides and AICPA Statements of Position.9

c.

Category (c) consists of AICPA AcSEC Practice Bulletins if specifi
cally made applicable to federal governmental entities and cleared
by the FASAB, as well as Technical Releases of the Accounting and
Auditing Policy Committee of the FASAB.

d.

Category (d) includes implementation guides published by the
FASAB staff, as well as practices that are widely recognized and
prevalent in the federal government.

[Paragraph added, effective April 2000, by Statement on Auditing Standards
No. 91.]

.15 In the absence of a pronouncement covered by rule 203 or another
source of established accounting principles, the auditor of financial statements
of a federal governmental entity may consider other accounting literature,
depending on its relevance in the circumstances. Other accounting literature
includes, for example, FASAB Concepts Statements; the pronouncements
referred to in categories (a) through (d) of paragraph .10 when not specifically
made applicable to federal governmental entities by the FASAB; FASB Concepts
Statements; GASB Statements, Interpretations, Technical Bulletins, and Con
cepts Statements; AICPA Issues Papers; International Accounting Standards
of the International Accounting Standards Committee; pronouncements of
other professional associations or regulatory agencies; Technical Information
Service Inquiries and Replies included in AICPA Technical Practice Aids; and
accounting textbooks, handbooks, and articles. The appropriateness of other
accounting literature depends on its relevance to particular circumstances, the
specificity of the guidance, and the general recognition of the issuer or author
as an authority. For example, FASAB Concepts Statements would normally be
more influential than other sources in this category. [Paragraph added, effec
tive April 2000, by Statement on Auditing Standards No. 91.]

Effective Date
.16 This section is effective for audits of financial statements for periods
ending after March 15, 1992. [Paragraph added, effective April 2000, by
Statement on Auditing Standards No. 91.]

Transition
.17 Most of the pronouncements or practices in categories (b), (c), and (d)
of paragraphs .10 and .12 had equal authoritative standing prior to the
issuance of this section. An entity following an accounting treatment in cate
gory (c) or (d) as of March 15,1992, need not change to an accounting treatment
in a category (b) or category (c) pronouncement whose effective date is before
March 15,1992. For example, a nongovernmental entity that followed a prevalent
industry practice (category (d)) as of March 15, 1992, need not change to an
accounting treatment included in a pronouncement in category (b) or (c) (for
example, an accounting principle in a cleared AICPA Statement of Position or
AcSEC Practice Bulletin) whose effective date is before March 15, 1992. For
9 The auditor should assume that such pronouncements specifically made applicable to federal
governmental entities have been cleared by the FASAB, unless the pronouncement indicates other
wise. [Footnote added, effective April 2000, by Statement on Auditing Standards No. 91.]
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pronouncements whose effective date is subsequent to March 15,1992, and for
entities initially applying an accounting principle after March 15,1992 (except
for FASB Emerging Issues Task Force consensus positions issued before March
16, 1992, which become effective in the hierarchy for initial application of an
accounting principle after March 15, 1993), the auditor should follow the
applicable hierarchy established by paragraphs .10 and .12 in determining
whether an entity’s financial statements are fairly presented in conformity
with generally accepted accounting principles. [Paragraph added, effective
April 2000, by Statement on Auditing Standards No. 91.]
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A ccounting Guides and A IC P A Statem ents
A IC P A In d u s try A u d it and A cco u n tin g
o f P osition
_______G uides and A IC P A S tatem ents o f P osition

.12 b G ASB T echnical B u lle tin s , and th e fo llo w 
in g pronouncem ents if sp e cifica lly m ade

applicable to state and local governm ents
by a G ASB S ta te m e n t or In te rp re ta tio n

if

.12a G ASB Statem ents and In te rp re ta tio n s plus
A IC P A and FASB pronouncem ents made

E stablished A cco u n tin g P rin cip le s

Paragraph references correspond to the paragraphs o f this section that describe the categories of the GAAP hierarchy.
As of the date o f this section, the GASB had not organized such a group.

and A s ” p u b lish e d by the FA S B sta ff, as
w e ll as in d u s try practices w id e ly recog 
nized and p re v a le n t

.10 d A IC P A a c c o u n tin g in te rp re ta tio n s ,

B u lle tin s

.10c Consensus positions o f th e F A S B E m e r 
ging Issues T ask Force and A IC P A Practice

d u s try A u d it and A ccounting G uides, and
A IC P A S tatem ents o f P osition

.10 b F A S B T e c h n ic a l

B u lle tin s

.10a F A S B S tatem ents and Interpretations, A P B
O pinions, and A IC P A A ccounting Research

___________

.18
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O th e r accounting lite ra tu re , including FASB
Concepts Statem ents; A IC P A Issues Papers;
In te rn a tio n a l Accounting Standards Com 
m itte e Statements; GASB Statements, In te r 
pretations, and Technical B ulletins; FASAB
Statem ents, Interpretations, and Technical
B u lle tin s; pronouncements o f other profes 
sional associations or regulatory agencies;
A IC P A Technical Practice A ids, and account
in g textbooks, handbooks, and articles

.13

S tate a n d L o ca l G overnm ents
O ther A cco u n tin g L ite ra tu re || __________

P ractice Aids', and accounting textbooks,
handbooks, and articles

Concepts S tatem ents; F A S A B S tatem ents,
In te rp re ta tio n s , and T echnical B u lle tin s ,
and Concepts S tatem ents; A IC P A Issues
P apers; In te rn a tio n a l A cco u n tin g S ta n 
dards C om m ittee S tatem ents; pronounce 
m ents o f o th e r professional associations or
re g u la to ry agencies; A IC P A T echnical

s ta te a n d lo c a l g o v e rn m e n ts ; F A S B

w hen n o t specifically m ade applicable to

h ie ra rc h y fo r n o n g o ve rn m e n ta l e n titie s

G A S B Concepts S tatem ents; pronounce 
m ents in categories (a) th ro u g h (d) o f the

O th e r a c c o u n tin g lite ra tu re , in c lu d in g

________

.15

a rtic le s

___

C om m ittee; pronouncem ents o f o th e r pro 
fessional associations or re g u la to ry agen 
cies; A IC P A T echnical Practice Aids', and
a c c o u n tin g te x tb o o k s , handbooks, and

In te r n a tio n a l A c c o u n tin g S ta n d a rd s

F A S A B Concepts S tatem ents; pronounce 
m ents in categories (a) th ro u g h (d) o f the
h ie ra rc h y in p a ra g ra p h .10 w h e n n o t
s p e c ific a lly m ade a p p lica b le to fe d e ra l
g o v e rn m e n ta l e n titie s ; F A S B Concepts
S tatem ents; G A S B S tatem ents, In te rp re 
ta tio n s, T echnical B u lle tin s , and Concepts
S tatem ents; A IC P A Issues Papers; In te r 
n a tio n a l A c c o u n tin g S ta n d a rd s o f th e

O th e r a c c o u n tin g lite ra tu re , in c lu d in g

F ederal G overnm ental E n titie s

|
|

In the absence of established accounting principles, the auditor may consider other accounting literature, depending on its relevance in the circumstances.

[Revised, June 1993, to reflect conforming changes necessary due to the issuance of Statement of Position 93-3. Paragraph renumbered
and amended, effective April 2000, by Statement on Auditing Standards No. 91.]

.11

N ongovernm ental E n titie s

The Meaning of "Present Fairly in Conformity. With GAAP"

809

AU §411.18

The Meaning of "Present Fairly in Conformity With GAAP"

811

AU Section 9411

The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting
Principles: Auditing Interpretations of
Section 411*
[1.] The Auditor's Consideration of Accounting Principles Set Forth in
Industry Audit and Accounting Guides
[.01-.04] [Deleted September, 1984.]

[2.] The Auditor's Consideration of Accounting Principles Promulgated
by the Governmental Accounting Standards Board
[.05-.10] [Withdrawn April, 1988 by SAS No. 52.]
3.

The Auditor's Consideration of Management's Adoption of
Accounting Principles for New Transactions or Events

.11 Question—When an entity engages in new types of transactions or
encounters new events that are material and for which there are no established
sources of accounting principles, what should the auditor consider in formulat
ing a judgment about the general acceptance and appropriateness in the
circumstances of the accounting principles selected by management?

.12 Interpretation—When an entity adopts accounting principles in re
sponse to new types of transactions or events that are material and for which
there are no established sources of accounting principles, the auditor should
understand the basis used by management to select the particular accounting
principle. In assessing the appropriateness of the accounting principle selected
by management, the auditor may consider whether there are analogous trans
actions or events for which there are established accounting principles. If the
auditor has identified analogous transactions or events for which there are
established accounting principles, he or she should follow the guidance in
section 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, paragraph .09. Section 411.09 states that
“there sometimes are no established accounting principles for reporting a
specific transaction or event. In those instances, it might be possible to report
the event or transaction on the basis of its substance by selecting an accounting
principle that appears appropriate when applied in a manner similar to the
application of an established principle to an analogous transaction or event.”
.13 In addition, the auditor also may consider the appropriateness of
other accounting literature, as discussed in section 411.11 for nongovernmen
tal entities or section 411.13 for governmental entities. The appropriateness of
* Title of section 411 amended, effective for reports issued or reissued on or after June 30, 2001,
by Statement on Auditing Standards No. 93.
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other accounting literature depends on its relevance to particular circum
stances, the specificity of the guidance, and the general recognition of the
issuer or author as an authority.

.14 Section 411.04, recognizes that an auditor’s opinion that financial
statements are presented fairly inrconformity with generally accepted account
ing principles should be based on his or her judgment as to whether the
accounting principles selected and applied have general acceptance and are
appropriate in the circumstances.

.15 Furthermore, in engagements where section 380, Communication
With Audit Committees, applies, the auditor should determine that the audit
committee (or its equivalent) is informed about the initial selection of and
changes in significant accounting policies or their application. The auditor
should also determine that the audit committee (or its equivalent) is informed
about the methods used to account for significant unusual transactions and the
effect of significant accounting policies in controversial or emerging areas for
which there is a lack of authoritative guidance or consensus.
[Issue Date: March, 1095; Revised: October, 2000.]
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AU Section 420

Consistency of Application of Generally
Accepted Accounting Principles
Source: SAS No. 1, section 420; SAS No. 43; SAS No. 88.

See section 9420 for interpretations of this section.
Issue date, unless otherwise indicated: November, 1972.

.01 The second standard of reporting (referred to herein as the consis
tency standard) is:
The report shall identify those circumstances in which such principles have not
been consistently observed in the current period in relation to the preceding
period.

.02 The objective of the consistency standard is to ensure that if compa
rability of financial statements between periods has been materially affected
by changes in accounting principles, there will be appropriate reporting by the
independent auditor regarding such changes.1 It is also implicit in the objec
tive that such principles have been consistently observed within each period.
The auditor’s standard report implies that the auditor is satisfied that the
comparability of financial statements between periods has not been materially
affected by changes in accounting principles and that such principles have been
consistently applied between or among periods because either (a) no change in
accounting principles has occurred, or (b) there has been a change in account
ing principles or in the method of their application, but the effect of the change
on the comparability of the financial statements is not material. In these cases,
the auditor would not refer to consistency in his report.
.03 Proper application of the consistency standard by the independent
auditor requires an understanding of the relationship of consistency to compa
rability. Although lack of consistency may cause lack of comparability, other
factors unrelated to consistency may also cause lack of comparability.1
2
.04 A comparison of the financial statements of an entity between years
may be affected by (a) accounting changes, (b) an error in previously issued
financial statements, (c) changes in classification, and (d) events or transac
tions substantially different from those accounted for in previously issued
statements. Accounting change, as defined in APB Opinion No. 20 [AC section
A06], means a change in (1) an accounting principle, (2) an accounting esti
mate, or (3) the reporting entity (which is a special type of change in accounting
principle).
1 The appropriate form of reporting on a lack of consistency is discussed in section 508, Reports
on Audited Financial Statements, paragraphs .16 through .18. [Footnote added to reflect the conform
ing changes necessary due to the issuance of Statement on Auditing Standards Nos. 53 through 62.]

2 For a discussion of comparability of financial statements of a single enterprise, see paragraphs
111 through 119 of FASB Statement of Financial Accounting Concepts No. 2, “Qualitative Charac
teristics of Accounting Information.” [Footnote renumbered to reflect the conforming changes neces
sary due to the issuance of Statement on Auditing Standards Nos. 53 through 62. Revised, June,
1993, to reflect conforming changes necessary due to the issuance of Statement of Position 93-3.]
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.05 Changes in accounting principle having a material effect on the
financial statements require recognition in the independent auditor’s report
through the addition of an explanatory paragraph (following the opinion
paragraph). Other factors affecting comparability in financial statements may
require disclosure, but they would not ordinarily be commented upon in the
independent auditor’s report.

Accounting Changes Affecting Consistency

Change in Accounting Principle
.06 “A change in accounting principle results from adoption of a generally
accepted accounting principle different from the one used previously for report
ing purposes. The term accounting principle includes not only accounting
principles and practices but also the methods of applying them.”3 A change in
accounting principle includes, for example, a change from the straight-line
method to the declining balance method of depreciation for all assets in a class
or for all newly acquired assets in a class. The consistency standard is applica
ble to this type of change and requires recognition in the auditor’s report
through the addition of an explanatory paragraph. [As modified, effective
January 1, 1975, by FASB Statement No. 2 (AC section R50).]

Change in the Reporting Entity
.07 A change in the reporting entity is a special type of change in account
ing principle, which results in financial statements that, in effect, are those of
a different reporting entity. This type is limited mainly to—

a.

Presenting consolidated or combined statements in place of state
ments of individual companies.

b.

Changing specific subsidiaries comprising the group of companies for
which consolidated statements are presented.

c.

Changing the companies included in combined financial statements.

A business combination accounted for by the pooling of interests method also
results in a different reporting entity.4 [As amended, effective December 1999,
by Statement on Auditing Standards No. 88.]
.08 A change in the reporting entity resulting from a transaction or event,
such as a pooling of interests, or the creation, cessation, or complete or partial
purchase or disposition of a subsidiary or other business unit, does not require
that an explanatory paragraph about consistency be included in the auditor’s
report. A change in the reporting entity that does not result from a transaction
or event requires recognition in the auditor’s report through inclusion of an
explanatory paragraph. [Paragraph added, effective December 1999, by State
ment on Auditing Standards No. 88.]
.09 When companies have merged or combined in a pooling of interests,
appropriate effect of the pooling should be given in the presentation of financial
position, results of operations, cash flows, and other historical financial data of
3 Accounting Principles Board Opinion No. 20, paragraph 7 [AC section A06.105]. [Footnote
renumbered to reflect the conforming changes necessary due to the issuance of Statement on
Auditing Standards Nos. 53 through 62.]
4 APB Opinion No. 20, paragraph .12. [Footnote added, effective December 1999, by Statement
on Auditing Standards No. 88.]
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the continuing business for the year in which the combination is consummated
and, in comparative financial statements, for years prior to the year of pooling,
as described in APB Opinion No. 16, Business Combinations [AC section B50].
If prior year financial statements, presented in comparison with current year
financial statements, are not restated to give appropriate recognition to a
pooling of interests, a departure from generally accepted accounting principles
has occurred which necessitates that the auditor express a qualified or an adverse
opinion as discussed in section 508, Reports on Audited Financial Statements,
paragraphs .35 through .40. Since the inconsistency arises not from a change in
the application of an accounting principle in the current year, but from the lack
of such application to prior years, an explanatory paragraph (in addition to the
modification relating to the departure from generally accepted accounting
principles) is not required. [Paragraph added to reflect the conforming changes
necessary due to the issuance of Statement on Auditing Standards Nos. 53
through 62. Paragraph renumbered and amended, effective December 1999, by
Statement on Auditing Standards No. 88.]

[.10] [Paragraph added to reflect the conforming changes necessary due
to the issuance of Statement on Auditing Standards Nos. 53 through 62.
Paragraph renumbered and deleted by the issuance of Statement on Auditing
Standards No. 88, December 1999.]
[.11] [Paragraph renumbered to reflect the conforming changes neces
sary due to the issuance of Statement on Auditing Standards Nos. 53 through
62. Paragraph subsequently renumbered and deleted by the issuance of State
ment on Auditing Standards No. 88, December 1999.]

Correction of an Error in Principle
.12 A change from an accounting principle that is not generally accepted
to one that is generally accepted, including correction of a mistake in the
application of a principle, is a correction of an error. Although this type of
change in accounting principle should be accounted for as the correction of an
error,5* the change requires recognition in the auditor’s report through the
addition of an explanatory paragraph. [Paragraph renumbered to reflect the
conforming changes necessary due to the issuance of Statement on Auditing
Standards Nos. 53 through 62. Paragraph subsequently renumbered by the
issuance of Statement on Auditing Standards No. 88, December 1999.][6]

Change in Principle Inseparable From Change in Estimate
.13 The effect of a change in accounting principle may be inseparable from
the effect of a change in estimate.7 Although the accounting for such a change
is the same as that accorded a change only in estimate, a change in principle is
involved. Accordingly, this type of change requires recognition in the independent*6
5 See paragraphs 13, 36, and 37 of Accounting Principles Board Opinion No. 20 [AC section
A35.104-.105]. [Footnote renumbered to reflect the conforming changes necessary due to the issuance
of Statement on Auditing Standards Nos. 53 through 62, Footnote subsequently renumbered by the
issuance of Statement on Auditing Standards No. 88, December 1999.]

[6] [Footnote deleted to reflect the conforming changes necessary due to the issuance of State
ment on Auditing Standards Nos. 53 through 62. Footnote renumbered by the issuance of Statement
on Auditing Standards No. 88, December 1999.]
7 See paragraph 11 of Accounting Principles Board Opinion No. 20 [AC section A06.110]. [Foot
note renumbered to reflect the conforming changes necessary due to the issuance of Statement on
Auditing Standards Nos. 53 through 62. Footnote subsequently renumbered by the issuance of
Statement on Auditing Standards No. 88, December 1999.]
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auditor’s report through the addition of an explanatory paragraph. [Paragraph
renumbered to reflect the conforming changes necessary due to the issuance of
Statement on Auditing Standards Nos. 53 through 62. Paragraph sub
sequently renumbered by the issuance of Statement on Auditing Standards
No. 88, December 1999.]

Changes in Presentation of Cash Flows
.14 For purposes of presenting cash flows, FASB Statement No. 95,
Statement of Cash Flows [AC section C25], states that, “An enterprise shall
disclose its policy for determining which items are treated as cash equivalents.
Any change to that policy is a change in accounting principle that shall be
effected by restating financial statements for earlier years presented for com
parative purposes.” Accordingly, this type of change in presentation of cash
flows requires recognition in the independent auditor’s report through the
addition of an explanatory paragraph. [Paragraph added to reflect the con
forming changes necessary due to the issuance of Statement on Auditing
Standards Nos. 53 through 62. Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 88, December 1999.]

Changes Not Affecting Consistency

Change in Accounting Estimate
.15 Accounting estimates (such as service lives and salvage values of
depreciable assets and provisions for warranty costs, uncollectible receivables,
and inventory obsolescence) are necessary in the preparation of financial
statements. Accounting estimates change as new events occur and as addi
tional experience and information are acquired. This type of accounting change
is required by altered conditions that affect comparability but do not involve
the consistency standard. The independent auditor, in addition to satisfying
himself with respect to the conditions giving rise to the change in accounting
estimate, should satisfy himself that the change does not include the effect of
a change in accounting principle. Provided he is so satisfied, he need not
comment on the change in his report.[8] However, an accounting change of this
type having a material effect on the financial statements may require disclo
sure in a note to the financial statements.9 [Paragraph renumbered to reflect
the conforming changes necessary due to the issuance of Statement on Audit
ing Standards Nos. 53 through 62. Paragraph subsequently renumbered by the
issuance of Statement on Auditing Standards No. 88, December 1999.]

Error Correction Not Involving Principle
.16 Correction of an error in previously issued financial statements re
sulting from mathematical mistakes, oversight, or misuse of facts that existed
at the time the financial statements were originally prepared does not involve
the consistency standard if no element of accounting principles or their appli
cation is included. Accordingly, the independent auditor need not recognize the
[8] [Footnote deleted. Footnote renumbered to reflect the conforming changes necessary due to
the issuance of Statement on Auditing Standards Nos. 53 through 62. Footnote subsequently renum
bered by the issuance of Statement on Auditing Standards No. 88, December 1999.]
9 See paragraph 33 of Accounting Principles Board Opinion No. 20 [AC section A06.132]. [Foot
note renumbered to reflect the conforming changes necessary due to the issuance of Statement on
Auditing Standards Nos. 53 through 62. Footnote subsequently renumbered by the issuance of
Statement on Auditing Standards No. 88, December 1999.]
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correction in his report.10 [Paragraph renumbered to reflect the conforming
changes necessary due to the issuance of Statement on Auditing Standards
Nos. 53 through 62. Paragraph subsequently renumbered by the issuance of
Statement on Auditing Standards No. 88, December 1999.]

Changes in Classification and Reclassifications
.17 Classifications in the current financial statements may be different
from classifications in the prior year’s financial statements. Although changes
in classification are usually not of sufficient importance to necessitate disclo
sure, material changes in classification should be indicated and explained in
the financial statements or notes. These changes and material reclassifications
made in previously issued financial statements to enhance comparability with
current financial statements ordinarily would not need to be referred to in the
independent auditor’s report. [Paragraph renumbered to reflect the conform
ing changes necessary due to the issuance of Statement on Auditing Standards
Nos. 53 through 62. Paragraph subsequently renumbered by the issuance of
Statement on Auditing Standards No. 88, December 1999.]

Variations in Presentation of Statement of Changes in
Financial Position
[.18] [Paragraph renumbered to reflect the conforming changes neces
sary due to the issuance of Statement on Auditing Standards Nos. 53 through
62. Paragraph subsequently renumbered by the issuance of Statement on
Auditing Standards No. 88.]

Substantially Different Transactions or Events
.19 Accounting principles are adopted when events or transactions first
become material in their effect. Such adoption, as well as modification or
adoption of an accounting principle necessitated by transactions or events that
are clearly different in substance from those previously occurring, do not
involve the consistency standard although disclosure in the notes to the
financial statements may be required. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 43, August 1982. Paragraph sub
sequently renumbered to reflect the conforming changes necessary due to the
issuance of Statement on Auditing Standards Nos. 53 through 62. Paragraph
subsequently renumbered by the issuance of Statement on Auditing Standards
No. 88, December 1999.]

Changes Expected to Have a Material Future Effect
.20 If an accounting change has no material effect on the financial state
ments in the current year, but the change is reasonably certain to have
substantial effect in later years, the change should be disclosed in the notes to
the financial statements whenever the statements of the period of change are
presented, but the independent auditor need not recognize the change in his
report. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 43, August 1982. Paragraph subsequently renumbered to reflect
10 If the independent auditor had previously reported on the financial statements containing the
error, he should refer to section 561, Subsequent Discovery of Facts Existing at the Date of the
Auditor’s Report. [Footnote renumbered to reflect the conforming changes necessary due to the
issuance of Statement on Auditing Standards Nos. 53 through 62. Footnote subsequently renum
bered by the issuance of Statement on Auditing Standards No. 88, December 1999.]
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the conforming changes necessary due to the issuance of Statement on Audit
ing Standards Nos. 53 through 62. Paragraph subsequently renumbered by the
issuance of Statement on Auditing Standards No. 88, December 1999.]

Disclosure of Changes Not Affecting Consistency
.21 While the matters do not require the addition of an explanatory
paragraph about consistency in the independent auditor’s report, the auditor
should qualify his opinion as to the disclosure matter if necessary disclosures
are not made. (See section 431.) [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 43, August 1982. Paragraph sub
sequently renumbered to reflect the conforming changes necessary due to the
issuance of Statement on Auditing Standards Nos. 53 through 62. Paragraph
subsequently renumbered by the issuance of Statement on Auditing Standards
No. 88, December 1999.]

Periods to Which the Consistency Standard Relates
.22 When the independent auditor reports only on the current period, he
should obtain sufficient, competent evidential matter about consistency of the
application of accounting principles, regardless of whether financial state
ments for the preceding period are presented. (The term “current period”
means the most recent year, or period of less than one year, upon which the
independent auditor is reporting.) When the independent auditor reports on
two or more years, he should address the consistency of the application of
accounting principles between such years and the consistency of such years
with the year prior thereto if such prior year is presented with the financial
statements being reported upon. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 43, August 1982. Paragraph sub
sequently renumbered to reflect the conforming changes necessary due to the
issuance of Statement on Auditing Standards Nos. 53 through 62. Paragraph
subsequently renumbered by the issuance of Statement on Auditing Standards
No. 88, December 1999.]

Consistency Expression
[.23] [Paragraph renumbered and deleted to reflect the conforming
changes necessary due to the issuance of Statement on Auditing Standards
Nos. 53 through 62. Paragraph subsequently renumbered by the issuance of
Statement on Auditing Standards No. 88, December 1999.]

First Year Audits
.24 When the independent auditor has not audited the financial state
ments of a company for the preceding year, he should adopt procedures that
are practicable and reasonable in the circumstances to assure himself that the
accounting principles employed are consistent between the current and the pre
ceding year. Where adequate records have been maintained by the client, it is
usually practicable and reasonable to extend auditing procedures to gather
sufficient competent evidential matter about consistency. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 88, December
1999.]
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.25 Inadequate financial records or limitations imposed by the client may
preclude the independent auditor from obtaining sufficient, competent eviden
tial matter about the consistent application of accounting principles between
the current and the prior year, as well as to the amounts of assets or liabilities
at the beginning of the current year. Where such amounts could materially
affect current operating results, the independent auditor would also be unable
to express an opinion on the current year’s results of operations and cash flows.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 88, December 1999.]
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AU Section 9420

Consistency of Application of Generally
Accepted Accounting Principles: Auditing
Interpretations of Section 420
[1.] The Effect of APB Opinion No. 30 on Consistency1

[.01-.10] [Superseded October, 1979 by Interpretation No. 5, paragraphs
.28-.31.]

2.

The Effect of APB Opinion No. 28 on Consistency

.11 Question—Independent auditors may be engaged to report on finan
cial information for an annual period and a subsequent interim period. Should
the auditor add an explanatory paragraph (following the opinion paragraph)
to his report in those circumstances where accounting principles and practices
used in preparing the annual financial information have been modified in
accordance with APB Opinion No. 28 [AC section I73] in preparing the interim
financial statements?

.12 Interpretation—No. The auditor should not add an explanatory para
graph to his report because of these modifications. Although the modifications
deemed appropriate under Opinion No. 28 [AC section I73] may appear to be
changes in the methods of applying accounting principles, they differ from
changes in methods that require an explanatory paragraph since the modifica
tions are made in order to recognize a difference in circumstances, that is, a
difference between presenting financial information for a year and presenting
financial information for only a part of a year.

.13 Section 420, Consistency of Application of Generally Accepted Ac
counting Principles, paragraph .02, states: “The objective of the consistency
standard is to ensure that if comparability of financial statements between
periods has been materially affected by changes in accounting principles there
will be appropriate reporting by the independent auditor regarding such
changes.” Section 420.02 refers to changes in methods that lessen the useful
ness of financial statements in comparing the financial information of one
period with that of an earlier period. Thus, the purpose of an explanatory
paragraph about consistency in the auditor’s report is to alert readers of the
report not to make an unqualified comparison of the financial information for
the two periods.
.14 The modifications introduced by Opinion No. 28 [AC section I73],
however, do not lessen the comparability of the financial information of an
interim period with that of a preceding annual period. On the contrary, those
modifications are intended to enhance comparability between the two sets of
financial information. As paragraph 10 of Opinion No. 28 [AC section I73.103]
states, the modifications are needed “so that the reported results for the interim
period may better relate to the results of operations for the annual period.”
1 Originally issued under the title “Reporting on Consistency and Extraordinary Items” {.Journal
ofAccountancy, Jan. ‘74, p. 67).
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.15 Thus the modifications introduced by Opinion No. 28 [AC section I73]
are not of the type that would require an explanatory paragraph (following the
opinion paragraph) in the auditor’s report. Independent auditors should, of
course, add an explanatory paragraph if changes of the type that lessen
comparability are introduced in the interim financial information.

[Issue Date: February, 1974.]

3.

Impact on the Auditor's Report of FIFO to LIFO Change in
Comparative Financial Statements

.16 Question—Changing economic conditions have caused sonie compa
nies to change their inventory pricing methods from the first-in, first-out
(FIFO) method to the last in, first out (LIFO) method. When a company
presents comparative financial statements and the year of the FIFO to LIFO
change is the earliest year both presented and reported on, should the auditor
refer to that change in accounting principle in his report?
.17 Interpretation—The auditor would not be required to refer in his
report to a FIFO to LIFO change in the circumstances described above.
.18 A change in accounting principle usually results in including the
cumulative effect of the change in net income of the period of the change. A
change in inventory pricing method from FIFO to LIFO, however, is a change
in accounting principle that ordinarily does not affect retained earnings at the
beginning of the period in which the change was made. (See APB Opinion No.
20, paragraphs 14(d) and 26.)2
.19 An example of typical disclosure of a FIFO to LIFO change in the year
of the change is as follows:
“In 1974, the company adopted the last in, first out (LIFO) method of costing
inventory. Previously, the first in, first out (FIFO) method of costing inventory
was used. Management believes that the LIFO method has the effect of mini
mizing the impact of price level changes on inventory valuations and generally
matches current costs against current revenues in the income statement. The
effect of the change was to reduce net income by $xxxx ($.xx per share) from
that which would otherwise have been reported. There is no cumulative effect on
prior years since the ending inventory as previously reported (1973) is the
beginning inventory for LIFO purposes. Accordingly, pro forma results of
operations for the prior year had LIFO been followed is not determinable.”

.20 Section 420, Consistency of Application of Generally Accepted Ac
counting Principles, paragraph .22 discusses the periods to which the consis
tency standard relates: “When the independent auditor reports on two or more
years, he should address the consistency of the application of accounting
principles between such years. . . .” For a FIFO to LIFO change made in the
earliest year presented and reported on, there is no inconsistency in the
application of accounting principles, and comparability between the earliest
year and subsequent years is not affected since no cumulative effect is reported
in the year of the change. Consequently, the independent auditor need not refer
to the change in inventory pricing methods.
[.21-.23] [Paragraphs deleted to reflect the conforming changes necessary
due to the issuance of Statement on Auditing Standards Nos. 53 through 62.]
[Issue Date: January, 1975; Amended: April, 1989.]
2 AC section A06.122.
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[4.] The Effect of FASB Statement No. 13 on Consistency[3]
[.24-.27] [Withdrawn March, 1989 by the Auditing Standards Board.]

[5.] The Effects of Changes in Accounting Principles and Classification
on Consistency
[.28-.31] [Withdrawn December, 1992 by the Audit Issues Task Force.]

[6.] The Effect of FASB Statement No. 34 on Consistency

[.32-.43] [Withdrawn March, 1989 by the Auditing Standards Board.]
[7.] The Effect of FASB Statement No. 31 on Consistency

[.44-.51] [Withdrawn March, 1989 by the Auditing Standards Board.]
8.

The Effect of Accounting Changes by an Investee on Consistency

.52 Question—Does a change in accounting principle by an investee ac
counted for by the equity method require the auditor to add an explanatory
paragraph (following the opinion paragraph) to his report on the financial
statements of the investor?
.53 Interpretation—Changes in accounting principle affect the compara
bility of financial statements regardless of whether such changes originate at
the investor level or are made solely by an investee.4 Section 420, Consistency
of Application of Generally Accepted Accounting Principles, paragraph .02,
states: “The objective of the consistency standard is to ensure that if compara
bility of financial statements between periods has been materially affected by
changes in accounting principles there will be appropriate reporting by the
independent auditor regarding such changes.”

.54 Thus, the auditor would need to add an explanatory paragraph (fol
lowing the opinion paragraph) to his report when there has been a change in
accounting principle by an investee accounted for by the equity method that causes
a material lack of comparability in the financial statements of an investor.
t.55-.57] [Paragraphs deleted to reflect the conforming changes necessary
due to the issuance of Statement on Auditing Standards Nos. 53 through 62.]
[Issue Date: July, 1980; Revised: June, 1993.]

[9.] The Effect of Adoption of FASB Statement No. 35 on Consistency
[.58-.63] [Withdrawn March, 1989 by the Auditing Standards Board.]

10. Change in Presentation of Accumulated Benefit Information in the
Financial Statements of a Defined Benefit Pension Plan
.64 Question—FASB Statement No. 35, Accounting and Reporting by
Defined Benefit Pension Plans [AC section Pe5] requires the presentation of
information regarding the actuarial present value of accumulated plan bene
fits and year-to-year changes therein of a defined benefit pension plan but
permits certain flexibility in presenting such information. The information may
[3] [Footnote deleted.]
4 For a discussion of comparability of financial statements of a single enterprise, see paragraphs
111 through 119 of FASB Statement of Financial Accounting Concepts No. 2, “Qualitative Charac
teristics of Accounting Information.”
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be included on the face of a financial statement (a separate statement or one
that combines accumulated benefit information with asset information), or it
may be included in the notes to the financial statements. Furthermore, the
benefit information may be as of the beginning of the period being reported
upon or as of the end of that period. Does a change in the format of presentation
of accumulated benefit information or a change in the date as of which such
information is presented require the auditor to add an explanatory paragraph
(after the opinion paragraph) to his report because of the change?
.65 Interpretation—Such changes in the presentation of information re
garding accumulated benefits are considered reclassifications or variations in
the nature of information presented. Changes such as these that are material
should be explained in the financial statements or notes, but these changes
ordinarily would not require the auditor to add this explanatory paragraph to
his report (see section 420.17).

[Issue Date: December, 1980.]
[11.] The Effect of the Adoption of FASB Statement No. 36 on
Consistency

[.66-.68] [Withdrawn March, 1989 by the Auditing Standards Board.]
12. The Effect on the Auditor's Report of an Entity's Adoption of a
New Accounting Standard That Does Not Require the Entity to
Disclose the Effect of the Change in the Year of Adoption

.69 Question—An entity adopts a new accounting standard (for example,
Financial Accounting Standards Board Statement of Financial Accounting
Standards No. 133, Accounting for Derivative Instruments and Hedging Activi
ties) and the standard does not require the entity to disclose, and the entity has
not disclosed or determined, the effect of the change in the year of adoption.5
.70 Section 420, Consistency of Application of Generally Accepted Ac
counting Principles, paragraph .05 states, in part, that:
Changes in accounting principle having a material [emphasis added] effect on
the financial statements require recognition in the independent auditor’s report
through the addition of an explanatory paragraph (following the opinion
paragraph).

.71 If an accounting standard does not require the entity to disclose, and
the entity has not disclosed or determined, the effect of the change in account
ing principle in the year of adoption, how should the auditor determine
materiality for purposes of applying the consistency standard?

.72 Interpretation—According to section 420.02, the objective of the sec
ond standard of reporting (referred to in section 420 as the consistency stand
ard) is to:
...ensure that if comparability of financial statements between periods has been
materially affected by changes in accounting principles, there will be appropri
ate reporting by the independent auditor regarding such changes. [Footnote
omitted]
5 Accounting Principles Board Opinion (APB) No. 20, Accounting Changes, does not apply to
initial adoption of an accounting standard that specifies the manner of reporting the accounting
change to conform with the conclusions of that standard. See APB No. 20, paragraph 4.
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When an accounting standard does not require the entity to disclose the effect
of the change in accounting principle in the year of adoption, section 420 does
not require the auditor to independently determine the effect of that change in
the year of adoption. Therefore, to determine whether to add an explanatory
paragraph to the audit report for the accounting change resulting from adoption
of such an accounting standard, the auditor should consider (a) the materiality
of the cumulative effect of the change, where the accounting standard specifies
that the cumulative effect of the change be recorded as of the beginning of the
reporting period, and (b) the entity’s voluntary disclosure, and the related
support, regarding how it believes the change in accounting principle affected
the financial statements in the year of adoption, when such disclosure is made.
An explanatory paragraph would be required only if the cumulative effect of
the change is material or if management discloses that it believes that the effect
is or may be material in the year of adoption.
[Issue Date: April, 2002.]
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AU Section 431

Adequacy of Disclosure in
Financial Statements
(Supersedes Statement on Auditing Standards No. 1, section 430)

Source: SAS No. 32.
Issue date, unless otherwise indicated: October, 1980.

.01 The third standard of reporting is:
Informative disclosures in the financial statements are to be regarded as
reasonably adequate unless otherwise stated in the report.

.02 The presentation of financial statements in conformity with generally
accepted accounting principles includes adequate disclosure of material mat
ters. These matters relate to the form, arrangement, and content of the
financial statements and their appended notes, including, for example, the
terminology used, the amount of detail given, the classification of items in the
statements, and the bases of amounts set forth. An independent auditor
considers whether a particular matter should be disclosed in light of the
circumstances and facts of which he is aware at the time.
.03 If management omits from the financial statements, including the
accompanying notes, information that is required by generally accepted ac
counting principles, the auditor should express a qualified or an adverse
opinion and should provide the information in his report, if practicable, unless
its omission from the auditor’s report is recognized as appropriate by a specific
Statement on Auditing Standards.1 In this context, practicable means that the
information is reasonably obtainable from management’s accounts and records
and that providing the information in the report does not require the auditor
to assume the position of a preparer of financial information. For example, the
auditor would not be expected to prepare a basic financial statement or
segment information and include it in his report when management omits such
information.

.04 In considering the adequacy of disclosure, and in other aspects of his
audit, the auditor uses information received in confidence from the client.
Without such confidence, the auditor would find it difficult to obtain informa
tion necessary for him to form an opinion on financial statements. Thus, the
auditor should not ordinarily make available, without the client’s consent,
information that is not required to be disclosed in financial statements to
comply with generally accepted accounting principles (see AICPA Code of
Professional Conduct, Rule 301).

1 An independent auditor may participate in preparing financial statements, including accompa
nying notes. The financial statements, including accompanying notes, however, remain the repre
sentations of management, and such participation by the auditor does not require him to modify his
report (see section 110.03).
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Segment Information

AU Section 435

Segment Information
Source: SAS No. 21.

Notice of Rescission of Statement on Auditing Standards (SAS)
No. 21, Segment Information, and Issuance of Interpretation on

Auditing Procedures for Segment Disclosures
The Auditing Standards Board (ASB) has rescinded SAS No. 21, Segment
Information, effective for audits of financial statements to which Financial
Accounting Standards Board (FASB) Statement No. 131, Disclosures about
Segments ofan Enterprise and Related Information, has been applied. FASB
Statement No. 131 is effective for fiscal years beginning after December 15,
1997, with earlier application encouraged.

SAS No. 21 was issued in December 1977 to provide guidance to auditors
on audit issues related to the implementation of FASB Statement No. 14,
Financial Reporting for Segments of a Business Enterprise. In June 1997,
the FASB issued Statement No. 131, which supersedes FASB Statement
No. 14. The auditing guidance contained in SAS No. 21 is inappropriate for
audits of financial statements of entities that have implemented FASB
Statement No. 131.
The Audit Issues Task Force of the ASB has issued an interpretation of
section 326, Evidential Matter, entitled “Applying Auditing Procedures to
Segment Disclosures in Financial Statements,” to provide guidance for
audits of financial statements of entities that have implemented FASB
Statement No. 131. See section 9326.28-.41 for the interpretation.
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AU Section 504

Association With Financial Statements
(Supersedes Statement on Auditing Standards No. 1, Sections 516, 517, and 518
and Statement on Auditing Standards No. 15, paragraphs 13-15)[1]

Source: SAS No. 26; SAS No. 35; SAS No. 72.
See section 9504 for interpretations of this section.
Issue date, unless otherwise indicated: November, 1979.

.01 The fourth standard of reporting is:
The report shall either contain an expression of opinion regarding the financial
statements, taken as a whole, or an assertion to the effect that an opinion cannot
be expressed. When an overall opinion cannot be expressed, the reasons
therefor should be stated. In all cases where an auditor’s name is associated
with financial statements, the report should contain a clear-cut indication of
the character of the auditor’s work, if any, and the degree of responsibility the
auditor is taking.

The objective of the fourth reporting standard is to prevent misinterpretation
of the degree of responsibility the accountant assumes when his name is
associated with financial statements.

.02 This section defines association as that term is used in the fourth
reporting standard. It provides guidance to an accountant associated with the
financial statements of a public entity or with a nonpublic entity’s financial
statements that he has been engaged to audit in accordance with generally
accepted auditing standards.*2
.03 An accountant is associated with financial statements when he has
consented to the use of his name in a report, document, or written communica
tion containing the statements.3 Also, when an accountant submits to his
client or others financial statements that he has prepared or assisted in
preparing, he is deemed to be associated even though the accountant does not
append his name to the statements. Although the accountant may participate
in the preparation of financial statements, the statements are representations
of management, and the fairness of their presentation in conformity with
generally accepted accounting principles is management’s responsibility.
[1] [Footnote deleted to reflect the conforming changes necessary due to the issuance of State
ment on Auditing Standards Nos. 53 through 62.]
2 For purposes of this section, a public entity is any entity (a) whose securities trade in a public
market either on a stock exchange (domestic or foreign) or in the over-the-counter market, including
securities quoted only locally or regionally, (b) that makes a filing with a regulatory agency in
preparation for the sale of any class of its securities in a public market, or (c) a subsidiary, corporate
joint venture, or other entity controlled by an entity covered by (a) or (b). Statements on Standards
for Accounting and Review Services provide guidance in connection with the unaudited financial
statements or other unaudited financial information of a nonpublic entity.

3 However, this section does not apply to data, such as tax returns, prepared solely for submis
sion to taxing authorities.
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.04 An accountant may be associated with audited or unaudited financial
statements. Financial statements are audited if the accountant has applied
auditing procedures sufficient to permit him to report on them as described in
section 508, Reports on Audited Financial Statements. The unaudited interim
financial statements (or financial information) of a public entity are reviewed
when the accountant has applied procedures sufficient to permit him to report
on them as described in section 722, Interim Financial Information.

Disclaimer of Opinion on Unaudited Financial Statements
.05 When an accountant is associated with the financial statements of a
public entity, but has not audited or reviewed4 such statements, the form of
report to be issued is as follows:
The accompanying balance sheet of X Company as of December 31, 19X1, and
the related statements of income, retained earnings, and cash flows for the year
then ended were not audited by us and, accordingly, we do not express an
opinion on them.

(Signature and date)

This disclaimer of opinion is the means by which the accountant complies with
the fourth standard of reporting when associated with unaudited financial
statements in these circumstances. The disclaimer may accompany the un
audited financial statements or it may be placed directly on them. In addition,
each page of the financial statements should be clearly and conspicuously
marked as unaudited. When an accountant issues this form of disclaimer of
opinion, he has no responsibility to apply any procedures beyond reading the
financial statements for obvious material misstatements. Any procedures that
may have been applied should not be described, except in the limited circum
stances set forth in paragraphs .18-.20. Describing procedures that may have
been applied might cause the reader to believe the financial statements have
been audited or reviewed.
.06 If the accountant is aware that his name is to be included in a
client-prepared written communication of a public entity containing financial
statements that have not been audited or reviewed, he should request (a) that
his name not be included in the communication or (b) that the financial
statements be marked as unaudited and that there be a notation that he does
not express an opinion on them. If the client does not comply, the accountant
should advise the client that he has not consented to the use of his name and
should consider what other actions might be appropriate.5

Disclaimer of Opinion on Unaudited Financial
Statements Prepared on a Comprehensive Basis
of Accounting
.07 When an accountant is associated with unaudited financial state
ments of a public entity prepared in accordance with a comprehensive basis of
4 When a public entity does not have its annual financial statements audited, an accountant may
be requested to review its annual or interim financial statements. In those circumstances, an
accountant may make a review and look to the guidance in Statements on Standards for Accounting
and Review Services for the standards and procedures and form of report applicable to such an
engagement.
5 In considering what actions, if any, may be appropriate in the circumstances, the accountant
may wish to consult his legal counsel.
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accounting other than generally accepted accounting principles, he should
follow the guidance provided by paragraph .05, except that he should modify
the identification of financial statements in his disclaimer of opinion (see
section 623.02-.10, Special Reports).6 For example, a disclaimer of opinion on
cash-basis statements might be worded as follows:
The accompanying statement of assets and liabilities resulting from cash
transactions of XYZ Corporation as of December 31, 19X1, and the related
statement of revenues collected and expenses paid during the year then ended
were not audited by us and, accordingly, we do not express an opinion on them.
(Signature and date)

A note to the financial statements should describe how the basis of presentation
differs from generally accepted accounting principles, but the monetary effect
of such differences need not be stated.

Disclaimer of Opinion When Not Independent
.08 The second general standard requires that “In all matters relating to
the assignment, an independence in mental attitude is to be maintained by the
auditor or auditors.” The independent public accountant must be without bias
with respect to the client; otherwise, he would lack that impartiality necessary
for the dependability of his findings. Whether the accountant is independent is
something he must decide as a matter of professional judgment.

.09 When an accountant is not independent, any procedures he might
perform would not be in accordance with generally accepted auditing stand
ards, and he would be precluded from expressing an opinion on such state
ments. Accordingly, he should disclaim an opinion with respect to the financial
statements and should state specifically that he is not independent.

.10 If the financial statements are those of a nonpublic entity, the ac
countant should look to the guidance in Statements on Standards for Account
ing and Review Services. In all other circumstances, regardless of the extent of
procedures applied, the accountant should follow the guidance in paragraph
.05, except that the disclaimer of opinion should be modified to state specifi
cally that he is not independent. The reasons for lack of independence and any
procedures he has performed should not be described; including such matters
might confuse the reader concerning the importance of the impairment of
independence. An example of such a report is as follows:
We are not independent with respect to XYZ Company, and the accompanying
balance sheet as of December 31, 19X1, and the related statements of income,
retained earnings, and cash flows for the year then ended were not audited by
us and, accordingly, we do not express an opinion on them.

(Signature and date)

Circumstances Requiring a Modified Disclaimer
.11 If the accountant concludes on the basis of facts known to him that the
unaudited financial statements on which he is disclaiming an opinion are not
in conformity with generally accepted accounting principles, which include
adequate disclosure, he should suggest appropriate revision; failing that, he
should describe the departure in his disclaimer of opinion. This description
should refer specifically to the nature of the departure and, if practicable, state
Reference to generally accepted accounting principles in this section includes, where applica
ble, another comprehensive basis of accounting.
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the effects on the financial statements or include the necessary information for
adequate disclosure.

.12 When the effects of the departure on the financial statements are not
reasonably determinable, the disclaimer of opinion should so state. When a
departure from generally accepted accounting principles involves inadequate
disclosure, it may not be practicable for the accountant to include the omitted
disclosures in his report. For example, when management has elected to omit
substantially all of the disclosures, the accountant should clearly indicate that
in his report, but the accountant would not be expected to include such
disclosures in his report.
.13 If the client will not agree to revision of the financial statements or
will not accept the accountant’s disclaimer of opinion with the description of
the departure from generally accepted accounting principles, the accountant
should refuse to be associated with the statements and, if necessary, withdraw
from the engagement.

Reporting on Audited and Unaudited Financial
Statements in Comparative Form
.14 When unaudited financial statements are presented in comparative
form with audited financial statements in documents filed with the Securities
and Exchange Commission, such statements should be clearly marked as
“unaudited” but should not be referred to in the auditor’s report.
.15 When unaudited financial statements are presented in comparative
form with audited financial statements in any other document, the financial
statements that have not been audited should be clearly marked to indicate
their status and either (a) the report on the prior period should be reissued (see
section 530.06-.08)7 or (b) the report on the current period should include as a
separate paragraph an appropriate description of the responsibility assumed
for the financial statements of the prior period (see paragraphs .16 and .17).
Either reissuance or reference in a separate paragraph is acceptable; in both
circumstances, the accountant should consider the current form and manner
of presentation of the financial statements of the prior period in light of the
information of which he has become aware during his current engagement.

.16 When the financial statements of the prior period have been audited
and the report on the current period is to contain a separate paragraph, it
should indicate (a) that the financial statements of the prior period were
audited previously, (b) the date of the previous report, (c) the type of opinion
expressed previously, (d) if the opinion was other than unqualified, the sub
stantive reasons therefor, and (e) that no auditing procedures were performed
after the date of the previous report. An example of such a separate paragraph
is as follows:
The financial statements for the year ended December 31,19X1, were audited
by us (other accountants) and we (they) expressed an unqualified opinion on
them in our (their) report dated March 1, 19X2, but we (they) have not
performed any auditing procedures since that date.

.17 When the financial statements of the prior period have not been
audited and the report on the current period is to contain a separate paragraph,
it should include (a) a statement of the service performed in the prior period,
7 For reissuance of a compilation or review report, see Statements on Standards for Accounting
and Review Services.
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(6) the date of the report on that service, (c) a description of any material
modifications noted in that report, and (d) a statement that the service was less
in scope than an audit and does not provide the basis for the expression of an
opinion on the financial statements taken as a whole. When the financial
statements are those of a public entity, the separate paragraph should include
a disclaimer of opinion (see paragraph .05) or a description of a review. When
the financial statements are those of a nonpublic entity and the financial
statements were compiled or reviewed, the separate paragraph should contain
an appropriate description of the compilation or review. For example, a sepa
rate paragraph describing a review might be worded as follows:
The 20X1 financial statements were reviewed by us (other accountants) and
our (their) report thereon, dated March 1,20X2, stated we (they) were not aware
of any material modifications that should be made to those statements for them
to be in conformity with generally accepted accounting principles. However, a
review is substantially less in scope than an audit and does not provide a basis
for the expression of an opinion on the financial statements taken as a whole.

A separate paragraph describing a compilation might be worded as follows:
The 19X1 financial statements were compiled by us (other accountants) and
our (their) report thereon, dated March 1, 19X2, stated we (they) did not audit
or review those financial statements and, accordingly, express no opinion or
other form of assurance on them.

Negative Assurance
.18 When an accountant, for whatever reason, disclaims an opinion on
financial statements his disclaimer should not be contradicted by the inclusion
of expressions of assurance on the absence of knowledge of departures from
generally accepted accounting principles except as specifically recognized as
appropriate in applicable standards established by the American Institute of
Certified Public Accountants.
.19 Negative assurances, for example, are permissible in letters for un
derwriters in which the independent auditor reports on limited procedures
followed with respect to unaudited financial statements or other financial data
pertinent to a registration statement filed with the Securities and Exchange
Commission (see section 634, Letters for Underwriters and Certain Other
Requesting Parties

[.20] [Superseded, February 1993, by Statement on Auditing Standards
No. 72.] (See section 634.)

[Section 631, formerly 630, changed by the issuance of Statement on Auditing Standards No. 38
(superseded). Section 634, formerly 631, changed by the issuance of Statement on Auditing Stand
ards No. 49 (superseded). Title of section 634 changed, February 1993, to reflect the issuance of
Statement on Auditing Standards No. 72.] (See section 634.)
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Association With Financial Statements:
Auditing Interpretations of Section 504
1. Annual Report Disclosure of Unaudited Fourth Quarter Interim Data

.01 Question—APB Opinion No. 28, paragraph 31 [AC section I73.147],
which applies to publicly traded companies, states: “If interim financial data
and disclosures are not separately reported for the fourth quarter, security
holders often make inferences about that quarter by subtracting data based on
the third quarter interim report from the annual results. In the absence of a
separate fourth quarter report or disclosure of the results . . . for that quarter
in the annual report, disposals of segments of a business and extraordinary,
unusual, or infrequently occurring items recognized in the fourth quarter, as
well as the aggregate effect of year-end adjustments which are material to the
results of that quarter . . . shall be disclosed in the annual report in a note to
the annual financial statements.” Does the auditor have an obligation, arising
from the disclosure requirements of paragraph 31 of Opinion No. 28 [AC
section I73.147], to audit interim data?
.02 Interpretation—No. If the auditor has not been specifically engaged to
audit interim information, he does not have an obligation to audit interim data
as a result of his audit of the annual financial statements.

.03 Disclosure of fourth quarter adjustments and other disclosures re
quired by paragraph 31 [AC section 173.147] would appear in a note to the
annual financial statements of a publicly traded company only if fourth quarter
data were not separately distributed or did not appear elsewhere in the annual
report. Consequently, such disclosures are not essential for a fair presentation
of the annual financial statements in conformity with generally accepted
accounting principles.

.04 If interim financial data and disclosures are not separately reported
(as outlined in paragraph 30 of Opinion No. 28 [AC section I73.146]) for the
fourth quarter, the independent auditor, during his audit of the annual finan
cial statements, should inquire as to whether there are fourth quarter items
that need to be disclosed in a note to the annual financial statements.
.05 Information on fourth quarter adjustments and similar items that
appear in notes to the annual financial statements to comply with paragraph
31 of Opinion No. 28 [AC section I73.147] would ordinarily not be audited
separately and, therefore, the information would be labeled “unaudited” or “not
covered by auditor’s report.”
.06 If a publicly traded company fails to comply with the provisions of
paragraph 31 of Opinion No. 28 [AC section I73.147], the auditor should
suggest appropriate revision; failing that, he should call attention in his report
to the omission of the information. The auditor need not qualify his opinion on
the annual financial statements since the disclosure is not essential for a fair
presentation of those statements in conformity with generally accepted ac
counting principles.
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.07 Reference should be made to section 722 for guidance with respect to
reviews of interim financial information of SEC registrants or non-SEC regis
trants that make a filing with a regulatory agency in preparation for a public
offering or listing.
[Issue Date: November, 1979; Revised: November, 2002.]

[2.] Association of the Auditor of an Acquired Company With
Unaudited Statements in a Listing Application

[.08-.12] [Deleted May, 1980.]
[3.] Association of the Auditor of the Acquiring Company With
Unaudited Statements in a Listing Application

[.13-.14] [Deleted May, 1980.]
4.

Auditor's Identification With Condensed Financial Data

.15 Question—Section 150.02 states in part: “In all cases where an audi
tor’s name is associated with financial statements, the report should contain a
clear-cut indication of the character of the auditor’s work, if any, and the degree
of responsibility the auditor is taking.” Section 504.03 states that “An account
ant is associated with financial statements when he has consented to the use
of his name in a report, document, or written communication containing the
statements.” Is the auditor “associated” with condensed financial data when he
is identified by a financial reporting service as being a company’s independent
auditor or when his report is reproduced and presented with such data?
.16 Interpretation—No. The accountant has not consented to the use of
his name when it is published by a financial reporting service. Financial data
released to the public by a company and the name of its auditor are public
information. Accordingly, neither the auditor nor his client has the ability to
require a financial reporting service to withhold publishing such information.
.17 Financial reporting services, such as Dun & Bradstreet and Moody’s
Investors Service, furnish to subscribers information and ratings concerning
commercial enterprises as a basis for credit, insurance, marketing and other
business purposes. Those reports frequently include condensed financial data
and other data such as payments to trade creditors, loan experience with
banks, a brief history of the entity and a description of its operations. Also, as
part of its report, the financial service often discloses the names of the officers
and directors or principals or owners of the company and the name of the
company’s auditor.
.18 In the context in which the auditor’s name appears, it is doubtful that
readers will assume that he has audited the information presented. However,
the AICPA has suggested to certain financial reporting services that they
identify data as “unaudited” if the data has been extracted from unaudited
financial statements. Also, the AICPA has suggested that when summarized
financial data is presented together with an auditor’s report on complete financial
statements (including notes), the financial reporting services state that the
auditor’s report applies to the complete financial statements which are not
presented.
[Issue Date: November, 1979.]
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5. Applicability of Guidance on Reporting When Not Independent

.19 Question—Section 504 describes the reporting responsibilities of the
certified public accountant who has determined that he is not independent
with respect to financial statements with which he is associated. That section,
however, does not indicate how he should determine whether he is inde
pendent. What should the certified public accountant consider in determining
whether he is independent? Also, should his consideration be any different for
an engagement to prepare unaudited financial statements?
.20 Interpretation—Section 504 explains the certified public accountant’s
reporting responsibilities when he is not independent. However, it does not
attempt to explain how the certified public accountant determines whether he
is independent because that is a question of professional ethics. Section 220.04
states: “The profession has established, through the AICPA Code of Profes
sional Conduct, precepts to guard against the . . . loss of independence.” The
AICPA, state CPA societies and state boards of accountancy have issued
pronouncements to provide the certified public accountant with guidance to aid
him in determining whether he is independent.

.21 The certified public accountant should consider the AICPA’s Code of
Professional Conduct in determining whether he is independent and whether
the reporting requirements of section 504 apply. He should also consider the
ethical requirements of his state CPA society or state board of accountancy.
.22 Section 504.10 states that the reporting guidance applies, regardless
of the extent ofprocedures applied, (emphasis added) in all circumstances other
than when the financial statements are those of a non-public entity.1 Thus, the
accountant’s consideration of whether he is independent should be the same
whether the financial statements are audited or unaudited.

[Issue Date: November, 1979.]
[6.] Reporting on Solvency

[,23-.35] [Rescinded May, 1988 by the issuance of attestation interpreta
tion, “Responding to Requests for Reports on Matters Relating to Solvency.”]
(See AT section 9101.23-.33.) [Revised, January 2001, to reflect conforming
changes necessary due to the issuance of Statement on Standards for Attesta
tion Engagements No. 10.]

1 If the financial statements are those of a non-public entity, the accountant should look to the
guidance in Statements on Standards for Accounting and Review Services.
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Reports on Audited Financial Statements
(Supersedes sections 505, 509, 542, 545, and 546)

Source: SAS No. 58; SAS No. 64; SAS No. 79; SAS No. 85; SAS No. 93; SAS No.
98; PCAOB Release No. 2004-008.
See section 9508 for interpretations of this section.

Effective for reports issued or reissued on or after January 1,1989, unless otherwise
indicated.

Introduction
.01 This section applies to auditors’ reports issued in connection with
audits*
1 of historical financial statements that are intended to present financial
position, results of operations, and cash flows in conformity with generally
accepted accounting principles. It distinguishes the types of reports, describes
the circumstances in which each is appropriate, and provides example reports.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, the auditor may choose
to issue a combined report or separate reports on the company’s
financial statements and on internal control over financial reporting.
Refer to paragraphs 162-199 of PCAOB Auditing Standard No. 2 for
direction on reporting on internal control over financial reporting. In
addition, see Appendix A, “Illustrative Reports on Internal Control
Over Financial Reporting,” of PCAOB Auditing Standard No. 2 which
includes an illustrative combined audit report and examples of sepa
rate reports.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
.02 This section does not apply to unaudited financial statements as
described in section 504, Association With Financial Statements, nor does it
apply to reports on incomplete financial information or other special presenta
tions as described in section 623, Special Reports.
.03 Justification for the expression of the auditor’s opinion rests on the
conformity of his or her audit with generally accepted auditing standards and
on the findings. Generally accepted auditing standards include four standards
This section has been revised to reflect the conforming changes necessary due to the issuance
of Statement on Auditing Standards No. 93.
1 An audit, for purposes of this section, is defined as an examination of historical financial
statements performed in accordance with generally accepted auditing standards in effect at the time
the audit is performed. Generally accepted auditing standards include the ten standards as well as
the Statements on Auditing Standards that interpret those standards. In some cases, regulatory
authorities may have additional requirements applicable to entities under their jurisdiction and
auditors of such entities should consider those requirements.
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of reporting.2 This section is concerned primarily with the relationship of the
fourth reporting standard to the language of the auditor’s report.
.04 The fourth standard of reporting is as follows:
The report shall either contain an expression of opinion regarding the financial
statements, taken as a whole, or an assertion to the effect that an opinion cannot
be expressed. When an overall opinion cannot be expressed, the reasons
therefor should be stated. In all cases where an auditor’s name is associated
with financial statements, the report should contain a clear-cut indication of
the character of the auditor’s work, if any, and the degree of responsibility the
auditor is taking.

.05 The objective of the fourth standard is to prevent misinterpretation of
the degree of responsibility the auditor is assuming when his or her name is
associated with financial statements. Reference in the fourth reporting stand
ard to the financial statements “taken as a whole” applies equally to a complete
set of financial statements and to an individual financial statement (for
example, to a balance sheet) for one or more periods presented. (Paragraph .65
discusses the fourth standard of reporting as it applies to comparative financial
statements.) The auditor may express an unqualified opinion on one of the
financial statements and express a qualified or adverse opinion or disclaim an
opinion on another if the circumstances warrant.
.06 The auditor’s report is customarily issued in connection with an
entity’s basic financial statements—balance sheet, statement of income, state
ment of retained earnings and statement of cash flows. Each financial state
ment audited should be specifically identified in the introductory paragraph of
the auditor’s report. If the basic financial statements include a separate state
ment of changes in stockholders’ equity accounts, it should be identified in the
introductory paragraph of the report but need not be reported on separately in
the opinion paragraph since such changes are part of the presentation of
financial position, results of operations, and cash flows.

The Auditor's Standard Report
.07 The auditor’s standard report states that the financial statements
present fairly, in all material respects, an entity’s financial position, results of
operations, and cash flows in conformity with generally accepted accounting
principles. This conclusion may be expressed only when the auditor has formed
such an opinion on the basis of an audit performed in accordance with generally
accepted auditing standards.
.08 The auditor’s standard report identifies the financial statements
audited in an opening (introductory) paragraph, describes the nature of an
audit in a scope paragraph, and expresses the auditor’s opinion in a separate
opinion paragraph. The basic elements of the report are the following:
2 This section revises the second standard of reporting as follows: The report shall identify those
circumstances in which such principles have not been consistently observed in the current period in
relation to the preceding period. Previously, the second standard required the auditor’s report to state
whether accounting principles had been consistently applied. As revised, the second standard re
quires the auditor to add an explanatory paragraph to his report only if accounting principles have
not been applied consistently. (See section 420, Consistency of Application of Generally Accepted
Accounting Principles.) Paragraphs .17-.19 of this section provide reporting guidance under these
circumstances.
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a.

A title that includes the word independent3

b.

A statement that the financial statements identified in the report
were audited

c.

A statement that the financial statements are the responsibility of
the Company’s management4 and that the auditor’s responsibility is
to express an opinion on the financial statements based on his or her
audit

d.

A statement that the audit was conducted in accordance with gener
ally accepted auditing standards and an identification of the United
States of America as the country of origin of those standards (for
example, auditing standards generally accepted in the United States
of America or U.S. generally accepted auditing standards)5

e.

A statement that those standards require that the auditor plan and
perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement

f.

A statement that an audit includes—

(1) Examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements

(2) Assessing the accounting principles used and significant esti
mates made by management
(3) Evaluating the overall financial statement presentation5

g.

A statement that the auditor believes that his or her audit provides
a reasonable basis for his or her opinion

h.

An opinion as to whether the financial statements present fairly, in
all material respects, the financial position of the Company as of the
balance sheet date and the results of its operations and its cash flows
for the period then ended in conformity with generally accepted account
ing principles. The opinion should include an identification of the United
States of America as the country of origin of those accounting principles
(for example, accounting principles generally accepted in the United
States of America or U.S. generally accepted accounting principles6)

3 This section does not require a title for an auditor’s report if the auditor is not independent. See
section 504, Association With Financial Statements, for guidance on reporting when the auditor is not
independent.
4 In some instances, a document containing the auditor’s report may include a statement by
management regarding its responsibility for the presentation of the financial statements. Neverthe
less, the auditor’s report should state that the financial statements are management’s responsibility.
5 PCAOB Auditing Standard No. 1 (AS 1) requires that auditors’ reports on the financial
statements of issuers that are issued or reissued after the effective date of AS 1 include a statement
that the engagement was conducted in accordance with “the standards of the Public Company
Accounting Oversight Board (United States).” Refer to the “References to GAAS” section of Part I,
Applicability and Integration of PCAOB Standards and AICPA Professional Standards, of this
Compilation for further information.

5 Section 411, The Meaning o/Present Fairly in Conformity With Generally Accepted Accounting
Principles, paragraphs .03 and .04, discuss the auditor’s evaluation of the overall presentation of the
financial statements. [As amended, effective for reports issued or reissued on or after June 30, 2001,
by Statement on Auditing Standards No. 93.]

6 A U.S. auditor also may be engaged to report on the financial statements of a U.S. entity that
have been prepared in conformity with accounting principles generally accepted in another country.
In those circumstances, the auditor should refer to the guidance in section 534, Reporting on
Financial Statements Prepared for Use in Other Countries. [Footnote added, effective for reports
issued or reissued on or after June 30, 2001 by Statement on Auditing Standards No. 93.]
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i.

The manual or printed signature of the auditor’s firm

j.

The date7 of the audit report

k.

When performing an integrated audit of financial statements and
internal control over financial reporting, if the auditor issues sepa
rate reports on the company’s financial statements and on internal
control over financial reporting, the following paragraph should be
added to the auditor’s report on the company’s financial statements:
We also have audited, in accordance with the standards of the
Public Company Accounting Oversight Board (United States), the
effectiveness of X Company’s internal control over financial report
ing as of December 31, 20X3, based on [identify control criteria] and
our report dated [date of report, which should be the same as the
date of the report on the financial statements] expressed [include
nature of opinions].

The form of the auditor’s standard report on financial statements covering a
single year is as follows:
Independent Auditor’s Report
We have audited the accompanying balance sheet of X Company as of December
31, 20XX, and the related statements of income, retained earnings, and cash
flows for the year then ended. These financial statements are the responsibility
of the Company’s management. Our responsibility is to express an opinion on
these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally
accepted in the United States of America.§ Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our
audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of X Company as of [at] December 31,
20XX, and the results of its operations and its cash flows for the year then ended
in conformity with accounting principles generally accepted in the United
States of America.
[Signature]

[Date]
7 For guidance on dating the auditor’s report, see section 530, Dating of the Independent
Auditor’s Report. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 93,
October 2000.]
§ PCAOB Auditing Standard No. 1 (AS 1) requires that auditors’ reports on the financial
statements of issuers that are issued or reissued after the effective date of AS 1 include a statement
that the engagement was conducted in accordance with “the standards of the Public Company
Accounting Oversight Board (United States).” Refer to the “References to GAAS” section of Part I,
Applicability and Integration of PCAOB Standards and AICPA Professional Standards, of this
Compilation for further information.
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The form of the auditor’s standard report on comparative financial state
ments8 is as follows:
Independent Auditor’s Report
We have audited the accompanying balance sheets of X Company as of Decem
ber 31, 20X2 and 20X1, and the related statements of income, retained earn
ings, and cash flows for the years then ended. These financial statements are
the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally
accepted in the United States of America.§ Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of X Company as of [at] December 31,
20X2 and 20X1, and the results of its operations and its cash flows for the years
then ended in conformity with accounting principles generally accepted in the
United States of America.

[Signature]
[Date]

[As amended, effective for reports issued or reissued on or after June 30, 2001,
by Statement on Auditing Standards No. 93. As amended, effective for fiscal
years ending on or after November 15,2004, by PCAOB Release No. 2004-008.]

.09 The report may be addressed to the company whose financial state
ments are being audited or to its board of directors or stockholders. A report on
the financial statements of an unincorporated entity should be addressed as
circumstances dictate, for example, to the partners, to the general partner, or
to the proprietor. Occasionally, an auditor is retained to audit the financial
statements of a company that is not a client; in such a case, the report is
customarily addressed to the client and not to the directors or stockholders of
the company whose financial statements are being audited.
.10 This section also discusses the circumstances that may require the
auditor to depart from the standard report and provides reporting guidance in
8 If statements of income, retained earnings, and cash flows are presented on a comparative
basis for one or more prior periods, but the balance sheet(s) as of the end of one (or more) of the prior
period(s) is not presented, the phrase “for the years then ended” should be changed to indicate that
the auditor’s opinion applies to each period for which statements of income, retained earnings, and
cash flows are presented, such as “for each of the three years in the period ended [date of latest
balance sheet].” [Footnote renumbered by the issuance of Statement on Auditing Standards No. 93,
October 2000.]

§ PCAOB Auditing Standard No. 1 (AS 1) requires that auditors’ reports on the financial
statements of issuers that are issued or reissued after the effective date of AS 1 include a statement
that the engagement was conducted in accordance with “the standards of the Public Company
Accounting Oversight Board (United States).” Refer to the “References to GAAS” section of Part I,
Applicability and Integration of PCAOB Standards and AICPA Professional Standards, of this
Compilation for further information.
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such circumstances. This section is organized by type of opinion that the
auditor may express in each of the various circumstances presented; this
section describes what is meant by the various audit opinions:

•

Unqualified opinion. An unqualified opinion states that the financial
statements present fairly, in all material respects, the financial posi
tion, results of operations, and cash flows of the entity in conformity
with generally accepted accounting principles. This is the opinion
expressed in the standard report discussed in paragraph .08.

•

Explanatory language added to the auditor’s standard report. Certain
circumstances, while not affecting the auditor’s unqualified opinion
on the financial statements, may require that the auditor add an
explanatory paragraph (or other explanatory language) to his or her
report.

•

Qualified opinion. A qualified opinion states that, except for the
effects of the matter(s) to which the qualification relates, the financial
statements present fairly, in all material respects, the financial posi
tion, results of operations, and cash flows of the entity in conformity
with generally accepted accounting principles.

•

Adverse opinion. An adverse opinion states that the financial state
ments do not present fairly the financial position, results of operations,
or cash flows of the entity in conformity with generally accepted
accounting principles.

•

Disclaimer of opinion. A disclaimer of opinion states that the auditor
does not express an opinion on the financial statements.

These opinions are discussed in greater detail throughout the remainder of this
section.

Explanatory Language Added to the Auditor's
Standard Report
.11 Certain circumstances, while not affecting the auditor’s unqualified opin
ion, may require that the auditor add an explanatory9 paragraph (or other
explanatory language) to the standard report.10 These circumstances include:
a.

The auditor’s opinion is based in part on the report of another auditor
(paragraphs .12 and .13).

b.

To prevent the financial statements from being misleading because
of unusual circumstances, the financial statements contain a depar
ture from an accounting principle promulgated by a body designated
by the AICPA Council to establish such principles (paragraphs .14
and .15).

9 Unless otherwise required by the provisions of this section, an explanatory paragraph may
precede or follow the opinion paragraph in the auditor’s report. [Footnote renumbered by the
issuance of Statement on Auditing Standards No. 93, October 2000.]
10 See footnote 3. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
93, October 2000.]
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c.

There is substantial doubt about the entity’s ability to continue as a
going concern.11

d.

There has been a material change between periods in accounting
principles or in the method of their application (paragraphs .16
through .18).

e.

Certain circumstances relating to reports on comparative financial
statements exist (paragraphs .68, .69, and .72 through .74).

f.

Selected quarterly financial data required by SEC Regulation S-K
has been omitted or has not been reviewed. (See section 722, Interim
Financial Information, paragraph .50.)

g.

Supplementary information required by the Financial Accounting
Standards Board (FASB), the Governmental Accounting Standards
Board (GASB), or the Federal Accounting Standards Advisory Board
(FASAB) has been omitted, the presentation of such information
departs materially from FASB, GASB, or FASAB guidelines, the
auditor is unable to complete prescribed procedures with respect to
such information, or the auditor is unable to remove substantial
doubts about whether the supplementary information conforms to
FASB, GASB, or FASAB guidelines. (See section 558, Required
Supplementary Information, paragraph .02.)

h.

Other information in a document containing audited financial state
ments is materially inconsistent with information appearing in the
financial statements. (See section 550, Other Information in Docu
ments Containing Audited Financial Statements, paragraph .04.)

In addition, the auditor may add an explanatory paragraph to emphasize a
matter regarding the financial statements (paragraph .19). [As amended,
effective for reports issued or reissued on or after February 29, 1996, by
Statement on Auditing Standards No. 79. Revised, November 2002, to reflect
conforming changes necessary due to the issuance of Statement on Auditing
Standards No. 100.]

Opinion Based in Part on Report of Another Auditor
.12 When the auditor decides to make reference to the report of another
auditor as a basis, in part, for his or her opinion, he or she should disclose this
fact in the introductory paragraph of his or her report and should refer to the
report of the other auditor in expressing his or her opinion. These references
indicate division of responsibility for performance of the audit. (See section
543, Part ofAudit Performed by Other Independent Auditors.)
.13 An example of a report indicating a division of responsibility follows:

Independent Auditor’s Report
We have audited the consolidated balance sheets of ABC Company and sub
sidiaries as of December 31, 20X2 and 20X1, and the related consolidated
statements of income, retained earnings, and cash flows for the years then ended.
11 Section 341, The Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern,
describes the auditor’s responsibility to evaluate whether there is substantial doubt about the
entity’s ability to continue as a going concern for a reasonable period of time and, when applicable, to
consider the adequacy of financial statement disclosure and to include an explanatory paragraph in
the report to reflect his or her conclusions. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 93, October 2000.]
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These financial statements are the responsibility of the Company’s manage
ment. Our responsibility is to express an opinion on these financial statements
based on our audits. We did not audit the financial statements of B Company,
a wholly-owned subsidiary, which statements reflect total assets of $_______
and $________ as of December 31, 20X2 and 20X1, respectively, and total
revenues of $_______ and $_______ for the years then ended. Those statements
were audited by other auditors whose report has been furnished to us, and our
opinion, insofar as it relates to the amounts included for B Company, is based
solely on the report of the other auditors.
We conducted our audits in accordance with auditing standards generally
accepted in the United States of America.§ Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our
audits and the report of other auditors provide a reasonable basis for our
opinion.

In our opinion, based on our audits and the report of other auditors, the
consolidated financial statements referred to above present fairly, in all mate
rial respects, the financial position of ABC Company and subsidiaries as of
December 31,20X2 and 20X1, and the results of their operations and their cash
flows for the years then ended in conformity with accounting principles gener
ally accepted in the United States of America.

Departure From a Promulgated Accounting Principle
.14 Rule 203 of the Code of Professional Conduct of the AICPA states:
A member shall not (1) express an opinion or state affirmatively that the
financial statements or other financial data of any entity are presented in
conformity with generally accepted accounting principles or (2) state that he or
she is not aware of any material modifications that should be made to such
statements or data in order for them to be in conformity with generally accepted
accounting principles, if such statements or data contain any departure from
an accounting principle promulgated by bodies designated by Council to estab
lish such principles that has a material effect on the statements or data taken
as a whole. If, however, the statements or data contain such a departure and
the member can demonstrate that due to unusual circumstances the financial
statements or data would otherwise have been misleading, the member can
comply with the rule by describing the departure, its approximate effects, if
practicable, and the reasons why compliance with the principle would result in
a misleading statement.

.15 When the circumstances contemplated by Rule 203 are present, the
auditor’s report should include, in a separate paragraph or paragraphs, the infor
mation required by the rule. In such a case, it is appropriate for the auditor to
express an unqualified opinion with respect to the conformity of the financial
§ PCAOB Auditing Standard No. 1 (AS 1) requires that auditors’ reports on the financial
statements of issuers that are issued or reissued after the effective date of AS 1 include a statement
that the engagement was conducted in accordance with “the standards of the Public Company
Accounting Oversight Board (United States).” Refer to the “References to GAAS” section of Part I,
Applicability and Integration of PCAOB Standards and AICPA Professional Standards, of this
Compilation for further information.

AU §508.14

855

Reports on Audited Financial Statements

statements with generally accepted accounting principles unless there are
other reasons, not associated with the departure from a promulgated principle,
not to do so. (See section 411, The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles.) [Title of section 411
amended, effective for reports issued or reissued on or after June 30, 2001, by
Statement on Auditing Standards No. 93.]

Former paragraphs .16 through .33 and related footnotes have been
deleted and all subsequent paragraphs and footnotes renumbered by the
issuance of Statement on Auditing Standards No. 79, effective for reports
issued or reissued on or after February 29, 1996.

Lack of Consistency
.16 The auditor’s standard report implies that the auditor is satisfied that
the comparability of financial statements between periods has not been mate
rially affected by changes in accounting principles and that such principles
have been consistently applied between or among periods because either (a) no
change in accounting principles has occurred, or (b) there has been a change in
accounting principles or in the method of their application, but the effect of the
change on the comparability of the financial statements is not material. In
these cases, the auditor should not refer to consistency in the report. If,
however, there has been a change in accounting principles or in the method of
their application that has a material effect on the comparability of the com
pany’s financial statements, the auditor should refer to the change in an
explanatory paragraph of the report. Such explanatory paragraph (following
the opinion paragraph) should identify the nature of the change and refer the
reader to the note in the financial statements that discusses the change in
detail. The auditor’s concurrence with a change is implicit unless he or she takes
exception to the change in expressing his or her opinion as to fair presentation
of the financial statements in conformity with generally accepted accounting
principles.12 When there is a change in accounting principles, there are also
other matters that the auditor should consider (see paragraphs .50 through
.57). [Paragraph renumbered by the issuance of Statement on Auditing Stand
ards No. 79, December 1995.]
.17 Following is an example of an appropriate explanatory paragraph:
As discussed in Note X to the financial statements, the Company changed its
method of computing depreciation in 20X2.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]
.18 The addition of this explanatory paragraph in the auditor’s report is
required in reports on financial statements of subsequent years as long as the
12 With respect to the method of accounting for the effect of a change in accounting principle, see
Accounting Principles Board Opinion No. 20, Accounting Changes, including paragraph 4 [AC section
A06.103], which states that methods of accounting for changes in principles resulting from the
implementation of new pronouncements is provided in those pronouncements. [Footnote renumbered
by the issuance of Statement on Auditing Standards No. 79, December 1995. Footnote subsequently
renumbered by the issuance of Statement on Auditing Standards No. 93, October 2000.]
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year of the change is presented and reported on.13 However, if the accounting
change is accounted for by retroactive restatement of the financial statements
affected, the additional paragraph is required only in the year of the change
since, in subsequent years, all periods presented will be comparable. [Para
graph renumbered by the issuance of Statement on Auditing Standards No. 79,
December 1995.]

Emphasis of a Matter
.19 In any report on financial statements, the auditor may emphasize a
matter regarding the financial statements. Such explanatory information should
be presented in a separate paragraph of the auditor’s report. Phrases such as
“with the foregoing [following] explanation” should not be used in the opinion
paragraph if an emphasis paragraph is included in the auditor’s report. Em
phasis paragraphs are never required; they may be added solely at the audi
tor’s discretion. Examples of matters the auditor may wish to emphasize are—
•

That the entity is a component of a larger business enterprise.

•

That the entity has had significant transactions with related parties.

•

Unusually important subsequent events.

•

Accounting matters, other than those involving a change or changes
in accounting principles, affecting the comparability of the financial
statements with those of the preceding period.

[Paragraph renumbered and amended, effective for reports issued or reissued
on or after February 29, 1996, by the issuance of Statement on Auditing
Standards No. 79.]

Departures From Unqualified Opinions

Qualified Opinions
.20 Certain circumstances may require a qualified opinion. A qualified
opinion states that, except for the effects of the matter to which the qualifica
tion relates, the financial statements present fairly, in all material respects,
financial position, results of operations, and cash flows in conformity with
generally accepted accounting principles. Such an opinion is expressed when—
a.

There is a lack of sufficient competent evidential matter or there are
restrictions on the scope of the audit that have led the auditor to
conclude that he or she cannot express an unqualified opinion and
he or she has concluded not to disclaim an opinion (paragraphs
.22-34).

b.

The auditor believes, on the basis of his or her audit, that the financial
statements contain a departure from generally accepted accounting
principles, the effect of which is material, and he or she has concluded
not to express an adverse opinion (paragraphs .35-57).

13 An exception to this requirement occurs when a change in accounting principle that does not
require a cumulative effect adjustment is made at the beginning of the earliest year presented and
reported on. That exception is addressed in the auditing interpretation of section 420, Consistency of
Application of Generally Accepted Accounting Principles, titled “Impact on the Auditor’s Report of
FIFO to LIFO Change in Comparative Financial Statements,” (section 9420.16-.23). [Footnote re
numbered by the issuance of Statement on Auditing Standards No. 79, December 1995. Footnote
subsequently renumbered by the issuance of Statement on Auditing Standards No. 93, October 2000.]
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[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]

.21 When the auditor expresses a qualified opinion, he or she should disclose
all of the substantive reasons in one or more separate explanatory paragraph(s)
preceding the opinion paragraph of the report. The auditor should also include,
in the opinion paragraph, the appropriate qualifying language and a reference
to the explanatory paragraph. A qualified opinion should include the word
except or exception in a phrase such as except for or with the exception of.
Phrases such as subject to and with the foregoing explanation are not clear or
forceful enough and should not be used. Since accompanying notes are part of
the financial statements, wording such as fairly presented, in all material
respects, when read in conjunction with Note 1 is likely to be misunderstood and
should not be used. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 79, December 1995.]
Scope Limitations
.22 The auditor can determine that he or she is able to express an
unqualified opinion only if the audit has been conducted in accordance with
generally accepted auditing standards and if he or she has therefore been able
to apply all the procedures he considers necessary in the circumstances.
Restrictions on the scope of the audit, whether imposed by the client or by
circumstances, such as the timing of his or her work, the inability to obtain
sufficient competent evidential matter, or an inadequacy in the accounting
records, may require the auditor to qualify his or her opinion or to disclaim an
opinion. In such instances, the reasons for the auditor’s qualification of opinion
or disclaimer of opinion should be described in the report. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 79, December
1995.]

.23 The auditor’s decision to qualify his or her opinion or disclaim an
opinion because of a scope limitation depends on his or her assessment of the
importance of the omitted procedure(s) to his or her ability to form an opinion
on the financial statements being audited. This assessment will be affected by
the nature and magnitude of the potential effects of the matters in question
and by their significance to the financial statements. If the potential effects
relate to many financial statement items, this significance is likely to be
greater than if only a limited number of items is involved. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 79, December
1995.]
.24 Common restrictions on the scope of the audit include those applying
to the observation of physical inventories and the confirmation of accounts
receivable by direct communication with debtors.14 Another common scope
restriction involves accounting for long-term investments when the auditor has
not been able to obtain audited financial statements of an investee. Restrictions
on the application of these or other audit procedures to important elements of
14 Circumstances such as the timing of the work may make it impossible for the auditor to
accomplish these procedures. In this case, if the auditor is able to satisfy himself or herself as to
inventories or accounts receivable by applying alternative procedures, there is no significant limita
tion on the scope of the work, and the report need not include a reference to the omission of the
procedures or the use of alternative procedures. It is important to understand, however, that section
331, Inventories, states that “it will always be necessary for the auditor to make, or observe, some
physical counts of the inventory and apply appropriate tests of intervening transactions.” [Footnote
renumbered by the issuance of Statement on Auditing Standards No. 79, December 1995. Footnote
subsequently renumbered by the issuance of Statement on Auditing Standards No. 93, October 2000.]
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the financial statements require the auditor to decide whether he or she has
examined sufficient competent evidential matter to permit him or her to
express an unqualified or qualified opinion, or whether he or she should
disclaim an opinion. When restrictions that significantly limit the scope of the
audit are imposed by the client, ordinarily the auditor should disclaim an
opinion on the financial statements. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 79, December 1995.]

.25 When a qualified opinion results from a limitation on the scope of the
audit or an insufficiency of evidential matter, the situation should be described
in an explanatory paragraph preceding the opinion paragraph and referred to
in both the scope and opinion paragraphs of the auditor’s report. It is not
appropriate for the scope of the audit to be explained in a note to the financial
statements, since the description of the audit scope is the responsibility of the
auditor and not that of the client. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 79, December 1995.]

.26 When an auditor qualifies his or her opinion because of a scope
limitation, the wording in the opinion paragraph should indicate that the
qualification pertains to the possible effects on the financial statements and
not to the scope limitation itself. Wording such as “In our opinion, except for
the above-mentioned limitation on the scope of our audit...” bases the excep
tion on the restriction itself, rather than on the possible effects on the financial
statements and, therefore, is unacceptable. An example of a qualified opinion
related to a scope limitation concerning an investment in a foreign affiliate
(assuming the effects of the limitation are such that the auditor has concluded
that a disclaimer of opinion is not appropriate) follows:
Independent Auditor’s Report
[Same first paragraph as the standard report]
Except as discussed in the following paragraph, we conducted our audits in
accordance with auditing standards generally accepted in the United States of
America.§ Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free
of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

We were unable to obtain audited financial statements supporting the Com
pany’s investment in a foreign affiliate stated at $_______ and $_______ at
December 31, 20X2 and 20X1, respectively, or its equity in earnings of that
affiliate of $_______ and $______ , which is included in net income for the years
then ended as described in Note X to the financial statements; nor were we able
to satisfy ourselves as to the carrying value of the investment in the foreign
affiliate or the equity in its earnings by other auditing procedures.
§ PCAOB Auditing Standard No. 1 (AS 1) requires that auditors’ reports on the financial
statements of issuers that are issued or reissued after the effective date of AS 1 include a statement
that the engagement was conducted in accordance with “the standards of the Public Company
Accounting Oversight Board (United States).” Refer to the “References to GAAS” section of Part I,
Applicability and Integration of PCAOB Standards and AICPA Professional Standards, of this
Compilation for further information.

AU §508.25

Reports on Audited Financial Statements

859

In our opinion, except for the effects of such adjustments, if any, as might have
been determined to be necessary had we been able to examine evidence
regarding the foreign affiliate investment and earnings, the financial state
ments referred to in the first paragraph above present fairly, in all material
respects, the financial position of X Company as of December 31, 20X2 and
20X1, and the results of its operations and its cash flows for the years then
ended in conformity with accounting principles generally accepted in the
United States of America.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]
.27 Other scope limitations. Sometimes, notes to financial statements
may contain unaudited information, such as pro forma calculations or other
similar disclosures. If the unaudited information (for example, an investor’s
share, material in amount, of an investee’s earnings recognized on the equity
method) is such that it should be subjected to auditing procedures in order for
the auditor to form an opinion with respect to the financial statements taken
as a whole, the auditor should apply the procedures he or she deems necessary
to the unaudited information. If the auditor has not been able to apply the
procedures he or she considers necessary, the auditor should qualify his or her
opinion or disclaim an opinion because of a limitation on the scope of the audit.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]
.28 If, however, these disclosures are not necessary to fairly present the
financial position, operating results, or cash flows on which the auditor is
reporting, such disclosures may be identified as unaudited or as not covered by
the auditor’s report. For example, the pro forma effects of a business combina
tion or of a subsequent event may be labelled unaudited. Therefore, while the
event or transaction giving rise to the disclosures in these circumstances
should be audited, the pro forma disclosures of that event or transaction would
not be. The auditor should be aware, however, that section 530, Dating of the
Independent Auditor’s Report, states that, if the auditor is aware of a material
subsequent event that has occurred after the completion of fieldwork but before
issuance of the report that should be disclosed, the auditor’s only options are
to dual date the report or date the report as of the date of the subsequent event
and extend the procedures for review of subsequent events to that date.
Labelling the note unaudited is not an acceptable alternative in these circum
stances. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 79, December 1995.]

.29 Uncertainties and scope limitations. A matter involving an un
certainty is one that is expected to be resolved at a future date, at which time
conclusive evidential matter concerning its outcome would be expected to
become available. Uncertainties include, but are not limited to, contin
gencies covered by Financial Accounting Standards Board (FASB) State
ment of Financial Accounting Standards No. 5, Accounting for Contingencies,
and matters related to estimates covered by Statement of Position 94-6,
Disclosure of Certain Significant Risks and Uncertainties. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 79, December
1995.]
.30 Conclusive evidential matter concerning the ultimate outcome of
uncertainties cannot be expected to exist at the time of the audit because the
outcome and related evidential matter are prospective. In these circumstances,

AU §508.30

860

The Fourth Standard of Reporting

management is responsible for estimating the effect of future events on the
financial statements, or determining that a reasonable estimate cannot be made
and making the required disclosures, all in accordance with generally accepted
accounting principles, based on management’s analysis of existing conditions.
An audit includes an assessment of whether the evidential matter is sufficient
to support management’s analysis. Absence of the existence of information
related to the outcome of an uncertainty does not necessarily lead to a conclu
sion that the evidential matter supporting management’s assertion is not
sufficient. Rather, the auditor’s judgment regarding the sufficiency of the
evidential matter is based on the evidential matter that is, or should be,
available. If, after considering the existing conditions and available evidence,
the auditor concludes that sufficient evidential matter supports management’s
assertions about the nature of a matter involving an uncertainty and its
presentation or disclosure in the financial statements, an unqualified opinion
ordinarily is appropriate. [Paragraph added, effective for reports issued or
reissued on or after February 29, 1996, by Statement on Auditing Standards
No. 79.]
.31 If the auditor is unable to obtain sufficient evidential matter to
support management’s assertions about the nature of a matter involving an
uncertainty and its presentation or disclosure in the financial statements, the
auditor should consider the need to express a qualified opinion or to disclaim
an opinion because of a scope limitation. A qualification or disclaimer of
opinion because of a scope limitation is appropriate if sufficient evidential
matter related to an uncertainty does or did exist but was not available to the
auditor for reasons such as management’s record retention policies or a restric
tion imposed by management. [Paragraph added, effective for reports issued
or reissued on or after February 29,1996, by Statement on Auditing Standards
No. 79.]
.32 Scope limitations related to uncertainties should be differentiated
from situations in which the auditor concludes that the financial statements
are materially misstated due to departures from generally accepted accounting
principles related to uncertainties. Such departures may be caused by inade
quate disclosure concerning the uncertainty, the use of inappropriate account
ing principles, or the use of unreasonable accounting estimates. Paragraphs
.45 to .49 provide guidance to the auditor when financial statements contain
departures from generally accepted accounting principles related to uncertain
ties. [Paragraph added, effective for reports issued or reissued on or after
February 29, 1996, by Statement on Auditing Standards No. 79.]

.33 Limited reporting engagements. The auditor may be asked to
report on one basic financial statement and not on the others. For example, he
or she may be asked to report on the balance sheet and not on the statements
of income, retained earnings or cash flows. These engagements do not involve
scope limitations if the auditor’s access to information underlying the basic
financial statements is not limited and if the auditor applies all the procedures
he considers necessary in the circumstances; rather, such engagements involve
limited reporting objectives. [Paragraph renumbered by the issuance of State
ment on Auditing Standards No. 79, December 1995.]

.34 An auditor may be asked to report on the balance sheet only. In this
case, the auditor may express an opinion on the balance sheet only. An example
of an unqualified opinion on a balance-sheet-only audit follows (the report
assumes that the auditor has been able to satisfy himself or herself regarding
the consistency of application of accounting principles):
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Independent Auditor’s Report
We have audited the accompanying balance sheet of X Company as of December
31, 20XX. This financial statement is the responsibility of the Company’s
management. Our responsibility is to express an opinion on this financial
statement based on our audit.
We conducted our audit in accordance with auditing standards generally
accepted in the United States of America.§ Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the
balance sheet is free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the balance
sheet. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall
balance sheet presentation. We believe that our audit of the balance sheet
provides a reasonable basis for our opinion.

In our opinion, the balance sheet referred to above presents fairly, in all
material respects, the financial position ofX Company as of December 31,20XX,
in conformity with accounting principles generally accepted in the United
States of America.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]

Departure From a Generally Accepted Accounting Principle
.35 When financial statements are materially affected by a departure
from generally accepted accounting principles and the auditor has audited the
statements in accordance with generally accepted auditing standards, he or
she should express a qualified (paragraphs .36 through .57) or an adverse
(paragraphs .58 through .60) opinion. The basis for such opinion should be
stated in the report. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 79, December 1995.]

.36 In deciding whether the effects of a departure from generally accepted
accounting principles are sufficiently material to require either a qualified or
adverse opinion, one factor to be considered is the dollar magnitude of such
effects. However, the concept of materiality does not depend entirely on rela
tive size; it involves qualitative as well as quantitative judgments. The signifi
cance of an item to a particular entity (for example, inventories to a
manufacturing company), the pervasiveness of the misstatement (such as
whether it affects the amounts and presentation of numerous financial state
ment items), and the effect of the misstatement on the financial statements
taken as a whole are all factors to be considered in making a judgment
regarding materiality. [Paragraph renumbered by the issuance of Statement
on Auditing Standards No. 79, December 1995.]
.37 When the auditor expresses a qualified opinion, he or she should
disclose, in a separate explanatory paragraph(s) preceding the opinion para
graph of the report, all of the substantive reasons that have led him or her to
§ PCAOB Auditing Standard No. 1 (AS 1) requires that auditors’ reports on the financial
statements of issuers that are issued or reissued after the effective date of AS 1 include a statement
that the engagement was conducted in accordance with “the standards of the Public Company
Accounting Oversight Board (United States).” Refer to the “References to GAAS” section of Part I,
Applicability and Integration of PCAOB Standards and AICPA Professional Standards, of this
Compilation for further information.
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conclude that there has been a departure from generally accepted accounting
principles. Furthermore, the opinion paragraph of the report should include
the appropriate qualifying language and a reference to the explanatory paragraph(s). [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 79, December 1995.]
.38 The explanatory paragraph(s) should also disclose the principal ef
fects of the subject matter of the qualification on financial position, results of
operations, and cash flows, if practicable.15 If the effects are not reasonably
determinable, the report should so state. If such disclosures are made in a note
to the financial statements, the explanatory paragraph(s) may be shortened by
referring to it. [Paragraph renumbered by the issuance of Statement on Audit
ing Standards No. 79, December 1995.]
.39 An example of a report in which the opinion is qualified because of the
use of an accounting principle at variance with generally accepted accounting
principles follows (assuming the effects are such that the auditor has concluded
that an adverse opinion is not appropriate):

Independent Auditor's Report
[Same first and second paragraphs as the standard report]
The Company has excluded, from property and debt in the accompanying
balance sheets, certain lease obligations that, in our opinion, should be capi
talized in order to conform with accounting principles generally accepted in the
United States of America. If these lease obligations were capitalized, property
would be increased by $_______and $_______ , long-term debt by $_______ and
$_______ , and retained earnings by $_______ and $_______ as of December 31,
20X2 and 20X1, respectively. Additionally, net income would be increased
(decreased) by $_______ and $________and earnings per share would be in
creased (decreased) by $_______ and $_______ , respectively, for the years then
ended.

In our opinion, except for the effects of not capitalizing certain lease obligations
as discussed in the preceding paragraph, the financial statements referred to
above present fairly, in all material respects, the financial position of X
Company as of December 31, 20X2 and 20X1, and the results of its operations
and its cash flows for the years then ended in conformity with accounting
principles generally accepted in the United States of America.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]

.40 If the pertinent facts are disclosed in a note to the financial state
ments, a separate paragraph (preceding the opinion paragraph) of the auditor’s
report in the circumstances illustrated in paragraph .39 might read as
follows:
15 Section 431, Adequacy of Disclosure in the Financial Statements, defines practicable as
.
the information is reasonably obtainable from management’s accounts and records and that provid
ing the information in the report does not require the auditor to assume the position of a preparer of
financial information.” For example, if the information can be obtained from the accounts and records
without the auditor substantially increasing the effort that would normally be required to complete
the audit, the information should be presented in the report. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 79, December 1995. Footnote subsequently renumbered by
the issuance of Statement on Auditing Standards No. 93, October 2000.]
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As more fully described in Note X to the financial statements, the Company
has excluded certain lease obligations from property and debt in the accompa
nying balance sheets. In our opinion, accounting principles generally accepted
in the United States of America require that such obligations be included in
the balance sheets.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]
.41 Inadequate disclosure. Information essential for a fair presenta
tion in conformity with generally accepted accounting principles should be set
forth in the financial statements (which include the related notes). When such
information is set forth elsewhere in a report to shareholders, or in a prospec
tus, proxy statement, or other similar report, it should be referred to in the
financial statements. If the financial statements, including accompanying
notes, fail to disclose information that is required by generally accepted ac
counting principles, the auditor should express a qualified or adverse opinion
because of the departure from those principles and should provide the informa
tion in the report, if practicable,16 unless its omission from the auditor’s report
is recognized as appropriate by a specific Statement on Auditing Standards.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]

.42 Following is an example of a report qualified for inadequate disclosure
(assuming the effects are such that the auditor has concluded an adverse
opinion is not appropriate):
Independent Auditor’s Report
[Same first and second paragraphs as the standard report]

The Company’s financial statements do not disclose [describe the nature of the
omitted disclosures]. In our opinion, disclosure of this information is required
by accounting principles generally accepted in the United States of America.
In our opinion, except for the omission of the information discussed in the
preceding paragraph, ...

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]

.43 If a company issues financial statements that purport to present
financial position and results of operations but omits the related statement of
cash flows, the auditor will normally conclude that the omission requires
qualification of his opinion. [Paragraph renumbered by the issuance of State
ment on Auditing Standards No. 79, December 1995.]
.44 The auditor is not required to prepare a basic financial statement (for
example, a statement of cash flows for one or more periods) and include it in
the report if the company’s management declines to present the statement.
Accordingly, in these cases, the auditor should ordinarily qualify the report in
the following manner:
16 See footnote 15. [Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995. Footnote subsequently renumbered by the issuance of Statement on Auditing
Standards No. 93, October 2000.]
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Independent Auditor's Report
We have audited the accompanying balance sheets of X Company as of Decem
ber 31, 20X2 and 20X1, and the related statements of income and retained
earnings for the years then ended. These financial statements are the respon
sibility of the Company’s management. Our responsibility is to express an
opinion on these financial statements based on our audit.

[Same second paragraph as the standard report]
The Company declined to present a statement of cash flows for the years ended
December 31, 20X2 and 20X1. Presentation of such statement summarizing
the Company’s operating, investing, and financing activities is required by
accounting principles generally accepted in the United States of America.

In our opinion, except that the omission of a statement of cash flows results in
an incomplete presentation as explained in the preceding paragraph, the
financial statements referred to above present fairly, in all material respects,
the financial position of X Company as of December 31, 20X2 and 20X1, and
the results of its operations for the years then ended in conformity with
accounting principles generally accepted in the United States of America.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]
.45 Departures from generally accepted accounting principles in
volving risks or uncertainties, and materiality considerations. Depar

tures from generally accepted accounting principles involving risks or
uncertainties generally fall into one of the following categories:

•

Inadequate disclosure (paragraphs .46 and .47)

•

Inappropriate accounting principles (paragraph .48)

•

Unreasonable accounting estimates (paragraph .49)

[Paragraph added, effective for reports issued or reissued on or after February
29, 1996, by Statement on Auditing Standards No. 79.]

.46 If the auditor concludes that a matter involving a risk or an uncer
tainty is not adequately disclosed in the financial statements in conformity
with generally accepted accounting principles, the auditor should express a
qualified or an adverse opinion. [Paragraph added, effective for reports issued
or reissued on or after February 29,1996, by Statement on Auditing Standards
No. 79.]
.47 The auditor should consider materiality in evaluating the adequacy of
disclosure of matters involving risks or uncertainties in the financial state
ments in the context of the financial statements taken as a whole. The auditor’s
consideration of materiality is a matter of professional judgment and is influ
enced by his or her perception of the needs of a reasonable person who will rely
on the financial statements. Materiality judgments involving risks or uncer
tainties are made in light of the surrounding circumstances. The auditor
evaluates the materiality of reasonably possible losses that may be incurred
upon the resolution of uncertainties both individually and in the aggregate. The
auditor performs the evaluation of reasonably possible losses without regard to
his or her evaluation of the materiality of known and likely misstatements in
the financial statements. [Paragraph added, effective for reports issued or reissued
on or after February 29,1996, by Statement on Auditing Standards No. 79.]
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.48 In preparing financial statements, management estimates the out
come of certain types of future events. For example, estimates ordinarily are
made about the useful lives of depreciable assets, the collectibility of accounts
receivable, the realizable value of inventory items, and the provision for
product warranties. FASB Statement No. 5, Accounting for Contingencies,
paragraphs 23 and 25, describes situations in which the inability to make a
reasonable estimate may raise questions about the appropriateness of the ac
counting principles used. If, in those or other situations, the auditor concludes
that the accounting principles used cause the financial statements to be materially
misstated, he or she should express a qualified or an adverse opinion. [Paragraph
added, effective for reports issued or reissued on or after February 29,1996, by
Statement on Auditing Standards No. 79.]

.49 Usually, the auditor is able to satisfy himself or herself regarding the
reasonableness of management’s estimate of the effects of future events by
considering various types of evidential matter, including the historical experi
ence of the entity. If the auditor concludes that management’s estimate is
unreasonable (see section 312, Audit Risk and Materiality, and section 342,
Auditing Accounting Estimates) and that its effect is to cause the financial
statements to be materially misstated, he or she should express a qualified or
an adverse opinion. [Paragraph added, effective for reports issued or reissued
on or after February 29, 1996, by Statement on Auditing Standards No. 79.]
.50 Accounting changes. The auditor should evaluate a change in
accounting principle to satisfy himself that (a) the newly adopted accounting
principle is a generally accepted accounting principle, (b) the method of ac
counting for the effect of the change is in conformity with generally accepted
accounting principles, and (c) management’s justification for the change is
reasonable. If a change in accounting principle does not meet these conditions, the
auditor’s report should so indicate, and his opinion should be appropriately
qualified as discussed in paragraphs .51 and .52. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 79, December 1995.]
.51 If (a) a newly adopted accounting principle is not a generally accepted
accounting principle, (b) the method of accounting for the effect of the change
is not in conformity with generally accepted accounting principles, or (c)
management has not provided reasonable justification for the change in ac
counting principle, the auditor should express a qualified opinion or, if the
effect of the change is sufficiently material, the auditor should express an
adverse opinion on the financial statements. [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 79, December 1995.]

.52 Accounting Principles Board Opinion No. 20, Accounting Changes,
paragraph 16 [AC section A06.112], states: “The presumption that an entity
should not change an accounting principle may be overcome only if the enter
prise justifies the use of an alternative acceptable accounting principle on the
basis that it is preferable.” If management has not provided reasonable justi
fication for the change in accounting principles, the auditor should express an
exception to the change having been made without reasonable justification. An
example of a report qualified for this reason follows:
Independent Auditor’s Report
[Same first and second paragraphs as the standard report]

As disclosed in Note X to the financial statements, the Company adopted, in
20X2, the first-in, first-out method of accounting for its inventories, whereas it
previously used the last-in, first-out method. Although use of the first-in, first-out
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method is in conformity with accounting principles generally accepted in the
United States of America, in our opinion the Company has not provided reason
able justification for making this change as required by those principles.17

In our opinion, except for the change in accounting principle discussed in the
preceding paragraph, the financial statements referred to above present fairly,
in all material respects, the financial position of X Company as of December
31, 20X2 and 20X1, and the results of its operations and its cash flows for the
years then ended in conformity with accounting principles generally accepted
in the United States of America.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]

.53 Whenever an accounting change results in an auditor expressing a
qualified or adverse opinion on the conformity of financial statements with
generally accepted accounting principles for the year of change, the auditor
should consider the possible effects of that change when reporting on the
entity’s financial statements for subsequent years, as discussed in paragraphs
.54 through .57. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 79, December 1995.]
.54 If the financial statements for the year of such change are presented
and reported on with a subsequent year’s financial statements, the auditor’s
report should disclose his or her reservations with respect to the statements
for the year of change. [Paragraph renumbered by the issuance of Statement
on Auditing Standards No. 79, December 1995.]
.55 If an entity has adopted an accounting principle that is not a generally
accepted accounting principle, its continued use might have a material effect
on the statements of a subsequent year on which the auditor is reporting. In
this situation, the independent auditor should express either a qualified opin
ion or an adverse opinion, depending on the materiality of the departure in
relation to the statements of the subsequent year. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 79, December 1995.]
.56 If an entity accounts for the effect of a change prospectively when
generally accepted accounting principles require restatement or the inclusion
of the cumulative effect of the change in the year of change, a subsequent year’s
financial statements could improperly include a charge or credit that is mate
rial to those statements. This situation also requires that the auditor express
a qualified or an adverse opinion. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 79, December 1995.]
.57 If management has not provided reasonable justification for a change
in accounting principles, the auditor’s opinion should express an exception to
the change having been made without reasonable justification, as previously
17 Section 420, Consistency of Application of Generally Accepted Accounting Principles, states
that a change from an accounting principle that is not generally accepted to one that is generally
accepted is a correction of an error and. that such a change requires recognition in the auditor’s report
as to consistency. Therefore, the auditor should add an explanatory paragraph to the report discuss
ing the accounting change. However, because the middle paragraph included in the example pre
sented contains all of the information required in an explanatory paragraph on consistency, a
separate explanatory paragraph (following the opinion paragraph) as required by paragraphs .16
through .18 of this section is not necessary in this instance. A separate paragraph that identifies the
change in accounting principle would be required if the substance of the disclosure did not fulfill the
requirements outlined in these paragraphs. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 79, December 1995. Footnote subsequently renumbered by the issuance of
Statement on Auditing Standards No. 93, October 2000.]
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indicated. In addition, the auditor should continue to express his or her
exception with respect to the financial statements for the year of change as long
as they are presented and reported on. However, the auditor’s exception relates
to the accounting change and does not affect the status of a newly adopted
principle as a generally accepted accounting principle. Accordingly, while
expressing an exception for the year of change, the independent auditor’s
opinion regarding the subsequent years’ statements need not express an
exception to use of the newly adopted principle. [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 79, December 1995.]

Adverse Opinions
.58 An adverse opinion states that the financial statements do not pre
sent fairly the financial position or the results of operations or cash flows in
conformity with generally accepted accounting principles. Such an opinion is
expressed when, in the auditor’s judgment, the financial statements taken as
a whole are not presented fairly in conformity with generally accepted account
ing principles. [Paragraph renumbered by the issuance of Statement on Audit
ing Standards No. 79, December 1995.]
.59 When the auditor expresses an adverse opinion, he or she should
disclose in a separate explanatory paragraph(s) preceding the opinion para
graph of the report (a) all the substantive reasons for his or her adverse
opinion, and (b) the principal effects of the subject matter of the adverse
opinion on financial position, results of operations, and cash flows, if practica
ble.18 If the effects are not reasonably determinable, the report should so
state.19 [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 79, December 1995.]

.60 When an adverse opinion is expressed, the opinion paragraph should
include a direct reference to a separate paragraph that discloses the basis for
the adverse opinion, as shown below:
Independent Auditor’s Report
[Same first and second paragraphs as the standard report]
As discussed in Note X to the financial statements, the Company carries its
property, plant and equipment accounts at appraisal values, and provides
depreciation on the basis of such values. Further, the Company does not provide
for income taxes with respect to differences between financial income and
taxable income arising because of the use, for income tax purposes, of the
installment method of reporting gross profit from certain types of sales. Ac
counting principles generally accepted in the United States of America require
that property, plant and equipment be stated at an amount not in excess of cost,
reduced by depreciation based on such amount, and that deferred income taxes
be provided.

18 See footnote 15. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995. Footnote subsequently renumbered by the issuance of Statement on Auditing
Standards No 93, October 2000.]

19 When the auditor expresses an adverse opinion, he or she should also consider the need for an
explanatory paragraph under the circumstances identified in paragraph .11, subsection (c), (d), and
(e) of this section. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 79,
December 1995. Footnote subsequently renumbered by the issuance of Statement on Auditing
Standards No. 93, October 2000.]
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Because of the departures from accounting principles generally accepted in the
United States of America identified above, as of December 31, 20X2 and 20X1,
inventories have been increased $______ and $_______ by inclusion in manu
facturing overhead of depreciation in excess of that based on cost; property,
plant and equipment, less accumulated depreciation, is carried at $_______ and
$______ in excess of an amount based on the cost to the Company; and deferred
income taxes of $_______ and $_______ have not been recorded; resulting in an
increase of $______ and $_______ in retained earnings and in appraisal surplus
of $_______ and $_______ , respectively. For the years ended December 31,20X2
and 20X1, cost of goods sold has been increased $_______ and $_______ ,
respectively, because of the effects of the depreciation accounting referred to
above and deferred income taxes of $_______ and $_______ have not been
provided, resulting in an increase in net income of $_______ and $_______ ,
respectively.

In our opinion, because of the effects of the matters discussed in the preceding
paragraphs, the financial statements referred to above do not present fairly, in
conformity with accounting principles generally accepted in the United States
of America, the financial position of X Company as of December 31, 20X2 and
20X1, or the results of its operations or its cash flows for the years then ended.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]

Disclaimer of Opinion
.61 A disclaimer of opinion states that the auditor does not express an
opinion on the financial statements. An auditor may decline to express an
opinion whenever he or she is unable to form or has not formed an opinion as
to the fairness of presentation of the financial statements in conformity with
generally accepted accounting principles. If the auditor disclaims an opinion,
the auditor’s report should give all of the substantive reasons for the dis
claimer. [Paragraph renumbered and amended, effective for reports issued or
reissued on or after February 29, 1996, by the issuance of Statement on
Auditing Standards No. 79.]

.62 A disclaimer is appropriate when the auditor has not performed an
audit sufficient in scope to enable him or her to form an opinion on the financial
statements.20 A disclaimer of opinion should not be expressed because the
auditor believes, on the basis of his or her audit, that there are material
departures from generally accepted accounting principles (see paragraphs .35
through .57). When disclaiming an opinion because of a scope limitation, the
auditor should state in a separate paragraph or paragraphs all of the substan
tive reasons for the disclaimer. He or she should state that the scope of the
audit was not sufficient to warrant the expression of an opinion. The auditor
20 If an accountant is engaged to conduct an audit of the financial statements of a nonpublic
entity in accordance with generally accepted auditing standards, but is requested to change the
engagement to a review or a compilation of the statements, he or she should look to the guidance in
paragraphs 46 through 51 of Statement on Standards for Accounting and Review Services No. 1,
Compilation and Review of Financial Statements. Section 504, Association With Financial State
ments, paragraph .05, provides guidance to an accountant who is associated with the financial
statements of a public entity, but has not audited such statements. [Footnote renumbered and
amended, effective for reports issued or reissued on or after February 29, 1996, by the issuance of
Statement on Auditing Standards No. 79. Footnote subsequently renumbered by the issuance of
Statement on Auditing Standards No. 93, October 2000. Footnote revised, November 2002, to reflect
conforming changes necessary due to the issuance of Statement on Standards for Accounting and
Review Services No. 9.]
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should not identify the procedures that were performed nor include the para
graph describing the characteristics of an audit (that is, the scope paragraph
of the auditor’s standard report); to do so may tend to overshadow the dis
claimer. In addition, the auditor should also disclose any other reservations he
or she has regarding fair presentation in conformity with generally accepted
accounting principles. [Paragraph renumbered and amended, effective for,
reports issued or reissued on or after February 29, 1996, by the issuance of
Statement on Auditing Standards No. 79.]
.63 An example of a report disclaiming an opinion resulting from an
inability to obtain sufficient competent evidential matter because of the scope
limitation follows:

Independent Auditor’s Report
We were engaged to audit the accompanying balance sheets of X Company as
of December 31,20X2 and 20X1, and the related statements of income, retained
earnings, and cash flows for the years then ended. These financial statements
are the responsibility of the Company’s management.21
[Second paragraph of standard report should be omitted]
The Company did not make a count of its physical inventory in 20X2 or 20X1,
stated in the accompanying financial statements at $_______ as of December
31, 20X2, and at $________ as of December 31, 20X1. Further, evidence
supporting the cost of property and equipment acquired prior to December 31,
20X1, is no longer available. The Company’s records do not permit the applica
tion of other auditing procedures to inventories or property and equipment.

Since the Company did not take physical inventories and we were not able to
apply other auditing procedures to satisfy ourselves as to inventory quantities
and the cost of property and equipment, the scope of our work was not sufficient
to enable us to express, and we do not express, an opinion on these financial
statements.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]

Piecemeal Opinions
.64 Piecemeal opinions (expressions of opinion as to certain identified
items in financial statements) should not be expressed when the auditor has
disclaimed an opinion or has expressed an adverse opinion on the financial
statements taken as a whole because piecemeal opinions tend to overshadow
or contradict a disclaimer of opinion or an adverse opinion. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 79, December
1995.]
21 The wording in the first paragraph of the auditor’s standard report is changed in a disclaimer
of opinion because of a scope limitation. The first sentence now states that “we were engaged to audit”
rather than “we have audited” since, because of the scope limitation, the auditor was not able to
perform an audit in accordance with generally accepted auditing standards. In addition, the last
sentence of the first paragraph is also deleted, because of the scope limitation, to eliminate the
reference to the auditor’s responsibility to express an opinion. [Footnote renumbered by the issuance
of Statement on Auditing Standards No. 79, December 1995. Footnote subsequently renumbered by
the issuance of Statement on Auditing Standards No. 93, October 2000.]

AU §508.64

870

The Fourth Standard of Reporting

Reports on Comparative Financial Statements
.65 The fourth standard of reporting requires that an auditor’s report
contain either an expression of opinion regarding the financial statements
taken as a whole or an assertion to the effect that an opinion cannot be
expressed. Reference in the fourth reporting standard to the financial state
ments taken as a whole applies not only to the financial statements of the
current period but also to those of one or more prior periods that are presented
on a comparative basis with those of the current period. Therefore, a continu
ing auditor22 should update23 the report on the individual financial statements
of the one or more prior periods presented on a comparative basis with those
of the current period.24 Ordinarily, the auditor’s report on comparative finan
cial statements should be dated as of the date of completion of fieldwork for the
most recent audit. (See section 530, Dating of the Independent Auditor’s Report,
paragraph .01.) [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 79, December 1995. As amended, effective September
2002, by Statement on Auditing Standards No. 98.]

.66 During the audit of the current-period financial statements, the audi
tor should be alert for circumstances or events that affect the prior-period
financial statements presented (see paragraph .68) or the adequacy of informa
tive disclosures concerning those statements. (See section 431, Adequacy of
Disclosure in Financial Statements, and ARB No. 43, Chapter 2A [AC section
F43].) In updating his or her report on the prior-period financial statements,
the auditor should consider the effects of any such circumstances or events
22 A continuing auditor is one who has audited the financial statements of the current period and
of one or more consecutive periods immediately prior to the current period. If one firm of independent
auditors merges with another firm and the new firm becomes the auditor of a former client of one of
the former firms, the new firm may accept responsibility and express an opinion on the financial
statements for the prior period(s), as well as for those of the current period. In such circumstances,
the new firm should follow the guidance in paragraphs .65 through .69 and may indicate in its report
or signature that a merger took place and may name the firm of independent auditors that was
merged with it. If the new firm decides not to express an opinion on the prior-period financial
statements, the guidance in paragraphs .70 through .74 should be followed. [Footnote renumbered by
the issuance of Statement on Auditing Standards No. 79, December 1995. Footnote subsequently
renumbered by the issuance of Statement on Auditing Standards No. 93, October 2000.]
23 An updated report on prior-period financial statements should be distinguished from a reissu
ance of a previous report (see section 530, Dating of the Independent Auditor’s Report, paragraphs .06
through .08), since in issuing an updated report the continuing auditor considers information that he
or she has become aware of during his or her audit of the current-period financial statements (see
paragraph .68) and because an updated report is issued in conjunction with the auditor’s report on
the current-period financial statements. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 79, December 1995. Footnote subsequently renumbered by the issuance of
Statement on Auditing Standards No. 93, October 2000.]

24 A continuing auditor need not report on the prior-period financial statements if only summa
rized comparative information of the prior period(s) is presented. For example, entities such as state
and local governmental units frequently present total-all-funds information for the prior period(s)
rather than information by individual funds because of space limitations or to avoid cumbersome or
confusing formats. Also, not-for-profit organizations frequently present certain information for the
prior period(s) in total rather than by net asset class. In some circumstances, the client may request
the auditor to express an opinion on the prior period(s) as well as the current period. In those
circumstances, the auditor should consider whether the information included for the prior period(s)
contains sufficient detail to constitute a fair presentation in conformity with generally accepted
accounting principles. In most cases, this will necessitate including additional columns or separate
detail by fund or net asset class, or the auditor would need to modify his or her report. [Footnote
renumbered by the issuance of Statement on Auditing Standards No. 79, December 1995. Footnote
subsequently renumbered by the issuance of Statement on Auditing Standards No. 93, October 2000.
Revised, April 2002, to reflect conforming changes necessary due to the issuance of FASB Statement
No. 117.]
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coming to his or her attention. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 79, December 1995.]

Different Reports on Comparative Financial Statements Presented
.67 Since the auditor’s report on comparative financial statements ap
plies to the individual financial statements presented, an auditor may express
a qualified or adverse opinion, disclaim an opinion, or include an explanatory
paragraph with respect to one or more financial statements for one or more
periods, while issuing a different report on the other financial statements
presented. Following are examples of reports on comparative financial state
ments (excluding the standard introductory and scope paragraphs, where
applicable) with different reports on one or more financial statements pre
sented.

Standard Report on the Prior-Year Financial Statements and a
Qualified Opinion on the Current-Year Financial Statements
Independent Auditor’s Report
[Same first and second paragraphs as the standard report]
The Company has excluded, from property and debt in the accompanying 20X2
balance sheet, certain lease obligations that were entered into in 20X2 which,
in our opinion, should be capitalized in order to conform with accounting
principles generally accepted in the United States of America. If these lease
obligations were capitalized, property would be increased by $_______ , long
term debt by $_______, and retained earnings by $_______ as of December 31,
20X2, and net income and earnings per share would be increased (decreased)
by $_______ and $_______ , respectively, for the year then ended.

In our opinion, except for the effects on the 20X2 financial statements of not
capitalizing certain lease obligations as described in the preceding paragraph,
the financial statements referred to above present fairly, in all material
respects, the financial position of ABC Company as of December 31, 20X2 and
20X1, and the results of its operations and its cash flows for the years then
ended in conformity with accounting principles generally accepted in the
United States of America.

Standard Report on the Current-Year Financial Statements With
a Disclaimer of Opinion on the Prior-Year Statements of Income,
Retained Earnings, and Cash Flows
Independent Auditor’s Report
[Same first paragraph as the standard report]
Except as explained in the following paragraph, we conducted our audits in
accordance with auditing standards generally accepted in the United States of
America.^ Those standards require that we plan and perform our audit to
obtain reasonable assurance about whether the financial statements are free
§ PCAOB Auditing Standard No. 1 (AS 1) requires that auditors’ reports on the financial
statements of issuers that are issued or reissued after the effective date of AS 1 include a statement
that the engagement was conducted in accordance with “the standards of the Public Company
Accounting Oversight Board (United States).” Refer to the “References to GAAS” section of Part I,
Applicability and Integration of PCAOB Standards and AICPA Professional Standards, of this
Compilation for further information.
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of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
We did not observe the taking of the physical inventory as of December 31,
20X0, since that date was prior to our appointment as auditors for the Company,
and we were unable to satisfy ourselves regarding inventory quantities by
means of other auditing procedures. Inventory amounts as of December 31,
20X0, enter into the determination of net income and cash flows for the year
ended December 31, 20X1.25

Because of the matter discussed in the preceding paragraph, the scope of our
work was not sufficient to enable us to express, and we do not express, an
opinion on the results of operations and cash flows for the year ended December
31, 20X1.

In our opinion, the balance sheets of ABC Company as of December 31, 20X2
and 20X1, and the related statements of income, retained earnings, and cash
flows for the year ended December 31, 20X2, present fairly, in all material
respects, the financial position of ABC Company as of December 31, 20X2 and
20X1, and the results of its operations and its cash flows for the year ended
December 31, 20X2, in conformity with accounting principles generally ac
cepted in the United States of America.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]

Opinion on Prior-Period Financial Statements Different From the
Opinion Previously Expressed
.68 If, during the current audit, an auditor becomes aware of circum
stances or events that affect the financial statements of a prior period, he or
she should consider such matters when updating his or her report on the
financial statements of the prior period. For example, if an auditor has pre
viously qualified his or her opinion or expressed an adverse opinion on finan
cial statements of a prior period because of a departure from generally accepted
accounting principles, and the prior-period financial statements are restated
in the current period to conform with generally accepted accounting principles,
the auditor’s updated report on the financial statements of the prior period
should indicate that the statements have been restated and should express an
unqualified opinion with respect to the restated financial statements. [Para
graph renumbered by the issuance of Statement on Auditing Standards No. 79,
December 1995.]

.69 If, in an updated report, the opinion is different from the opinion
previously expressed on the financial statements of a prior period, the auditor
should disclose all the substantive reasons for the different opinion in a separate
25 It is assumed that the independent auditor has been able to satisfy himself or herself as to the
consistency of application of generally accepted accounting principles. See section 420, Consistency of
Application of Generally Accepted Accounting Principles, for a discussion of consistency. [Footnote
renumbered by the issuance of Statement on Auditing Standards No. 79, December 1995; the former
footnote 29 has been deleted and subsequent footnotes renumbered by the issuance of Statement on
Auditing Standards No. 79, December 1995. Footnote subsequently renumbered by the issuance of
Statement on Auditing Standards No. 93, October 2000.]

AU §508.68

Reports on Audited Financial Statements

873

explanatory paragraph(s) preceding the opinion paragraph of his or her report.[29] The explanatory paragraph(s) should disclose (a) the date of the
auditor’s previous report, (b) the type of opinion previously expressed, (c) the
circumstances or events that caused the auditor to express a different opinion,
and (d) that the auditor’s updated opinion on the financial statements of the
prior period is different from his or her previous opinion on those statements.
The following is an example of an explanatory paragraph that may be appro
priate when an auditor issues an updated report on the financial statements
of a prior period that contains an opinion different from the opinion previously
expressed:
Independent Auditor’s Report
[Same first and second paragraphs as the standard report]

In our report dated March 1, 20X2, we expressed an opinion that the 20X1
financial statements did not fairly present financial position, results of opera
tions, and cash flows in conformity with accounting principles generally ac
cepted in the United States of America because of two departures from such
principles: (1) the Company carried its property, plant, and equipment at
appraisal values, and provided for depreciation on the basis of such values, and
(2) the Company did not provide for deferred income taxes with respect to
differences between income for financial reporting purposes and taxable in
come. As described in Note X, the Company has changed its method of
accounting for these items and restated its 20X1 financial statements to
conform with accounting principles generally accepted in the United States of
America. Accordingly, our present opinion on the 20X1 financial statements,
as presented herein, is different from that expressed in our previous report.26
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of X Company as of December 31,20X2
and 20X1, and the results of its operations and its cash flows for the years then
ended in conformity with accounting principles generally accepted in the
United States of America.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]

Report of Predecessor Auditor
.70 A predecessor auditor ordinarily would be in a position to reissue his
or her report on the financial statements of a prior period at the request of a
former client if he or she is able to make satisfactory arrangements with the former
client to perform this service and if he or she performs the procedures described
in paragraph .71.27 [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 79, December 1995.]
Predecessor Auditor's Report Reissued
.71 Before reissuing (or consenting to the reuse of) a report previously issued
on the financial statements of a prior period, when those financial statements are
26 See footnote 17. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995. Footnote subsequently renumbered by the issuance of Statement on Auditing
Standards No. 93, October 2000.]
27 It is recognized that there may be reasons why a predecessor auditor’s report may not be
reissued and this section does not address the various situations that could arise. [Footnote renum
bered by the issuance of Statement on Auditing Standards No. 79, December 1995. Footnote sub
sequently renumbered by the issuance of Statement on Auditing Standards No. 93, October 2000.]
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to be presented on a comparative basis with audited financial statements of a
subsequent period, a predecessor auditor should consider whether his or her
previous report on those statements is still appropriate. Either the current
form or manner of presentation of the financial statements of the prior period
or one or more subsequent events might make a predecessor auditor’s previous
report inappropriate. Consequently, a predecessor auditor should (a) read the
financial statements of the current period, (b) compare the prior-period finan
cial statements that he or she reported on with the financial statements to be
presented for comparative purposes, and (c) obtain representation letters from
management of the former client and from the successor auditor. The repre
sentation letter from management of the former client should state (a) whether
any information has come to management’s attention that would cause them
to believe that any of the previous representations should be modified, and
(6) whether any events have occurred subsequent to the balance-sheet date
of the latest prior-period financial statements reported on by the predecessor
auditor that would require adjustment to or disclosure in those financial
statements.28 The representation letter from the successor auditor should
state whether the successor’s audit revealed any matters that, in the succes
sor’s opinion, might have a material effect on, or require disclosure in, the
financial statements reported on by the predecessor auditor. Also, the prede
cessor auditor may wish to consider the matters described in section 543, Part
of Audit Performed by Other Independent Auditors, paragraphs .10 through
.12. However, the predecessor auditor should not refer in his or her reissued
report to the report or work of the successor auditor. [Paragraph renumbered
by the issuance of Statement on Auditing Standards No. 79, December 1995.
As amended, effective for reports reissued on or after June 30, 1998, by
Statement on Auditing Standards No. 85.]

.72 A predecessor auditor who has agreed to reissue his or her report may
become aware of events or transactions occurring subsequent to the date of his
or her previous report on the financial statements of a prior period that may
affect his or her previous report (for example, the successor auditor might
indicate in the response that certain matters have had a material effect on the
prior-period financial statements reported on by the predecessor auditor). In
such circumstances, the predecessor auditor should make inquiries and per
form other procedures that he or she considers necessary (for example, review
ing the working papers of the successor auditor as they relate to the matters
affecting the prior-period financial statements). The auditor should then de
cide, on the basis of the evidential matter obtained, whether to revise the
report. If a predecessor auditor concludes that the report should be revised, he
or she should follow the guidance in paragraphs .68, .69, and .73 of this section.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 79, December 1995.]
.73 A predecessor auditor’s knowledge of the current affairs of his former
client is obviously limited in the absence of a continuing relationship. Conse
quently, when reissuing the report on prior-period financial statements, a
predecessor auditor should use the date of his or her previous report to avoid
any implication that he or she has examined any records, transactions, or
events after that date. If the predecessor auditor revises the report or if the
28 See section 333, Management Representations, appendix C [paragraph .18], “Illustrative Up
dating Management Representation Letter.” [Footnote added, effective for reports reissued on or
after June 30, 1998, by Statement on Auditing Standards No. 85. Footnote renumbered by the
issuance of Statement on Auditing Standards No. 93, October 2000.]
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financial statements are restated, he or she should dual-date the report. (See
section 530, Dating of the Independent Auditor’s Report, paragraph .05.) [Para
graph renumbered by the issuance of Statement on Auditing Standards No. 79,
December 1995.]
Predecessor Auditor's Report Not Presented
.74 If the financial statements of a prior period have been audited by a
predecessor auditor whose report is not presented, the successor auditor
should indicate in the introductory paragraph of his or her report (a) that the
financial statements of the prior period were audited by another auditor,29 (b)
the date of his or her report, (c) the type of report issued by the predecessor
auditor, and (d) if the report was other than a standard report, the substantive
reasons therefor.30 An example of a successor auditor’s report when the prede
cessor auditor’s report is not presented is shown below:

Independent Auditor’s Report
We have audited the balance sheet of ABC Company as of December 31, 20X2,
and the related statements of income, retained earnings, and cash flows for the
year then ended. These financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these
financial statements based on our audit. The financial statements of ABC
Company as of December 31,20X1, were audited by other auditors whose report
dated March 31, 20X2, expressed an unqualified opinion on those statements.

[Same second paragraph as the standard report]

In our opinion, the 20X2 financial statements referred to above present fairly,
in all material respects, the financial position of ABC Company as of December
31, 20X2, and the results of its operations and its cash flows for the year then
ended in conformity with accounting principles generally accepted in the
United States of America.

If the predecessor auditor’s report was other than a standard report, the
successor auditor should describe the nature of and reasons for the explanatory
paragraph added to the predecessor’s report or the opinion qualification.
Following is an illustration of the wording that may be included in the successor
auditor’s report:
. . . were audited by other auditors whose report dated March 1, 20X2, on those
statements included an explanatory paragraph that described the change in
the Company’s method of computing depreciation discussed in Note X to the
financial statements.

29 The successor auditor should not name the predecessor auditor in his or her report; however,
the successor auditor may name the predecessor auditor if the predecessor auditor’s practice was
acquired by, or merged with, that of the successor auditor. [Footnote renumbered by the issuance of
Statement on Auditing Standards No. 79, December 1995. Footnote subsequently renumbered by the
issuance of Statement on Auditing Standards No. 85, November 1997. Footnote subsequently renum
bered by the issuance of Statement on Auditing Standards No. 93, October 2000.]
30 If the predecessor’s report was issued before the effective date of this section and contained an
uncertainties explanatory paragraph, a successor auditor’s report issued or reissued after the effec
tive date hereof should not make reference to the predecessor’s previously required explanatory
paragraph. [Footnote added, effective for reports issued or reissued on or after February 29,1996, by
Statement on Auditing Standards No. 79. Footnote renumbered by the issuance of Statement on
Auditing Standards No. 85, November 1997. Footnote subsequently renumbered by the issuance of
Statement on Auditing Standards No. 93, October 2000.]
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If the financial statements have been restated, the introductory paragraph
should indicate that a predecessor auditor reported on the financial statements
of the prior period before restatement. In addition, if the successor auditor is
engaged to audit and applies sufficient procedures to satisfy himself or herself
as to the appropriateness of the restatement adjustments, he or she may also
include the following paragraph in his report:
We also audited the adjustments described in Note X that were applied to
restate the 20X1 financial statements. In our opinion, such adjustments are
appropriate and have been properly applied.

[Paragraph renumbered and amended, effective for reports issued or reissued
on or after February 29, 1996, by the issuance of Statement on Auditing
Standards No. 79.]

Effective Date and Transition
.75 This section is effective for reports issued or reissued on or after
February 29, 1996. Earlier application of the provisions of this section is
permissible. [Paragraph renumbered and amended, effective for reports issued
or reissued on or after February 29, 1996, by the issuance of Statement on
Auditing Standards No. 79.]
.76 An auditor who previously included an uncertainties explanatory
paragraph in a report should not repeat that paragraph and is not required to
include an emphasis paragraph related to the uncertainty in a reissuance of
that report or in a report on subsequent periods’ financial statements, even if
the uncertainty has not been resolved. If the auditor decides to include an
emphasis paragraph related to the uncertainty, the paragraph may include an
explanation of the change in reporting standards.[31] [Paragraph renumbered
and amended, effective for reports issued or reissued on or after February 29,
1996, by the issuance of Statement on Auditing Standards No. 79.]

[31] [Footnote renumbered and deleted by the issuance of Statement on Auditing Standards No.
79, December 1995. Footnote subsequently renumbered by the issuance of Statement on Auditing
Standards No. 85, November 1997. Footnote subsequently renumbered by the issuance of Statement
on Auditing Standards No. 93, October 2000.]
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AU Section 9508

Reports on Audited Financial Statements:
Auditing Interpretations of Section 508
1.

Report of an Outside Inventory-Taking Firm as an Alternative
Procedure for Observing Inventories

.01 Question—Section 508, Reports on Audited Financial Statements,
paragraph .24 states that “Common restrictions on the scope of the audit
include those applying to the observation of physical inventories and the
confirmation of accounts receivable by direct communication with debtors....”
A footnote to that paragraph states: “Circumstances such as the timing of the
work may make it impossible for the auditor to accomplish these procedures.
In this case, if the auditor is able to satisfy himself or herself as to inventories
or accounts receivable by applying alternative procedures, there is no signifi
cant limitation on the scope of the work, and the report need not include
reference to the omission of the procedures or to the use of alternative proce
dures.” Outside firms of nonaccountants specializing in the taking of physical
inventories are used at times by some companies, such as retail stores, hospi
tals, and automobile dealers, to count, list, price and subsequently compute the
total dollar amount of inventory on hand at the date of the physical count.
Would obtaining the report of an outside inventory-taking firm be an accept
able alternative procedure to the independent auditor’s own observation of
physical inventories?

.02 Interpretation—Sufficient competent evidential matter for invento
ries is discussed in section 331, Inventories, paragraphs .Q9-.12. Section 331.09
states that “. . . it is ordinarily necessary for the independent auditor to be
present at the time of count and, by suitable observation, tests, and inquiries,
satisfy himself respecting the effectiveness of the methods of inventory-taking
and the measure of reliance which may be placed upon the client’s repre
sentations about the quantities and physical condition of the inventories.”
.03 Section 331.10 and .11 discusses two variations of that procedure
when the client has well-kept perpetual records that are checked periodically
by comparisons with physical counts or when the client uses statistical sam
pling to determine inventories. In such instances, the auditor may vary the
timing and extent of his observation of physical counts, but he “must be present
to observe such counts as he deems necessary and must satisfy himself as to
the effectiveness of the counting procedures used.”
.04 Section 331.12 deals with circumstances in which the auditor has not
satisfied himself or herself as to inventories in the possession of the client
through procedures described in section 331.09-.il. In those circumstances,
the general requirement for satisfactory alternative procedures is that “. . .
tests of the accounting records alone will not be sufficient for him to become
satisfied as to quantities; it will always be necessary for the auditor to make,
or observe, some physical counts of the inventory and apply appropriate tests
of intervening transactions.”

.05 The fact that the inventory is counted by an outside inventory firm of
nonaccountants is not, by itself, a satisfactory substitute for the auditor’s own
observation or taking of some physical counts. The auditor’s concern, in this
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respect, is to satisfy himself as to the effectiveness of the counting procedures
used. If the client engages an outside inventory firm to take the physical
inventory, the auditor’s primary concern would be to evaluate the effectiveness
of the procedures used by the outside firm and his auditing procedures would
be applied accordingly.
.06 Thus, the auditor would examine the outside firm’s program, observe
its procedures and controls, make or observe some physical counts of the
inventory, recompute calculations of the submitted inventory on a test basis
and apply appropriate tests to the intervening transactions. The independent
auditor ordinarily may reduce the extent of the work on the physical count of
inventory because of the work of an outside inventory firm, but any restriction
on the auditor’s judgment concerning the extent of his or her contact with the
inventory would be a scope restriction.
[Issue Date: July, 1975; Revised: October, 2000.]

[2.] Reporting on Comparative Financial Statements of Nonprofit
Organizations

[.07-.10] [Superseded by Statement on Auditing Standards No. 15, effec
tive for periods ending after June 30,1977.]
[3.] Reporting on Loss Contingencies

[.11-.14] [Superseded by Statement on Auditing Standards No. 58, effec
tive for reports issued or reissued on or after January 1, 1989.] (See section
508.)
[4.] Reports on Consolidated Financial Statements That Include
Supplementary Consolidating Information
[.15-.20] [Superseded December 31, 1980, by SAS No. 29.] (See section
551.)

[5.] Disclosures of Subsequent Events

[.21-.24] [Superseded by Statement on Auditing Standards No. 58, effec
tive for reports issued or reissued on or after January 1, 1989.] (See section
508.)
[6.] The Materiality of Uncertainties
[.25-.28] [Superseded by Statement on Auditing Standards No. 58, effec
tive for reports issued or reissued on or after January 1, 1989.] (See section
508.)

[7.] Reporting on an Uncertainty
[.29-.32] [Withdrawn August, 1982 by Statement on Auditing Standards
No. 43.]
8.

Reporting on Financial Statements Prepared on a Liquidation Basis
of Accounting

.33 Question—Footnote 6 of Statement of Position 93-3, Rescission of
Accounting Principles Board Statements, states that an enterprise is not viewed
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as a going concern if liquidation appears imminent. How should the auditor report
on financial statements that are prepared on a liquidation basis of accounting for
an entity in liquidation or for which liquidation appears imminent?

.34 Answer—A liquidation basis of accounting may be considered gener
ally accepted accounting principles for entities in liquidation or for which
liquidation appears imminent. Therefore, the auditor should issue an unquali
fied opinion on such financial statements, provided that the liquidation basis
of accounting has been properly applied, and that adequate disclosures are
made in the financial statements.
.35 Typically, the financial statements of entities that adopt a liquidation
basis of accounting are presented along with financial statements of a period
prior to adoption of a liquidation basis that were prepared on the basis of
generally accepted accounting principles for going concerns. In such circum
stances, the auditor’s report ordinarily should include an explanatory para
graph that states that the entity has changed the basis of accounting used to
determine the amounts at which assets and liabilities are carried from the
going concern basis to a liquidation basis.
.36 Examples of auditor’s reports with such an explanatory paragraph
follow.

Report on Single Year Financial Statements in Year ofAdoption of Liquidation
Basis

“We have audited the statement of net assets in liquidation of XYZ
Company as of December 31, 20X2, and the related statement of changes
in net assets in liquidation for the period from April 26,20X2 to December
31, 20X2. In addition, we have audited the statements of income, retained
earnings, and cash flows for the period from January 1, 20X2 to April 25,
20X2. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial
statements based on our audit.
“We conducted our audit in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by manage
ment, as well as evaluating the overall financial statement presentation.
We believe that our audit provides a reasonable basis for our opinion.

“As described in Note X to the financial statements, the stockholders of
XYZ Company approved a plan of liquidation on April 25, 20X2, and the
company commenced liquidation shortly thereafter. As a result, the com
pany has changed its basis of accounting for periods subsequent to April
25, 20X2 from the going-concern basis to a liquidation basis.
“In our opinion, the financial statements referred to above present
fairly, in all material respects, the net assets in liquidation of XYZ Com
pany as of December 31, 20X2, the changes in its net assets in liquidation
for the period from April 26, 20X2 to December 31, 20X2, and the results
of its operations and its cash flows for the period from January 1, 20X2 to
April 25,20X2, in conformity with accounting principles generally accepted
in the United States of America applied on the bases described in the
preceding paragraph.”
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Report on Comparative Financial Statements in Year ofAdoption ofLiquidation
Basis

“We have audited the balance sheet ofXYZ Company as of December
31, 20X1, the related statements of income, retained earnings, and cash
flows for the year then ended, and the statements of income, retained
earnings, and cash flows for the period from January 1, 20X2 to April 25,
20X2. In addition, we have audited the statement of net assets in liquida
tion as of December 31, 20X2, and the related statement of changes in net
assets in liquidation for the period from April 26, 20X2 to December 31,
20X2. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial
statements based on our audits.
“We conducted our audits in accordance with auditing standards gen
erally accepted in the United States of America. Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatements. An
audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assess
ing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement pres
entation. We believe that our audits provide a reasonable basis for our
opinion.
“As described in Note X to the financial statements, the stockholders of
XYZ Company approved a plan of liquidation on April 25, 20X2, and the
company commenced liquidation shortly thereafter. As a result, the com
pany has changed its basis of accounting for periods subsequent to April
25, 20X2 from the going-concern basis to a liquidation basis.
“In our opinion, the financial statements referred to above present
fairly, in all material respects, the financial position of XYZ Company as
of December 31, 20X1, the results of its operations and its cash flows for
the year then ended and for the period from January 1, 20X2 to April 25,
20X2, its net assets in liquidation as of December 31,20X2, and the changes
in its net assets in liquidation for the period from April 26, 20X2 to
December 31, 20X2, in conformity with accounting principles generally
accepted in the United States of America applied on the bases described in
the preceding paragraph.”

.37 The auditor may, in subsequent years, continue to include an explana
tory paragraph in his report to emphasize that the financial statements are
presented on a liquidation basis of accounting.

[.38] [Paragraph deleted to reflect conforming changes necessary due to
the issuance of Statement oh Auditing Standards No. 79.]
[Issue Date: December, 1984; Revised: June, 1993;
Revised: February, 1997; Revised: October, 2000.]

[9.] Quantifying Departures From Generally Accepted Accounting
Principles

[.39-.43] [Superseded by Statement on Auditing Standards No. 58, effec
tive for reports issued or reissued on or after January 1,1989.] (See section 508.)
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[10.] Updated Reports Resulting From the Retroactive Suspension of
Earnings per Share and Segment Information Disclosure
Requirements

E.44-.48] [Withdrawn March, 1989 by the Auditing Standards Board.]
[11.] Restating Financial Statements Reported on by a Predecessor
Auditor
[.49-.50] [Superseded by Statement on Auditing Standards No. 84, effec
tive with respect to acceptance of an engagement after March 31, 1998.] (See
section 315.)
12. Reference in Auditors Standard Report to Managements Report
.51 Question—One of the basic elements of the auditor’s standard report
is a statement that the financial statements are the responsibility of the
Company’s management. That statement is required in the auditor’s report
even when a document containing the auditor’s report includes a statement by
management regarding its responsibility for the presentation of the financial
statements. When an annual shareholders’ report (or other client-prepared
document that includes audited financial statements) contains a management
report that states the financial statements are the responsibility of manage
ment, is it permissible for the auditor’s report to include a reference to the
management report?

.52 Interpretation—No. The statement about management’s responsibili
ties for the financial statements required by section 508, Reports on Audited
Financial Statements, should not be further elaborated upon in the auditor’s
standard report or referenced to management’s report. Such modifications to
the standard auditor’s report may lead users to erroneously believe that the
auditor is providing assurances about representations made by management
about their responsibility for financial reporting, internal controls and other
matters that might be discussed in the management report.

[Issue Date: January, 1989.]

[13.] Reference to Country of Origin in the Auditor's Standard Report

[.53-.55] [Withdrawn October, 2000 by SAS No. 93.]
14. Reporting on Audits Conducted in Accordance With Auditing
Standards Generally Accepted in the United States of America and
in Accordance With International Standards on Auditing

.56 Question—Section 508, Reports on Audited Financial Statements,
states that a basic element of the auditor’s report is a statement that the audit
was conducted in accordance with generally accepted auditing standards and
an identification of the United States of America as the country of origin of
those standards. If the auditor conducts the audit in accordance with standards
generally accepted in the United States of America and in accordance with the
International Standards on Auditing promulgated by the International Audit
ing Practices Committee of the International Federation of Accountants, may
the auditor so indicate in the auditor’s report?
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.57 Interpretation—Yes. Section 508 requires that the auditor indicate in
the auditor’s report that the audit was conducted in accordance with generally
accepted auditing standards and an identification of the United States of
America as the country of origin of those standards; however, section 508 does
not prohibit the auditor from indicating that the audit also was conducted in
accordance with another set of auditing standards. If the audit also was
conducted in accordance with the International Standards on Auditing, in their
entirety, the auditor may so indicate in the auditor’s report. To determine
whether an audit was conducted in accordance with the International Stand
ards on Auditing, it is necessary to consider the text of the International
Standards on Auditing in their entirety, including the basic principles and
essential procedures together with the related guidance included in the Inter
national Standards on Auditing.1
.58 When reporting on an audit performed in accordance with auditing
standards generally accepted in the United States of America and Interna
tional Standards on Auditing, the auditor should comply with reporting stand
ards generally accepted in the United States of America.

.59 An example of reporting on an audit conducted in accordance with
auditing standards generally accepted in the United States and in accordance
with International Standards on Auditing follows:
We conducted our audit in accordance with auditing standards generally
accepted in the United States of America and in accordance with International
Standards on Auditing. Those standards require that we plan and perform the
audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

[Issue Date: March, 2002.]

15. Reporting as Successor Auditor When Prior-Period Audited
Financial Statements Were Audited by a Predecessor Auditor Who
Has Ceased Operations1
2

.60 Question—If the prior-period financial statements audited by a prede
cessor auditor who has ceased operations are presented for comparative pur
poses with current-period audited financial statements, how is the successor
auditor’s report affected?
.61 Interpretation—If the prior-period audited financial statements are
unchanged, pursuant to section 508, Reports on Audited Financial Statements,
paragraph .74, the successor auditor should indicate in the introductory para
graph of his or her report (a) that the financial statements of the prior period
were audited by another auditor, (b) the date of the predecessor auditor’s
report, (c) the type of report issued by the predecessor auditor, and (d) if the
1 Appendix B, Analysis of International Standards on Auditing, identifies sections and para
graphs, if applicable, within the International Standards on Auditing that may require procedures
and documentation in addition to those required by U.S. auditing standards.
2 A firm is considered to have ceased operations when it no longer issues audit opinions either in
its own name or in the name of a successor firm. A firm may cease operations with respect to public
entities and still issue audit opinions with respect to non-public entities.
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report was other than a standard report, the substantive reasons therefor. The
successor auditor ordinarily also should indicate that the other auditor has
ceased operations.Footnote 29 of section 508 indicates that the successor
auditor should not name the predecessor auditor in the report. An example of
the reference that would be added to the introductory paragraph of the succes
sor auditor’s report is presented as follows:
The financial statements of ABC Company as of December 31, 20X1, and for
the year then ended were audited by other auditors who have ceased operations.
Those auditors expressed an unqualified opinion on those financial statements
in their report dated March 31, 20X2.

A reference to the predecessor auditor’s report should be included even if the
predecessor auditor’s report on the prior-period financial statements is re
printed and accompanies the successor auditor’s report, because reprinting
does not constitute reissuance of the predecessor auditor’s report.

.62 If the prior-period financial statements have been restated, and the
entity does not file annual financial statements with the Securities and Ex
change Commission (SEC), the successor auditor should follow the guidance in
paragraph .61 above, indicating that the predecessor auditor reported on such
financial statements before restatement.
.63 When the prior-period financial statements have been restated, the
successor auditor may be engaged either to reaudit the prior-period financial
statements or to audit only the restatement adjustments. If the successor
auditor is engaged to audit only the restatement adjustments and applies
sufficient procedures to satisfy himself or herself as to the appropriateness of
the restatement adjustments, the successor auditor may report on the restate
ment adjustments using the guidance in section 508.74. (The auditor also may
use the guidance on alternative language contained in paragraph .71, below.)
In determining the nature, timing and extent of procedures, the successor
auditor should consider that a predecessor auditor who has ceased operations
cannot perform the procedures to evaluate the appropriateness of the restate
ment adjustments as described in section 561, Subsequent Discovery of Facts
Existing at the Date of the Auditor’s Report.
.64 If the successor auditor neither performs a reaudit of the prior-period
financial statements nor audits only the restatement adjustments, the note to
the financial statements describing the restatement adjustments should be
marked “Unaudited.” Depending on the nature and extent of the restatement
adjustments, it may be appropriate for the prior-period financial statements to
be marked “Unaudited.”
.65 If the entity files annual financial statements with the SEC, the SEC
staff has indicated (specifically with respect to Arthur Andersen LLP) that, in
annual reports (on Form 10-K and to shareholders), the predecessor auditor’s
latest signed and dated report on the prior-period financial statements should
be reprinted with a legend indicating (a) that the report is a copy of the
previously issued report and (b) that the predecessor auditor has not reissued
the report.3

.66 The successor auditor should refer to the predecessor auditor’s report
in his or her report, as described in paragraph .61 above, and, if the prior-period
3 See Securities and Exchange Commission Release No. 33-8070, Requirements for Arthur
Andersen LLP Auditing Clients.
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financial statements have been restated, indicate that the predecessor auditor
reported on such financial statements before restatement.
.67 SEC rules require that annual and, in some instances, other financial
statements be audited. To satisfy the SEC audit requirement when the priorperiod financial statements have been restated, the successor auditor may be
engaged either to reaudit the prior-period financial statements or to audit only
the restatement adjustments. A successor auditor who is engaged to audit only
the restatement adjustments is not required to perform procedures to identify
all adjustments to the financial statements that may be appropriate.4
.68 In some cases, prior-period financial statement disclosures may be
revised in a manner that does not involve restating amounts in the prior-period
financial statements, but rather involves the addition of disclosures. In such
cases, the successor auditor may be engaged to perform audit procedures to
satisfy himself or herself as to the appropriateness of the additional disclo
sures. Financial statements that have been revised are considered to be
restated for the purposes of this Interpretation.

.69 Some revisions may be sufficiently inconsequential such that audit
procedures by the successor auditor would be unnecessary and the reference to
the predecessor auditor’s report on the prior-period financial statements would
not indicate that the predecessor auditor reported on such financial statements
before restatement. For example, inconsequential revisions might include
conforming editorial modifications to footnote disclosures or reclassifications
made for comparative purposes in the financial statements.5
.70 When the successor auditor is engaged to audit only the restatement
adjustments, the procedures performed will vary significantly depending on
the nature of adjustment. In some instances, the successor auditor may deter
mine that conducting a reaudit of the prior-period financial statements is
necessary based on the nature of the restatement adjustments. Examples of
restatement adjustments whose nature indicates that a reaudit ordinarily is
necessary (particularly with respect to entities that file financial statements
with the SEC) include, but are not limited to:

•

Corrections of an error.

•

Reflection of a change in reporting entity.

•

Retroactive accounting changes (a) with significant impact on pre
viously reported amounts or (b) that affect previously reported net
income or net assets.

•

Reporting discontinued operations.

•

Changes affecting previously reported net income or net assets.

.71 If the successor auditor is engaged to audit only the restatement
adjustments and applies sufficient procedures to satisfy himself or herself as
4 However, a successor auditor who identifies other adjustments that may be appropriate to the
prior-period financial statements, either in the course of auditing the restatement adjustments or in
the audit of current-period financial statements, should consider their effect on the prior-period
financial statements. See section 315. Section 561 provides further guidance that may be useful to a
successor auditor who either reaudits the prior-period financial statements or audits only the
restatement adjustments.
5 If reclassifications result in material changes to prior-period financial statements, they should
be disclosed and the successor auditor would, at a minimum, need to perform audit procedures on the
related restatement adjustments.
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to the appropriateness of the restatement adjustments, the successor auditor
may report on the restatement adjustments using the guidance in section
508.74. Alternatively, the successor auditor may wish to make it clear that he
or she did not audit, review, or apply other procedures to the prior-period
financial statements beyond the procedures applied to the restatement adjust
ments. Accordingly, he or she may include the following paragraph in his or
her report:
As discussed above, the financial statements of ABC Company as of December
31, 20X1, and for the year then ended were audited by other auditors who have
ceased operations. As described in Note X, these financial statements have been
restated [revised]. We audited the adjustments described in Note X that were
applied to restate [revise] the 20X1 financial statements. In our opinion, such
adjustments are appropriate and have been properly applied. However, we
were not engaged to audit, review, or apply any procedures to the 20X1 financial
statements of the Company other than with respect to such adjustments and,
accordingly, we do not express an opinion or any other form of assurance on the
20X1 financial statements taken as a whole.

.72 If the auditor wishes to identify the procedures performed in his or
her report, he or she may include in his or her report a paragraph similar to
the following example:
Restatement Adjustments for Changes in Segment Composition
As discussed above, the financial statements of ABC Company as of December
31, 20X1, and for the year then ended were audited by other auditors who have
ceased operations. As described in Note X, the Company changed the composi
tion of its reportable segments in 20X2, and the amounts in the 20X1 financial
statements relating to reportable segments have been restated to conform to
the 20X2 composition of reportable segments. We audited the adjustments that
were applied to restate the disclosures for reportable segments reflected in the
20X1 financial statements. Our procedures included (a) agreeing the adjusted
amounts of segment revenues, operating income and assets to the Company’s
underlying records obtained from management, and (b) testing the mathemati
cal accuracy of the reconciliations of segment amounts to the consolidated
financial statements. In our opinion, such adjustments are appropriate and
have been properly applied. However, we were not engaged to audit, review, or
apply any procedures to the 20X1 financial statements of the Company other
than with respect to such adjustments and, accordingly, we do not express an
opinion or any other form of assurance on the 20X1 financial statements taken
as a whole.

.73 When the revision of the prior-period financial statements is limited
to expansion of footnote disclosure, the phrase “restatement adjustments” may
not be applicable. In such circumstances, the auditor may include in his or her
report a paragraph similar to the following example:
Addition of FAS 142, paragraph 61, Disclosure

As discussed above, the financial statements of ABC Company as of December
31, 20X1, and for the year then ended were audited by other auditors who have
ceased operations. As described in Note X, these financial statements have been
revised to include the transitional disclosures required by Statement of Finan
cial Accounting Standards (Statement) No. 142, Goodwill and Other Intangible
Assets, which was adopted by the Company as of January 1, 20X2. Our audit
procedures with respect to the disclosures in Note X with respect to 20X1
included (a) agreeing the previously reported net income to the previously
issued financial statements and the adjustments to reported net income repre
senting amortization expense (including any related tax effects) recognized in
those periods related to goodwill, intangible assets that are no longer being
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amortized, deferred credits related to an excess over cost, equity method
goodwill, and changes in amortization periods for intangible assets that will
continue to be amortized as a result of initially applying Statement No. 142
(including any related tax effects) to the Company’s underlying records ob
tained from management, and (6) testing the mathematical accuracy of the
reconciliation of adjusted net income to reported net income, and the related
eamings-per-share amounts. In our opinion, the disclosures for 20X1 in Note X
are appropriate. However, we were not engaged to audit, review, or apply any
procedures to the 20X1 financial statements of the Company other than with
respect to such disclosures and, accordingly, we do not express an opinion or
any other form of assurance on the 20X1 financial statements taken as a whole.

.74 Question—If the prior-period financial statements audited by a prede
cessor auditor who has ceased operations have been subsequently restated, but
the successor auditor has not yet completed an audit of current-period financial
statements, can the successor auditor report on the restatement adjustments
pursuant to section 508.74?

.75 Interpretation—No. Section 508.74 is only applicable when the priorperiod financial statements are presented for comparative purposes with cur
rent-period audited financial statements. If the prior-period financial
statements have been restated, and the successor auditor is requested to report
on those financial statements without also reporting on current-period audited
financial statements, the successor auditor would need to reaudit the prior-pe
riod financial statements in order to report on them.
[Issue Date: November, 2002.]

16. Effect on Auditor's Report of Omission of Schedule of Investments
by Investment Partnerships That Are Exempt From Securities and
Exchange Commission Registration Under the Investment
Company Act of 1940
.76 Question—The Audit and Accounting Guide Audits of Investment
Companies (the Guide) addresses financial statement presentation and disclo
sure requirements for investment partnerships that are exempt from Securi
ties and Exchange Commission (SEC) registration under the Investment
Company Act of 1940 (the 1940 Act). Paragraphs 7.10 through 7.14 of the
Guide specifically describe information that should be disclosed in a Schedule
of Investments. Paragraph 7.12 of the Guide states that the financial state
ments of an investment partnership that is exempt from SEC registration
under the Investment Company Act of 1940, when prepared in conformity with
generally accepted accounting principles, should:
a.

Categorize investments by the following:
(i)

Type (such as common stocks, preferred stocks, convertible
securities, fixed-income securities, government securities, op
tions purchased, options written, warrants, futures, loan partici
pations, short sales, other investment companies, and so forth)

(ii) Country or geographic region
(iii) Industry
Report (1) the percent of net assets that each such category represents and (2)
the total value and cost for each category in (a)(i) and (a)(ii).
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Disclose the name, shares or principal amount, value, and type of the
following:

(i)

Each investment (including short sales), constituting more than
5 percent of net assets

(ii) All investments in any one issuer aggregating more than 5
percent of net assets

In applying the 5 percent test, total long and total short positions in any one
issuer should be considered separately.
c.

Aggregate other investments (each of which is 5 percent or less of net
assets) without specifically identifying the issuers of such invest
ments and categorize them as required by (a) above.

.77 Section 508.41 addresses the effect of inadequate disclosure of infor
mation essential for fair presentation of the financial statements on the
auditor’s report. It states:
If the financial statements, including accompanying notes, fail to disclose
information that is required by generally accepted accounting principles, the
auditor should express a qualified or adverse opinion because of the departure
from those principles and should provide the information in the report, if
practicable, unless its omission from the auditor’s report is recognized as
appropriate by a specific Statement on Auditing Standards.

.78 Section 508.42 provides an example of a report qualified for inade
quate disclosure (assuming the effects are such that the auditor has concluded
an adverse opinion is not appropriate) as follows:
Independent Auditor’s Report
[Same first and second paragraphs as the standard report]
The Company’s financial statements do not disclose [describe the nature of the
omitted disclosures]. In our opinion, disclosure of this information is required
by accounting principles generally accepted in the United States of America.

In our opinion, except for the omission of the information discussed in the
preceding paragraph,...

.79 The Guide does not make it clear how the guidance in section 508.41
and .42 should be applied to reports on financial statements of investment
partnerships that are exempt from SEC registration and that do not include
all the investment information required in the Schedule of Investments as
required by the Guide. For example, if the financial statements did not disclose
each of the required items for each investment, the guidance in section 508.41
indicates the auditor should, if practicable, include the missing information
(for example, the Schedule of Investments or information about individual
investments) in the auditor’s report. However, the example in section 508.42
provides that the auditor would disclose the nature of the missing information,
rather than the actual information, in the auditor’s report.

.80 In applying section 508.41 and .42 to an auditor’s report on financial
statements of an investment partnership that is exempt from SEC registration
and that does not include the required Schedule of Investments information
required by paragraph 7.12 of the Guide, is it sufficient for the auditor to
describe “the nature of the omitted disclosures” in his or her report expressing
a qualified (or adverse) opinion?
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.81 Interpretation—No. The example in section 508.42 does not change
the requirement in section 508.41 for the auditor to issue a qualified or adverse
opinion and also to provide the missing information, if practicable. If the
investment disclosures required by the Guide are not included in the financial
statements and it is practicable for the auditor to determine them or any
portion thereof, the auditor should include the information in his or her report
expressing the qualified or adverse opinion.

.82 Footnote 15 of section 508 indicates that it is practicable to provide
the missing information if “the information is reasonably obtainable from
management’s accounts and records and ... providing the information in the
report does not require the auditor to assume the position of a preparer of
financial information.” Ordinarily, it would be practicable for the auditor to
obtain and present the information about investments constituting more than
5 percent of net assets called for by section (b) of the disclosure requirement
described in paragraph .76 above. However, due to the need to categorize the
investments for the purpose of preparing the schedule called for by section (a)
of the disclosure requirement described in paragraph .76 above, the auditor
might be in the position of preparer of financial information and, therefore,
would not include the schedule in his or her report. In rare cases, the Schedule
of Investments information may be so limited that the auditor may conclude
that disclosure of the entire Schedule is practicable.
.83 Following is an illustration of a report that expresses a qualified
opinion because the Schedule of Investments fails to disclose investments
constituting more than 5 percent of net assets, but in all other respects
conforms to the requirements of the Guide:
Independent Auditor’s Report
[Same first and second paragraphs as the standard report]

The Schedule of Investments included in the Partnership’s financial statements
does not disclose required information about the following investments, each
constituting more than 5 percent of the Partnership’s total net assets, at
December 31, 20X2:
•

Amalgamated Buggy Whips, Inc., 10,000 shares of common stock—fair
value $3,280,000 (Consumer nondurable goods)

•

Paper Airplane Corp., 6.25% Cv. Deb. due 20XX, $4.5 million par
value—fair value $4,875,000 (Aviation)

In our opinion, disclosure of this information is required by accounting princi
ples generally accepted in the United States of America.
In our opinion, except for the omission of the information discussed in the
preceding paragraph, the financial statements and financial highlights re
ferred to above present fairly, ...

.84 An illustration of an adverse opinion relating to failure to present the
entire Schedule of Investments and all of the related required information
follows.6 This illustration assumes that the auditor has concluded that it is
not practicable to present all of the required information. In such circum
stances, the auditor presents in his or her report the missing information,
where it is practicable to do so, and describes the nature of the missing
information where it is not practicable to present the information in the report:
6 Section 508.36 discusses the factors the auditor considers in deciding whether to issue a
qualified opinion or an adverse opinion.
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Independent Auditor’s Report
[Same first and second paragraphs as the standard report]

The Partnership has declined to prepare and present a Schedule of Investments
and the related information as of December 31, 20X2. Accounting principles
generally accepted in the United States of America require presentation of this
Schedule and the related information. Presentation of this Schedule would have
disclosed required information about the following investments, each consti
tuting more than 5 percent of the Partnership’s total net assets, at December
31, 20X2:
•

Amalgamated Buggy Whips, Inc., 10,000 shares of common stock—fair
value $3,280,000 (Consumer nondurable goods)7

•

Paper Airplane Corp., 6.25% Cv. Deb. due 20XX, $4.5 million par
value—fair value $4,875,000 (Aviation)

In addition, presentation of the Schedule of Investments would have disclosed
[describe the nature of the information that it is not practicable to present in the
auditor’s report].
In our opinion, because the omission of a Schedule of Investments results in an
incomplete presentation as explained in the preceding paragraph, the financial
statements and financial highlights referred to above do not present fairly, ...

[Issue Date: April 9, 2003.]

7 In the absence of a Schedule of Investments containing categorizations by type, country or
geographic region, and industry, such categorizations should be provided only if readily ascertainable
from management’s accounts and records. The auditor should not assign such categorizations if
management has not done so.
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AU Section 530

Dating of the Independent Auditor's Report
Source: SAS No. 1, section 530; SAS No. 29; SAS No. 98; PCAOB Release No.
2004-008.

Issue date, unless otherwise indicated: November, 1972.

.01 Generally, the date of completion of the field work should be used as
the date of the independent auditor’s report. Paragraph .05 describes the
procedure to be followed when a subsequent event occurring after the comple
tion of the field work is disclosed in the financial statements.
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, the auditor’s reports on
the company’s financial statements and on internal control over finan
cial reporting should be dated the same date. Refer to paragraphs
171-172 of PCAOB Auditing Standard No. 2, which provide direction
with respect to the report date in an audit of internal control over
financial reporting.
[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
.02 The auditor has no responsibility to make any inquiry or carry out any
auditing procedures for the period after the date of his report.1 However, with
respect to filings under the Securities Act of 1933, reference should be made to
section 711.10-.13.
*

Events Occurring After Completion of Field Work but
Before Issuance of Report
.03 In case a subsequent event of the type requiring adjustment of the
financial statements (as discussed in section 560.03) occurs after the date of
the independent auditor’s report but before the issuance of the related finan
cial statements, and the event comes to the attention of the auditor, the
financial statements should be adjusted or the auditor should qualify his or her
opinion.1
2 When the adjustment is made without disclosure of the event, the
report ordinarily should be dated in accordance with paragraph .01. However,
if the financial statements are adjusted and disclosure of the event is made, or
if no adjustment is made and the auditor qualifies his or her opinion,3 the
procedures set forth in paragraph .05 should be followed. [As amended, effec
tive September 2002, by Statement on Auditing Standards No. 98.]
1 See section 561 regarding procedures to be followed by the auditor who, subsequent to the date
of his report upon audited financial statements, becomes aware that facts may have existed at that
date which might have affected his report had he then been aware of such facts.
Section number revised, April 1981, by the issuance of Statement on Auditing Standards No.
37.

2 In some cases, a disclaimer of opinion or an adverse opinion may be appropriate.
3 Ibid.
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.04 In case a subsequent event of the type requiring disclosure (as dis
cussed in section 560.05) occurs after the date of the auditor’s report but before
the issuance of the related financial statements, and the event comes to the
attention of the auditor, it should be disclosed in a note to the financial
statements or the auditor should qualify his or her opinion.4 If disclosure of the
event is made, either in a note or in the auditor’s report, the auditor would date
the report as set forth in the following paragraph. [As amended, effective
September 2002, by Statement on Auditing Standards No. 98.]
.05 The independent auditor has two methods available for dating the
report when a subsequent event disclosed in the financial statements occurs
after completion of field work but before the issuance of the related financial
statements. The auditor may use “dual dating,” for example, “February 16,
20__ , except for Note__ , as to which the date is March 1, 20__ ,” or may date
the report as of the later date. In the former instance, the responsibility for
events occurring subsequent to the completion of field work is limited to the
specific event referred to in the note (or otherwise disclosed). In the latter
instance, the independent auditor’s responsibility for subsequent events ex
tends to the date of the report and, accordingly, the procedures outlined in
section 560.12 generally should be extended to that date. [As amended, effec
tive September 2002, by Statement on Auditing Standards No. 98.]

Reissuance of the Independent Auditor's Report
.06 An independent auditor may reissue his report on financial state
ments contained in annual reports filed with the Securities and Exchange
Commission or other regulatory agencies or in a document he submits to his
client or to others that contains information in addition to the client’s basic
financial statements subsequent to the date of his original report on the basic
financial statements. An independent auditor may also be requested by his
client to furnish additional copies of a previously issued report. Use of the
original report date in a reissued report removes any implication that records,
transactions, or events after that date have been examined or reviewed. In
such cases, the independent auditor has no responsibility to make further
investigation or inquiry as to events which may have occurred during the
period between the original report date and the date of the release of additional
reports. However, see section 711** as to an auditor’s responsibility when his
report is included in a registration statement filed under the Securities Act of
1933 and see section 508.70-.73, for the predecessor auditor’s responsibility
when reissuing or consenting to the reuse of a report previously issued on the
financial statements of a prior period. [As modified, effective December 31,
1980, by SAS No. 29.] (See section 551.)

.07 In some cases, it may not be desirable for the independent auditor to
reissue his report in the circumstances described in paragraph .06 because he
has become aware of an event that occurred subsequent to the date of his
original report that requires adjustment or disclosure in the financial state
ments. In such cases, adjustment with disclosure or disclosure alone should be
made as described in section 560.08. The independent auditor should consider
the effect of these matters on his opinion and he should date his report in
accordance with the procedures described in paragraph .05.
4 Ibid.
*Section number revised, April 1981, by the issuance of Statement on Auditing Standards No.
37.

AU §530.04

Dating of the Independent Auditor's Report

893

.08 However, if an event of the type requiring disclosure only (as dis
cussed in section 560.05 and 560.08) occurs between the date of the inde
pendent auditor’s original report and the date of the reissuance of such report,
and if the event comes to the attention of the independent auditor, the event
may be disclosed in a separate note to the financial statements captioned
somewhat as follows:

Event (Unaudited) Subsequent to the Date
of the Independent Auditor’s Report
Under these circumstances, the report of the independent auditor would carry
the same date used in the original report.
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AU Section 532

Restricting the Use of an Auditor's Report
Source: SAS No. 87; PCAOB Release No. 2004-008.

Effective for reports issued after December 31, 1998, unless otherwise indicated.

Introduction and Applicability
.01 This section provides guidance to auditors on restricting the use of
reports issued pursuant to Statements on Auditing Standards (SASs).1 This
section—

•

Defines the terms general use and restricted use.

•

Describes the circumstances in which the use of auditors’ reports
should be restricted.

•

Specifies the language to be used in auditors’ reports that are re
stricted as to use.

The reporting guidance in paragraph .19 of this section is not applicable to
reports issued under section 324, Service Organizations, or reports issued
under section 634, Letters for Underwriters and Certain Other Requesting
Parties.

General-Use and Restricted-Use Reports
.02 The term general use applies to auditors’ reports that are not re
stricted to specified parties. Auditors’ reports on financial statements prepared
in conformity with generally accepted accounting principles or certain compre
hensive bases of accounting other than generally accepted accounting princi
ples2 ordinarily are not restricted as to use.3,4
.03 The term restricted use applies to auditors’ reports intended only for
specified parties. The need for restriction on the use of a report may result from
a number of circumstances, including the purpose of the report, the nature of
the procedures applied in its preparation, the basis of or assumptions used in
its preparation, the extent to which the procedures performed generally are
known or understood, and the potential for the report to be misunderstood
when taken out of the context in which it was intended to be used.
1 Throughout this section, the term accountant may be used interchangeably with the term
auditor. The term accountant refers to a person possessing the professional qualifications required to
practice as an independent auditor. See section 110, Responsibilities and Functions of the Inde
pendent Auditor, paragraphs .04 and .05.

2 Section 623, Special Reports, paragraph .04, defines a comprehensive basis of accounting other
than generally accepted accounting principles.
3 However, see section 623.05/ for restrictions on the use of reports on financial statements
prepared in conformity with the requirements of the financial reporting provisions of a governmental
regulatory agency.
4 Nothing in this section precludes an auditor from restricting the use of any report.
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.04 An auditor should restrict the use of a report in the following circum
stances.
a.

The subject matter of the auditor’s report or the presentation being
reported on is based on measurement or disclosure criteria contained
in contractual agreements or regulatory provisions that are not in
conformity with generally accepted accounting principles or an other
comprehensive basis of accounting (OCBOA). (See paragraph .05.)

b.

The auditor’s report is issued as a by-product of a financial statement
audit and is based on the results of procedures designed to enable
the auditor to express an opinion on the financial statements taken
as a whole, not to provide assurance on the specific subject matter of
the report. (See paragraphs .07 through 11.)

[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]

Reporting on Subject Matter or Presentations Based
on Measurement or Disclosure Criteria Contained in
Contractual Agreements or Regulatory Provisions
.05 Reports on subject matter or presentations based on measurement or
disclosure criteria contained in contractual agreements or regulatory provi
sions that are not in conformity with generally accepted accounting principles
or an OCBOA are restricted as to use because the basis, assumptions, or
purpose of such presentations (contained in such agreements or regulatory
provisions) are developed for and directed only to the parties to the agreement
or regulatory agency responsible for the provisions.

Reporting When Specified Parties Accept Responsibility
for the Sufficiency of the Procedures Performed
[.06] [Paragraph deleted to reflect conforming changes necessary due to
the issuance of Statement on Auditing Standards No. 93.]

Reporting as a By-Product of a Financial Statement Audit
.07 An auditor may issue certain reports on matters coming to his or her
attention during the course of an audit of financial statements. Such reports
include but are not limited to reports issued pursuant to the following:

•

Section 325, Communications About Control Deficiencies in An Audit
of Financial Statements

•

Section 380, Communication With Audit Committees

•

Paragraphs .19 through .21 of section 623, Special Reports, for report
ing on compliance with aspects of contractual agreements or regula
tory requirements related to audited financial statements

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
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.08 Reports issued pursuant to the aforementioned auditing standards
are based on the results of procedures designed to enable an auditor to express
an opinion on the financial statements taken as a whole, not to provide
assurance on the specific subject matter of the report. These reports are
by-products of an audit of financial statements and are referred to as by-prod
uct reports in this section.

.09 Because the issuance of the by-product report is not the primary
objective of the engagement, an audit generally includes only limited proce
dures directed toward the subject matter of the by-product report. Accordingly,
because of the potential for misinterpretation or misunderstanding of the
limited degree of assurance associated with a by-product report, the use of such
reports should be restricted. For example, a report issued under section 325
should be restricted because the purpose of the engagement is to report on an
entity’s financial statements, not to provide assurance on its internal control.
.10 An auditor may issue a by-product report in connection with other
engagements conducted in accordance with generally accepted auditing stand
ards, such as an engagement to express an opinion on one or more specified
elements, accounts, or items of a financial statement.
.11 In consideration of the foregoing, the use of by-product reports should
be restricted to an entity’s audit committee, board of directors, management,
others within the organization, specified regulatory agencies, and, in the case
of reports on compliance with aspects of contractual agreements, to the parties
to the contract or agreement.

Combined Reports Covering Both Restricted-Use and
General-Use Subject Matter or Presentations
.12 If an auditor issues a single combined report covering both (a) subject
matter or presentations that require a restriction on use to specified parties
and (b) subject matter or presentations that ordinarily do not require such a
restriction, the use of such a single combined report should be restricted to the
specified parties.

Inclusion of a Separate Restricted-Use Report in the
Same Document With a General-Use Report
.13 In some instances, a separate restricted-use report may be included
in a document that also contains a general-use report.5 The inclusion of a
separate restricted-use report in a document that contains a general-use report
does not affect the intended use of either report. The restricted-use report
remains restricted as to use, and the general-use report continues to be for
general use.

Adding Other Specified Parties
.14 Subsequent to the completion of an engagement resulting in a re
stricted-use report, or in the course of such an engagement, an auditor may be
asked to consider adding other parties as specified parties.
5 Such a requirement exists in audits performed in accordance with U.S. Office of Management
and Budget Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, and
U.S. General Accounting Office, Government Auditing Standards.
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.15 As noted in paragraph .11 of this section, the use of by-product reports
should be restricted to an entity’s audit committee, board of directors, manage
ment, others within the organization, specified regulatory agencies, and, in the
case of reports on compliance with aspects of contractual agreements, to the
parties to the contract or agreement. An auditor should not agree to add other
parties as specified parties of a by-product report.

.16 If an auditor is reporting on subject matter or a presentation based on
measurement or disclosure criteria contained in contractual agreements or
regulatory provisions, as described in paragraph .05 of this section, the auditor
may agree to add other parties as specified parties based on the auditor’s
consideration of factors such as the identity of the other parties and the
intended use of the report. If the auditor agrees to add other parties as specified
parties, the auditor should obtain affirmative acknowledgment, ordinarily in
writing, from the other parties of their understanding of the nature of the
engagement, the measurement or disclosure criteria used in the engagement,
and the related report. If the other parties are added after the auditor has
issued his or her report, the report may be reissued or the auditor may provide
other written acknowledgment that the other parties have been added as
specified parties. If the report is reissued, the report date should not be
changed. If the auditor provides written acknowledgment that the other par
ties have been added as specified parties, such written acknowledgment ordi
narily should state that no procedures have been performed subsequent to the
date of the report.
[.17] [Paragraph deleted to reflect conforming changes necessary due to
the issuance of Statement on Auditing Standards No. 93.]

Limiting the Distribution of Reports
.18 Because of the reasons presented in paragraph .03 of this section, an
auditor should consider informing his or her client that restricted-use reports
are not intended for distribution to nonspecified parties, regardless of whether
they are included in a document containing a separate general-use report.6,7 7
However, an auditor is not responsible for controlling a client’s distribution of
restricted-use reports. Accordingly, a restricted-use report should alert readers
to the restriction on the use of the report by indicating that the report is not
intended to be and should not be used by anyone other than the specified
parties.

Report Language—Restricted Use
.19 An auditor’s report that is restricted as to use should contain a
separate paragraph at the end of the report that includes the following elements:
a.

A statement indicating that the report is intended solely for the
information and use of the specified parties

6 In some cases, restricted-use reports filed with regulatory agencies are required by law or
regulation to be made available to the public as a matter of public record. Also, a regulatory agency
as part of its oversight responsibility for an entity may require access to restricted-use reports in
which they are not named as a specified party.

7 This section does not preclude an auditor, in connection with establishing the terms of the
engagement, from reaching an understanding with the client that the intended use of the report will
be restricted, and from obtaining the client’s agreement that the client and the specified parties will
not distribute the report to parties other than those identified in the report.
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b.

An identification of the specified parties to whom use is restricted

c.

A statement that the report is not intended to be and should not be
used by anyone other than the specified parties

An example of such a paragraph is the following:
This report is intended solely for the information and use of [the specified
parties]8 and is not intended to be and should not be used by anyone other than
these specified parties.

Effective Date
.20 This section is effective for reports issued after December 31, 1998.
Early application of the provisions of this section is permitted.

8 The report may list the specified parties or refer the reader to the specified parties listed
elsewhere in the report. For reports on engagements performed in accordance with U.S. Office of
Management and Budget Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations, the specified parties may be identified as “federal awarding agencies and pass
through entities.”
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Reporting on Financial Statements Prepared
for Use in Other Countries
Source: SAS No. 51.
See section 9534 for interpretations of this section.

Effective for audits of financial statements for periods beginning after July 31,1986,
unless otherwise indicated.

.01 This section provides guidance for an independent auditor practicing
in the United States who is engaged to report on the financial statements of a
U.S. entity that have been prepared in conformity with accounting principles
generally accepted in another country for use outside the United States.1 A
“U.S. entity” is an entity that is either organized or domiciled in the United
States.

Purpose and Use of Financial Statements
.02 A U.S. entity ordinarily prepares financial statements for use in the
United States in conformity with accounting principles generally accepted in
the United States, but it may also prepare financial statements that are
intended for use outside the United States and are prepared in conformity with
accounting principles generally accepted in another country. For example, the
financial statements of a U.S. entity may be prepared for inclusion in the
consolidated financial statements of a non-U.S. parent. A U.S. entity may also
have non-U.S. investors or may decide to raise capital in another country.
Before reporting on financial statements prepared in conformity with the
accounting principles of another country, the auditor should have a clear
understanding of, and obtain written representations from management re
garding, the purpose and uses of such financial statements. If the auditor uses
the standard report of another country, and the financial statements will have
general distribution in that country, he should consider whether any addi
tional legal responsibilities are involved.

General and Fieldwork Standards
.03 When auditing the financial statements of a U.S. entity prepared in
conformity with accounting principles generally accepted in another country,
the auditor should perform the procedures that are necessary to comply with
the general and fieldwork standards of U.S. generally accepted auditing stand
ards (GAAS).

.04 The auditing procedures generally performed under U.S. GAAS may
need to be modified, however. The assertions embodied in financial statements
prepared in conformity with accounting principles generally accepted in an
1 See paragraph .07, however, for a discussion of financial statements prepared in conformity
with accounting principles generally accepted in another country for limited distribution in the
United States.
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other country may differ from those prepared in conformity with U.S. generally
accepted accounting principles. For example, accounting principles generally
accepted in another country may require that certain assets be revalued to
adjust for the effects of inflation—in which case, the auditor should perform
procedures to test the revaluation adjustments. On the other hand, another
country’s accounting principles may not require or permit recognition of de
ferred taxes; consequently, procedures for testing deferred tax balances would
not be applicable. As another example, the accounting principles of some
countries do not require or permit disclosure of related party transactions.
Determining that such transactions are properly disclosed, therefore, would
not be an audit objective in such cases. Other objectives, however, would
remain relevant—such as identifying related parties in order to fully under
stand the business purpose, nature, and extent of the transactions and their
effects on the financial statements.

.05 The auditor should understand the accounting principles generally
accepted in the other country. Such knowledge may be obtained by reading the
statutes or professional literature (or codifications thereof) that establish or
describe the accounting principles generally accepted in the other country.
Application of accounting principles to a particular situation often requires
practical experience; the auditor should consider, therefore, consulting with
persons having such expertise in the accounting principles of the other country.
If the accounting principles of another country are not established with suffi
cient authority or by general acceptance, or a broad range of practices is
acceptable, the auditor may nevertheless be able to report on financial state
ments for use in such countries if, in the auditor’s judgment, the client’s
principles and practices are appropriate in the circumstances and are disclosed
in a clear and comprehensive manner. In determining the appropriateness of
the accounting principles used, the auditor may consider, for example, Inter
national Accounting Standards established by the International Accounting
Standards Committee.

Compliance With Auditing Standards of Another Country
.06 In those circumstances in which the auditor is requested to apply the
auditing standards of another country when reporting on financial statements
prepared in conformity with accounting principles generally accepted in that
country, the auditor should comply with the general and fieldwork standards
of that country as well as with those standards in U.S. GAAS. This may require
the auditor to perform certain procedures required by auditing standards of the
other country in addition to those required by U.S. GAAS. The auditor will
need to read the statutes or professional literature, or codifications thereof,
that establish or describe the auditing standards generally accepted in the
other country. He should understand, however, that such statutes or profes
sional literature may not be a complete description of auditing practices and,
therefore, should consider consulting with persons having expertise in the
auditing standards of the other country.

Reporting Standards
.07 If financial statements prepared in conformity with accounting prin
ciples generally accepted in another country are prepared for use only outside
the United States, the auditor may report using either (a) a U.S.-style report
modified to report on the accounting principles of another country (see para
graphs .09 and .10) or (b) if appropriate, the report form of the other country
(see paragraphs .11 and .12). This is not intended to preclude limited distribu
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tion of the financial statements to parties (such as banks, institutional inves
tors, and other knowledgeable parties that may choose to rely on the report)
within the United States that deal directly with the entity, if the financial
statements are to be used in a manner that permits such parties to discuss
differences from U.S. accounting and reporting practices and their significance
with the entity.
.08 Financial statements prepared in conformity with accounting princi
ples generally accepted in another country ordinarily are not useful to U.S.
users. Therefore, if financial statements are needed for use both in another
country and within the United States, the auditor may report on two sets of
financial statements for the entity—one prepared in conformity with account
ing principles generally accepted in another country for use outside the United
States, and the other prepared in accordance with accounting principles gen
erally accepted in the United States (see paragraph .13). If dual statements are
not prepared, or for some other reason the financial statements prepared in
conformity with accounting principles generally accepted in another country
will have more than limited distribution in the United States, the auditor
should report on them using the U.S. standard form of report, modified as
appropriate for departures from accounting principles generally accepted in
the United States (see paragraph .14).

Use Only Outside the United States
.09 A U.S.-style report modified to report on financial statements pre
pared in conformity with accounting principles generally accepted in another
country that are intended for use only outside the United States should include—
a.

A title that includes the word “independent.”2

b.

A statement that the financial statements identified in the report
were audited.

c.

A statement that refers to the note to the financial statements that
describes the basis of presentation of the financial statements on
which the auditor is reporting, including identification of the nation
ality of the accounting principles.

d.

A statement that the financial statements are the responsibility of
the Company’s management3 and that the auditor’s responsibility is
to express an opinion on the financial statements based on his audit.

e.

A statement that the audit was conducted in accordance with audit
ing standards generally accepted in the United States of America (and,
if appropriate, with the auditing standards of the other country).

f.

A statement that U.S. standards require that the auditor plan and
perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement.

2 This statement does not require a title for an auditor’s report if the auditor is not independent.
See section 504, Association With Financial Statements, for guidance on reporting when the auditor
is not independent. [Footnote added to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards Nos. 53 through 62.]
3 In some instances, a document containing the auditor’s report may include a statement by
management regarding its responsibility for the presentation of the financial statements. Neverthe
less, the auditor’s report should state that the financial statements are management’s responsibility.
[Footnote added to reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards Nos. 53 through 62.]
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g.

A statement that an audit includes:
(1) Examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements,
(2) Assessing the accounting principles used and significant esti
mates made by management, and
(3) Evaluating the overall financial statement presentation.4

h.

A statement that the auditor believes that his audit provides a
reasonable basis for his opinion.

i.

A paragraph that expresses the auditor’s opinion on whether the
financial statements are presented fairly, in all material respects, in
conformity with the basis of accounting described. If the auditor
concludes that the financial statements are not fairly presented on
the basis of accounting described, all substantive reasons for that
conclusion should be disclosed in an additional explanatory para
graph (preceding the opinion paragraph) of the report, and the
opinion paragraph should include appropriate modifying language
as well as a reference to the explanatory paragraph.

j.

If the auditor is auditing comparative financial statements and the
described basis of accounting has not been applied in a manner
consistent with that of the preceding period and the change has had
a material effect on the comparability of the financial statements,
the auditor should add an explanatory paragraph to his report
(following the opinion paragraph) that describes the change in ac
counting principle and refers to the note to the financial statements
that discusses the change and its effect on the financial statements.

k.

The manual or printed signature of the auditor’s firm.

l.

Date.5

[As amended to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards Nos. 53 through 62. Revised, October 2000,
to reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 93.]
.10 The following is an illustration of such a report:

Independent Auditor’s Report
We have audited the accompanying balance sheet of International Company
as of December 31, 20XX and the related statements of income, retained
earnings, and cash flows for the year then ended which, as described in Note
X, have been prepared on the basis of accounting principles generally accepted
in [name of country]. These financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these
financial statements based on our audit.

4 Section 411, The Meaning o/Present Fairly in Conformity With Generally Accepted Accounting
Principles, paragraphs .03 and .04, discuss the auditor’s evaluation of the overall presentation of the
financial statements. [Footnote added to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards Nos. 53 through 62. Title of section 411 amended, effective for
reports issued or reissued on or after June 30, 2001, by Statement on Auditing Standards No. 93.]
5 For guidance on dating the independent auditor’s report, see section 530, Dating of the
Independent Auditor’s Report. [Footnote added to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards Nos. 53 through 62.]
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We conducted our audit in accordance with auditing standards generally
accepted in the United States of America (and in [name of country]). U.S.
standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstate
ment. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presenta
tion. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of International Company as of [at]
December 31, 20XX, and the results of its operations and its cash flows for the
year then ended in conformity with accounting principles generally accepted
in [name of country].

[As amended to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards Nos. 53 through 62. Revised, October 2000,
to reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 93.]
.11 The independent auditor may also use the auditor’s standard report
of another country, provided that—

a.

Such a report would be used by auditors in the other country in
similar circumstances.

b.

The auditor understands, and is in a position to make, the attesta
tions contained in such a report (see paragraph .12).

The auditor should consider whether the standard report of another country or
the financial statements may be misunderstood because they resemble those
prepared in conformity with U.S. standards. When the auditor believes there
is a risk of misunderstanding, he should identify the other country in the report.

.12 When the auditor uses the standard report of the other country, the
auditor should comply with the reporting standards of that country. The
auditor should recognize that the standard report used in another country,
even when it appears similar to that used in the United States, may convey a
different meaning and entail a different responsibility on the part of the
auditor due to custom or culture. Use of a standard report of another country
may also require the auditor to provide explicit or implicit assurance of
statutory compliance or otherwise require understanding of local law. When
using the auditor’s standard report of another country, the auditor needs to
understand applicable legal responsibilities, in addition to the auditing stand
ards and the accounting principles generally accepted in the other country.
Accordingly, depending on the nature and extent of the auditor’s knowledge
and experience, he should consider consulting with persons having expertise
in the audit reporting practices of the other country to attain the under
standing needed to issue that country’s standard report.
.13 A U.S. entity that prepares financial statements in conformity with
U.S. generally accepted accounting principles also may prepare financial state
ments in conformity with accounting principles generally accepted in another
country for use outside the United States. In such circumstances, the auditor
may report on the financial statements that are in conformity with accounting
principles of the other country by following the guidance in paragraphs .09 and
.10. The auditor may wish to include, in one or both of the reports, a statement
that another report has been issued on the financial statements for the entity
that have been prepared in accordance with accounting principles generally
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accepted in another country. The auditor may also wish to reference any note
describing significant differences between the accounting principles used and
U.S. GAAP. An example of such a statement follows.
We also have reported separately on the financial statements of International
Company for the same period presented in accordance with accounting princi
ples generally accepted in [name of country], (The significant differences
between the accounting principles accepted in [name of country] and those
generally accepted in the United States are summarized in Note X.)

Use in the United States
.14 If the auditor is requested to report on the fair presentation of
financial statements, prepared in conformity with the accounting principles
generally accepted in another country, that will have more than limited
distribution in the United States, he should use the U.S. standard form of
report (see section 508, Reports on Audited Financial Statements, paragraph
.08), modified as appropriate (see section 508.35-.57), because of departures
from accounting principles generally accepted in the United States.6 The
auditor may also, in a separate paragraph to the report, express an opinion on
whether the financial statements are presented in conformity with accounting
principles generally accepted in another country.
.15 The auditor may also report on the same set of financial statements,
prepared in conformity with accounting principles generally accepted in an
other country, that will have more than limited distribution in the United
States by using both the standard report of the other country or a U.S.-style
report (described in paragraph .09) for distribution outside the United States,
and a U.S. form of report (described in paragraph .14) for distribution in the
United States.

Effective Date
.16 This section is effective for audits of financial statements for periods
beginning after July 31, 1986.

6 This section does not apply to reports on financial statements of U.S. subsidiaries of foreign
registrants presented in SEC filings of foreign parent companies where the subsidiaries’ financial
statements have been prepared on the basis of accounting principles used by the parent company.
[Footnote renumbered to reflect the conforming changes necessary due to the issuance of Statement
on Auditing Standards Nos. 53 through 62.]
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AU Section 9534

Reporting on Financial Statements Prepared
for Use in Other Countries: Auditing
Interpretations of Section 534
1.

Financial Statements (or General Use Only Outside of the United
States in Accordance With International Accounting Standards and
International Standards on Auditing

.01 Question—Section 534, Reporting on Financial Statements Prepared
for Use in Other Countries, provides guidance for the independent auditor
practicing in the United States who is engaged to report on the financial
statements of a U.S. entity1 for general use only outside of the United States
in conformity with accounting principles generally accepted in another coun
try. May an independent auditor practicing in the United States report on the
financial statements of a U.S. entity presented in conformity with the Interna
tional Accounting Standards for general use only outside of the United States?

.02 Interpretation—Yes. In these circumstances, the auditor should fol
low the guidance in section 534 in planning and performing the engagement.
.03 Question—If the financial statements are presented in conformity
with the International Accounting Standards, may a U.S. auditor perform the
audit in accordance with the International Standards on Auditing?

.04 Interpretation—Yes. In these circumstances, the auditor should fol
low the guidance in section 534 in planning and performing the engagement.
Section 534 requires the U.S. auditor, in these circumstances, to comply with
the general and fieldwork standards of U.S. generally accepted auditing stand
ards as well as any additional requirements of the International Standards on
Auditing. The auditor may use either a U.S.-style report (section 534.09) or the
report form set forth in the International Standards on Auditing.
[Issue Date: May, 1996.]

1 A U.S. entity is an entity that is either organized or domiciled in the United States.
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AU Section 543

Part of Audit Performed by Other
Independent Auditors
Source: SAS No. 1, section 543; SAS No. 64; PCAOB Release No. 2004-006; PCAOB
Release No. 2004-008.
See section 9543 for interpretations of this section.
Issue date, unless otherwise indicated: November, 1972.

.01 This section provides guidance on the professional judgments the
independent auditor makes in deciding (a) whether he may serve as principal
auditor and use the work and reports of other independent auditors who have
audited the financial statements of one or more subsidiaries, divisions,
branches, components, or investments included in the financial statements
presented and (b) the form and content of the principal auditor’s report in these
circumstances.1 Nothing in this section should be construed to require or imply
that an auditor, in deciding whether he may properly serve as principal auditor
without himself auditing particular subsidiaries, divisions, branches, compo
nents, or investments of his client, should make that decision on any basis
other than his judgment regarding the professional considerations as dis
cussed in paragraphs .02 and .10; nor should an auditor state or imply that a
report that makes reference to another auditor is inferior in professional
standing to a report without such a reference.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
182-185 of PCAOB Auditing Standard No. 2, which provide direction
with respect to opinions based, in part, on the report of another auditor
in an audit of internal control over financial reporting.

[As modified, September 1981, by the Auditing Standards Board. As amended,
effective for fiscal years ending on or after November 15, 2004, by PCAOB
Release No. 2004-008.]

Principal Auditor's Course of Action
.02 The auditor considering whether he may serve as principal auditor
may have performed all but a relatively minor portion of the work, or signifi
cant parts of the audit may have been performed by other auditors. In the latter
case, he must decide whether his own participation is sufficient to enable him
to serve as the principal auditor and to report as such on the financial
statements. In deciding this question, the auditor should consider, among
other things, the materiality of the portion of the financial statements he has
audited in comparison with the portion audited by other auditors, the extent
of his knowledge of the overall financial statements, and the importance of the
1 Section 315 applies if an auditor uses the work of a predecessor auditor in expressing an
opinion on financial statements.
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components he audited in relation to the enterprise as a whole. [As modified,
September 1981, by the Auditing Standards Board.]
.03 If the auditor decides that it is appropriate for him to serve as the
principal auditor, he must then decide whether to make reference in his
report2 to the audit performed by another auditor. If the principal auditor
decides to assume responsibility for the work of the other auditor insofar as that
work relates to the principal auditor’s expression of an opinion on the financial
statements taken as a whole, no reference should be made to the other auditor’s
work or report. On the other hand, if the principal auditor decides not to
assume that responsibility, his report should make reference to the audit of the
other auditor and should indicate clearly the division of responsibility between
himself and the other auditor in expressing his opinion on the financial state
ments. Regardless of the principal auditor’s decision, the other auditor remains
responsible for the performance of his own work and for his own report.

Decision Not to Make Reference
.04 If the principal auditor is able to satisfy himself as to the inde
pendence and professional reputation of the other auditor (see paragraph .10)
and takes steps he considers appropriate to satisfy himself as to the audit
performed by the other auditor (see paragraph .12), he may be able to express
an opinion on the financial statements taken as a whole without making
reference in his report to the audit of the other auditor. If the principal auditor
decides to take this position, he should not state in his report that part of the
audit was made by another auditor because to do so may cause a reader to
misinterpret the degree of responsibility being assumed.
.05 Ordinarily, the principal auditor would be able to adopt this position
when:
a.

Part of the audit is performed by another independent auditor which
is an associated or correspondent firm and whose work is acceptable
to the principal auditor based on his knowledge of the professional
standards and competence of that firm; or

b.

The other auditor was retained by the principal auditor and the work
was performed under the principal auditor’s guidance and control;
or

c.

The principal auditor, whether or not he selected the other auditor,
nevertheless takes steps he considers necessary to satisfy himself as
to the audit performed by the other auditor and accordingly is
satisfied as to the reasonableness of the accounts for the purpose of
inclusion in the financial statements on which he is expressing his
opinion; or

d.

The portion of the financial statements audited by the other auditor
is not material to the financial statements covered by the principal
auditor’s opinion.

Decision to Make Reference
.06 On the other hand, the principal auditor may decide to make refer
ence to the audit of the other auditor when he expresses his opinion on the
financial statements. In some situations, it may be impracticable for the
2 See paragraph .09 for example of appropriate reporting when reference is made to the audit of
other auditors.

AU §543.03

911

Part of Audit Performed by Other Independent Auditors

principal auditor to review the other auditor’s work or to use other procedures
which in the judgment of the principal auditor would be necessary for him to
satisfy himself as to the audit performed by the other auditor. Also, if the
financial statements of a component audited by another auditor are material
in relation to the total, the principal auditor may decide, regardless of any other
considerations, to make reference in his report to the audit of the other auditor.

.07 When the principal auditor decides that he will make reference to the
audit of the other auditor, his report should indicate clearly, in both the
introductory, scope and opinion paragraphs, the division of responsibility as
between that portion of the financial statements covered by his own audit and
that covered by the audit of the other auditor. The report should disclose the
magnitude of the portion of the financial statements audited by the other
auditor. This may be done by stating the dollar amounts or percentages of one
or more of the following: total assets, total revenues, or other appropriate
criteria, whichever most clearly reveals the portion of the financial statements
audited by the other auditor. The other auditor may be named but only with
his express permission and provided his report is presented together with that
of the principal auditor.3
.08 Reference in the report of the principal auditor to the fact that part of
the audit was made by another auditor is not to be construed as a qualification
of the opinion but rather as an indication of the divided responsibility between
the auditors who conducted the audits of various components of the overall
financial statements. [As modified, September 1981, by the Auditing Stand
ards Board.]
.09 An example of appropriate reporting by the principal auditor indicat
ing the division of responsibility when he makes reference to the audit of the
other auditor follows:
Independent Auditor’s Report
We have audited the consolidated balance sheet of X Company and subsidiaries
as of December 31, 20...., and the related consolidated statements of income
and retained earnings and cash flows for the year then ended. These financial
statements are the responsibility of the Company’s management. Our respon
sibility is to express an opinion on these financial statements based on our
audits. We did not audit the financial statements of B Company, a whollyowned subsidiary, which statements reflect total assets and revenues consti
tuting 20 percent and 22 percent, respectively, of the related consolidated
totals. Those statements were audited by other auditors whose report has been
furnished to us, and our opinion, insofar as it relates to the amounts included
for B Company, is based solely on the report of the other auditors.
We conducted our audit in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our
audit and the report of the other auditors provide a reasonable basis for our
opinion.
3 As to filings with the Securities and Exchange Commission, see Rule 2-05 of Regulation S-X.
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In our opinion, based on our audit and the report of the other auditors, the
consolidated financial statements referred to above present fairly, in all mate
rial respects, the financial position ofX Company as of [at] December 31, 20....,
and the results of its operations and its cash flows for the year then ended in
conformity with accounting principles generally accepted in the United States
of America.

When two or more auditors in addition to the principal auditor participate in
the audit, the percentages covered by the other auditors may be stated in the
aggregate. [Revised, April 1998, to reflect conforming changes necessary due
to the issuance of Statement on Auditing Standards Nos. 53 through 62.
Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]

Procedures Applicable to Both Methods of Reporting
.10 Whether or not the principal auditor decides to make reference to the
audit of the other auditor, he should make inquiries concerning the profes
sional reputation and independence of the other auditor. He also should adopt
appropriate measures to assure the coordination of his activities with those of
the other auditor in order to achieve a proper review of matters affecting the
consolidating or combining of accounts in the financial statements. These
inquiries and other measures may include procedures such as the following:
a.

Make inquiries as to the professional reputation and standing of the
other auditor to one or more of the following:
(i)

The American Institute of Certified Public Accountants,4 the
applicable state society of certified public accountants and/or the
local chapter, or in the case of a foreign auditor, his correspond
ing professional organization.

(ii) Other practitioners.

(iii) Bankers and other credit grantors.

(iv) Other appropriate sources.
b.

Obtain a representation from the other auditor that he is inde
pendent under the requirements of the American Institute of Certi
fied Public Accountants and, if appropriate, the requirements of the
Securities and Exchange Commission (SEC).[4a]

4 The AICPA Professional Ethics Division can respond to inquiries about whether individuals are
members of the American Institute of Certified Public Accountants and whether complaints against
members have been adjudicated by the Joint Trial Board. The division cannot respond to inquiries
about public accounting firms or provide information about letters of required corrective action issued
by the division or pending disciplinary proceedings or investigations. The AICPA Division for CPA
Firms can respond to inquiries about whether specific public accounting firms are members of either
the Private Companies Practice Section (PCPS) or the SEC Practice Section (SECPS), and can
indicate whether a firm had a peer review in compliance with the Section’s membership requirements
and whether any sanctions against the firm have been publicly announced. In addition, the division
will supply copies of peer-review reports that have been accepted by the applicable section of the
division and information submitted by member firms on applications for membership and annual
updates. The AICPA Practice Monitoring staff or the appropriate state CPA society can respond to
inquiries as to whether specific public accounting firms are enrolled in the AICPA Peer Review
Program and can indicate whether a firm had a peer review in compliance with the AICPA Standards
for Performing and Reporting on Peer Reviews [PR section 100]. [As amended by the Auditing
Standards Board, June 1990.]

[4a] [Footnote deleted, December 2001, to acknowledge the dissolution of the Independence
Standard Board.]
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Ascertain through communication with the other auditor:
(i)

That he is aware that the financial statements of the component
which he is to audit are to be included in the financial statements
on which the principal auditor will report and that the other
auditor’s report thereon will be relied upon (and, where applica
ble, referred to) by the principal auditor.

(ii) That he or she is familiar with accounting principles generally
accepted in the United States of America and with the generally
accepted auditing standards promulgated by the American In
stitute of Certified Public Accountants and will conduct his or
her audit and will report in accordance therewith.

(iii) That he has knowledge of the relevant financial reporting re
quirements for statements and schedules to be filed with regu
latory agencies such as the Securities and Exchange
Commission, if appropriate.

(iv) That a review will be made of matters affecting elimination of
intercompany transactions and accounts and, if appropriate in
the circumstances, the uniformity of accounting practices among
the components included in the financial statements.
(Inquiries as to matters under a, and c (ii) and (iii) ordinarily would be
unnecessary if the principal auditor already knows the professional reputation
and standing of the other auditor and if the other auditor’s primary place of
practice is in the United States.) [As modified, September 1981, by the Auditing
Standards Board. Revised, October 2000, to reflect conforming changes neces
sary due to the issuance of Statement on Auditing Standards No. 93.]
.11 If the results of inquiries and procedures by the principal auditor with
respect to matters described in paragraph .10 lead him to the conclusion that
he can neither assume responsibility for the work of the other auditor insofar
as that work relates to the principal auditor’s expression of an opinion on the
financial statements taken as a whole, nor report in the manner set forth in
paragraph .09, he should appropriately qualify his opinion or disclaim an
opinion on the financial statements taken as a whole. His reasons therefor
should be stated, and the magnitude of the portion of the financial statements
to which his qualification extends should be disclosed.

Additional Procedures Under Decision Not to
Make Reference
.12 When the principal auditor decides not to make reference to the audit
of the other auditor, in addition to satisfying himself as to the matters de
scribed in AU sec. 543.10, the principal auditor must obtain, and review and
retain, the following information from the other auditor:

a.

An engagement completion document consistent with paragraphs 12
and 13 of PCAOB Auditing Standard No. 3.

Note: This engagement completion document should include all crossreferenced, supporting audit documentation.

b.

A list of significant fraud risk factors, the auditor’s response, and the
results of the auditor’s related procedures.

AU §543.12

The Fourth Standard of Reporting

914
c.

Sufficient information relating to significant findings or issues that
are inconsistent with or contradict the auditor’s final conclusions, as
described in paragraph 8 of PCAOB Auditing Standard No. 3.

d.

Any findings affecting the consolidating or combining of accounts in
the consolidated financial statements.

e.

Sufficient information to enable the office issuing the auditor’s report
to agree or reconcile the financial statement amounts audited by the
other firm to the information underlying the consolidated financial
statements.

f.

A schedule of audit adjustments, including a description of the
nature and cause of each misstatement.

g.

All significant deficiencies and material weaknesses in internal
control over financial reporting, including a clear distinction between
those two categories.

h.

Letters of representations from management.

i.

All matters to be communicated to the audit committee.

The principal auditor must obtain, and review and retain, such documents prior
to the report release date.5 In addition, the principal auditor should consider
performing one or more of the following procedures:

•

Visit the other auditor and discuss the audit procedures followed and
results thereof.

•

Review the audit programs of the other auditor. In some cases, it may
be appropriate to issue instructions to the other auditor as to the scope
of the audit work.

•

Review additional audit documentation of the other auditor relating
to significant findings or issues in the engagement completion docu
ment.

[As amended, effective for audits of financial statements, which may include
an audit of internal control over financial reporting, with respect to fiscal years
ending on or after November 15, 2004, by PCAOB Release No. 2004-006.]
.13 In some circumstances the principal auditor may consider it appropri
ate to participate in discussions regarding the accounts with management
personnel of the component whose financial statements are being audited by
other auditors and/or to make supplemental tests of such accounts. The deter
mination of the extent of additional procedures, if any, to be applied rests with
the principal auditor alone in the exercise of his professional judgment and in
no way constitutes a reflection on the adequacy of the other auditor’s work.
Because the principal auditor in this case assumes responsibility for his
opinion on the financial statements on which he is reporting without making
reference to the audit performed by the other auditor, his judgment must
govern as to the extent of procedures to be undertaken.
5 As it relates to the direction in paragraph .19 of AU sec. 324, for the auditor to “give considera
tion to the guidance in section 543.12,” the auditor need not, in this circumstance, obtain the
previously enumerated documents. [Footnote added, effective for audits of financial statements,
which may include an audit of internal control over financial reporting, with respect to fiscal years
ending on or after November 15, 2004, by PCAOB Release No. 2004-006.]
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Long-Term Investments
.14 With respect to investments accounted for under the equity method,
the auditor who uses another auditor’s report for the purpose of reporting on
the investor’s equity in underlying net assets and its share of earnings or losses
and other transactions of the investee is in the position of a principal auditor
using the work and reports of other auditors. Under these circumstances, the
auditor may decide that it would be appropriate to refer to the work and report
of the other auditor in his report on the financial statements of the investor.
(See paragraphs .06-.11.) When the work and reports of other auditors consti
tute a major element of evidence with respect to investments accounted for
under the cost method, the auditor may be in a position analogous to that of a
principal auditor.

Other Auditor's Report Departs From Standard Report
.15 If the report of the other auditor is other than a standard report, the
principal auditor should decide whether the reason for the departure from the
standard report is of such nature and significance in relation to the financial
statements on which the principal auditor is reporting that it would require
recognition in his own report. If the reason for the departure is not material in
relation to such financial statements and the other auditor’s report is not
presented, the principal auditor need not make reference in his report to such
departure. If the other auditor’s report is presented, the principal auditor may
wish to make reference to such departure and its disposition.

Restated Financial Statements of Prior Years Following
a Pooling of Interests
.16 Following a pooling-of-interests transaction, an auditor may be asked
to report on restated financial statements for one or more prior years when
other auditors have audited one or more of the entities included in such
financial statements. In some of these situations the auditor may decide that
he has not audited a sufficient portion of the financial statements for such prior
year or years to enable him to serve as principal auditor (see paragraph .02).
Also, in such cases, it often is not possible or it may not be appropriate or
necessary for the auditor to satisfy himself with respect to the restated finan
cial statements. In these circumstances it may be appropriate for him to
express his opinion solely with respect to the combining of such statements;
however, no opinion should be expressed unless the auditor has audited the
statements of at least one of the entities included in the restatement for at least
the latest period presented. The following is an illustration of appropriate
reporting on such combination that can be presented in an additional para
graph of the auditor’s report following the standard introductory, scope and
opinion paragraphs covering the consolidated financial statements for the
current year:
We previously audited and reported on the consolidated statements of income
and cash flows of XYZ Company and subsidiaries for the year ended December
31, 19X1, prior to their restatement for the 19X2 pooling of interests. The
contribution of XYZ Company and subsidiaries to revenues and net income
represented.........percent and.......... percent of the respective restated totals.
If restated consolidated balance sheets are also presented, the auditor may also express his
opinion with respect to the combination of the consolidated balance sheets.
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Separate financial statements of the other companies included in the 19X1
restated consolidated statements of income and cash flows were audited and
reported on separately by other auditors. We also audited the combination of
the accompanying consolidated statements of income and cash flows for the
year ended December 31, 19X1, after restatement for the 19X2 pooling of
interests; in our opinion, such consolidated statements have been properly
combined on the basis described in Note A of notes to consolidated financial
statements.

[As modified, October 1980, by the Auditing Standards Board. As amended,
effective for reports issued after December 31,1990, by Statement on Auditing
Standards No. 64.]
.17 In reporting on restated financial statements as described in the
preceding paragraph, the auditor does not assume responsibility for the work
of other auditors nor the responsibility for expressing an opinion on the
restated financial statements taken as a whole. He should apply procedures
which will enable him to express an opinion only as to proper combination of
the financial statements. These procedures include testing the combination for
clerical accuracy and the methods used to combine the restated financial
statements for conformity with generally accepted accounting principles. For
example, the auditor should make inquiries and apply procedures regarding
such matters as the following:

a.

Elimination of intercompany transactions and accounts.

b.

Combining adjustments and reclassifications.

c.

Adjustments to treat like items in a comparable manner, if appro
priate.

d.

The manner and extent of presentation of disclosure matters in the
restated financial statements and notes thereto.

The auditor should also consider the application of procedures contained in
paragraph .10.

[As modified, October 1980, by the Auditing Standards Board.]

Predecessor Auditor
[.18] [Superseded by Statement on Auditing Standards No. 7, effective
November 30, 1975, as superseded by Statement on Auditing Standards No.
84, effective with respect to acceptance of an engagement after March 31,
1998.] (See section 315.)
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AU Section 9543

Part of Audit Performed by Other
Independent Auditors: Auditing
Interpretations of Section 543
1.

Specific Procedures Performed by the Other Auditor at the
Principal Auditor's Request

.01 Question—An independent auditor is auditing the financial state
ments of a component1 in accordance with generally accepted auditing stand
ards and is issuing a report to his client that will also be used by another
independent auditor who is acting as a principal auditor.1
2 The principal
auditor requests the other auditor to perform specific procedures, for example,
to furnish or test amounts to be eliminated in consolidation, such as intercom
pany profits, or to read other information in documents containing audited
financial statements. In those circumstances, who is responsible to determine
the extent of the procedures to be performed?

.02 Interpretation—Section 543, Part of Audit Performed by Other Inde
pendent Auditors, paragraph .10, states that the principal auditor “should
adopt appropriate measures to assure the coordination of his activities with
those of the other auditor in order to achieve a proper review of matters
affecting the consolidating or combining of accounts in the financial state
ments.” Section 543.10c(iv) further states that those measures may include
procedures such as ascertaining through communication with the other audi
tor “that a review will be made of matters affecting elimination of intercom
pany transactions and accounts.”
.03 Thus, when the principal auditor requests the other auditor to per
form procedures, the principal auditor is responsible for determining the
extent of the procedures to be performed. The principal auditor should provide
specific instructions on procedures to be performed, materiality considerations
for that purpose, and other information that may be necessary in the circum
stances. The other auditor should perform the requested procedures in accord
ance with the principal auditor’s instructions and report the findings solely for
the use of the principal auditor.
[Issue Date: April, 1979; Revised: November 1996.]

2. Inquiries of the Principal Auditor by the Other Auditor
.04 Question—Section 543, Part ofAudit Performed by Other Independent
Auditors, gives guidance to a principal auditor on making inquiries of the other
auditor. Section 543.03 also states that “the other auditor remains responsible
1 For the purposes of this interpretation, the entities whose separate financial statements
collectively comprise the consolidated or other financial statements are referred to as components.

2 See section 543 for the definition of a principal auditor. For the purposes of this interpretation,
the auditor whose work is used by a principal auditor is referred to as the other auditor.
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for the performance of his own work and for his own report.” Should the other
auditor also make inquiries of the principal auditor to fulfill that responsibility?

.05 Interpretation—Section 334, Related Parties, states that there may be
inquiry of the principal auditor regarding related parties. In addition, before
issuing his report, the other auditor should consider whether he should inquire
of the principal auditor as to matters that may be significant to his own audit.
.06 The other auditor’s consideration of whether to make the inquiry
should be based on factors such as his awareness that there are transactions
or relationships which are unusual or complex between the component he is
auditing and the component the principal auditor is auditing, or his knowledge
that in the past matters relating to his audit have arisen that were known to
the principal auditor but not to him.
.07 If the other auditor believes inquiry is appropriate he may furnish the
principal auditor with a draft of the financial statements expected to be issued
and of his report solely for the purpose of aiding the principal auditor to
respond to the inquiry. The inquiry would concern transactions, adjustments,
or other matters that have come to the principal auditor’s attention that he
believes require adjustment to or disclosure in the financial statements of the
component being audited by the other auditor. Also, the other auditor should
inquire about any relevant limitation on the scope of the audit performed by
the principal auditor.
[Issue Date: April, 1979.]
3. Form of Inquiries of the Principal Auditor Made by the Other Auditor

.08 Question—In those circumstances when the other auditor believes an
inquiry of the principal auditor is appropriate, what form should the inquiry
take and when should it be made?
.09 Interpretation—The other auditor’s inquiry ordinarily should be in
writing. It should indicate whether the response should be in writing, and
should specify the date as of which the principal auditor should respond.
Ordinarily, that date should be near the anticipated date of the other auditor’s
report. An example of a written inquiry from the other auditor is as follows:
“We are auditing the financial statements of (name of client) as of (date) and
for the (period of audit) for the purpose of expressing an opinion as to whether
the financial statements present fairly, in all material respects, the financial
position, results of operations, and cash flows of (name of client) in conformity
with generally accepted accounting principles.
A draft of the financial statements referred to above and a draft of our report
are enclosed solely to aid you in responding to this inquiry. Please provide us
(in writing) (orally) with the following information in connection with your
current examination of the consolidated financial statements of (name of parent
company):

1.

Transactions or other matters (including adjustments made during
consolidation or contemplated at the date of your reply) that have come
to your attention that you believe require adjustment to or disclosure
in the financial statements of (name of client) being audited by us.

2.

Any limitation on the scope of your audit that is related to the financial
statements of (name of client) being audited by us, or that limits your
ability to provide us with the information requested in this inquiry.

Please make your response as of a date near (expected date of the other auditor’s
report).”
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.10 The principal auditor’s reply will often be made as of a date when his
audit is still in progress; however, the other auditor should expect that ordi
narily the response should satisfy his need for information. However, there
may be instances when the principal auditor’s response explains that it is
limited because his audit has not progressed to a point that enables him to
provide a response that satisfies the other auditor’s need for information. If the
principal auditor’s response is limited in that manner, the other auditor should
consider whether to apply acceptable alternative procedures, delay the issu
ance of his report until the principal auditor can respond, or qualify his opinion
or disclaim an opinion for a limitation on the scope of his audit.

[Issue Date: April, 1979]

4. Form of Principal Auditor's Response to Inquiries from Other Auditors
.11 Question—An independent auditor acting in the capacity of a princi
pal auditor may receive an inquiry from another independent auditor perform
ing the audit of the financial statements of a component concerning
transactions, adjustments, or limitations on his audit.3 What should be the
form of the principal auditor’s response?

.12 Interpretation—The principal auditor should respond promptly to the
other auditor’s inquiry, based on his audit, and if applicable, on his reading of
the draft financial statements and report furnished by the other auditor. His
response may be written or oral, as requested by the other auditor. However,
the principal auditor’s response ordinarily should be in writing if it contains
information that may have a significant effect on the other auditor’s audit.
.13 The principal auditor should identify the stage of completion of his
audit as of the date of his reply. He should also indicate that no audit
procedures were performed for the purpose of identifying matters that would
not affect his audit and report, and therefore, not all the information requested
would necessarily be revealed. If the principal auditor has been furnished with
a draft of the financial statements being audited by the other auditor and a
draft of his report, the principal auditor should state that he has read the draft
only to aid him in making his reply.
.14 An example of a written response from the principal auditor is as
follows:
“This letter is furnished to you in response to your request that we provide you
with certain information in connection with your audit of the financial state
ments of (name of component), a (subsidiary, division, branch or investment)
of Parent Company for the year ended (date).
We are in the process of performing an audit of the consolidated financial
statements of Parent Company for the year ended (date) (but have not com
pleted our work as of this date). The objective of our audit is to enable us to
express an opinion on the consolidated financial statements of Parent Company
and, accordingly, we have performed no procedures directed toward identifying
matters that would not affect our audit or our report. However, solely for the
purpose of responding to your inquiry, we have read the draft of the financial
statements of (name of component) as of (date) and for the (period of audit) and
the draft of your report on them, included with your inquiry dated (date of
inquiry).
3 See section 9543.04-.07, “Inquiries of the Principal Auditor by the Other Auditor,” above.
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Based solely on the work we have performed (to date) in connection with our
audit of the consolidated financial statements, which would not necessarily
reveal all or any of the matters covered in your inquiry, we advise you that:

1.

No transactions or other matters (including adjustments made during
consolidation or contemplated at this date) have come to our attention
that we believe require adjustment to or disclosure in the financial
statements of (name of component) being audited by you.

2.

No limitation has been placed by Parent Company on the scope of our
audit that, to our knowledge, is related to the financial statements of
(name of component) being audited by you, that has limited our ability
to provide you with the information requested in your inquiry.”

[Issue Date: April, 1979.]
5. Procedures of the Principal Auditor

.15 Question—What steps, if any, should the principal auditor take in
responding to an inquiry such as that described in section 9543.11?
.16 Interpretation—The principal auditor’s response should ordinarily
be made by the auditor with final responsibility for the engagement. He
should take those steps that he considers reasonable under the circumstances
to be informed of known matters pertinent to the other auditor’s inquiry. For
example, the auditor with final responsibility may inquire of principal assis
tants4 responsible for various aspects of the engagement or he may direct
assistants to bring to his attention any significant matters of which they
become aware during the audit. The principal auditor is not required to perform
any procedures directed toward identifying matters that would not affect his
audit or his report.

.17 If between the date of his response and the completion of his audit,
the principal auditor becomes aware of information that he would have in
cluded in his response to the other auditor’s inquiry had he been aware of it,
the principal auditor should promptly communicate such information to the
other auditor.5
[Issue Date: April, 1979.]
6. Application of Additional Procedures Concerning the Audit
Performed by the Other Auditor

.18 Question—If a principal auditor decides not to make reference to the
audit of another auditor, section 543 requires him to consider whether to apply
procedures to obtain information about the adequacy of the audit performed by
the other auditor. In making a decision about (a) whether to apply one or more
of the procedures listed in section 543.12 and (b), if applicable, the extent of
those procedures, may the principal auditor consider his knowledge of the
other auditor’s compliance with quality control policies and procedures?
.19 Interpretation—Yes. The principal auditor’s judgment about the ex
tent of additional procedures, if any, to be applied in the circumstances may be
affected by various factors including his knowledge of the other auditor’s
4 See section 311, Planning and Supervision, for the definition of “assistants.”

5 See section 561, Subsequent Discovery of Facts Existing at the Date of the Auditor’s Report,
concerning procedures to be followed by the other auditor if he receives the information after the
issuance of his report.
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quality control policies and procedures that provide the other auditor with
reasonable assurance of conformity with generally accepted auditing stand
ards in his audit engagements.
.20 Other factors that the principal auditor may wish to consider in
making that decision include his previous experience with the other auditor,
the materiality of the portion of the financial statements audited by the other
auditor, the control exercised by the principal auditor over the conduct of the
audit performed by the other auditor, and the results of the principal auditor’s
other procedures that may indicate whether additional evidential matter is
necessary.

[Issue Date: December, 1981.]

[7.] Reporting on Financial Statements Presented on a Comprehensive
Annual Financial Report of a Governmental Entity When One Fund
Has Been Audited by Another Auditor
[.21-.24] [Withdrawn December, 1992 by the Audit Issues Task Force.][6], [7]

[6] [Footnote deleted.]

[7] [Footnote deleted.]
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AU Section 544

Lack of Conformity With Generally Accepted
Accounting Principles
Source: SAS No. 1, section 544; SAS No. 2; SAS No. 62; SAS No. 77.
Issue date, unless otherwise indicated: November, 1972.

[.01] [Superseded by Statement on Auditing Standards No. 2, effective
December 31, 1974.]

Regulated Companies
.02 The basic postulates and broad principles of accounting compre
hended in the term “generally accepted accounting principles” which pertain
to business enterprises in general apply also to companies whose accounting
practices are prescribed by governmental regulatory authorities or commis
sions. (For example, public utilities and insurance companies.) Accordingly,
the first reporting standard is equally applicable to opinions on financial
statements of such regulated companies presented for purposes other than
filings with their respective supervisory agencies; and material variances from
generally accepted accounting principles, and their effects, should be dealt
with in the independent auditor’s report in the same manner followed for
companies which are not regulated.1 Ordinarily, this will require either a
qualified or an adverse opinion on such statements. An adverse opinion may
be accompanied by an opinion on supplementary data which are presented in
conformity with generally accepted accounting principles. [As amended, effec
tive periods ending on or after December 31, 1974, by Statement on Auditing
Standards No. 2. As amended by Statement on Auditing Standards No. 62,
effective for reports issued on or after July 1, 1989.]
.03 It should be recognized, however, that appropriate differences exist
with respect to the application of generally accepted accounting principles as
between regulated and nonregulated businesses because of the effect in regu
lated businesses of the rate-making process, a phenomenon not present in non
regulated businesses (FASB Statement No. 71, Accounting for the Effects of
Certain Types of Regulations [AC section Re6]). Such differences usually
concern mainly the time at which various items enter into the determination
of net income in accordance with the principle of matching costs and revenues.
1 When reporting on financial statements of a regulated entity that are prepared in accordance
with the requirements of financial reporting provisions of a government regulatory agency to whose
jurisdiction the entity is subject, the auditor may report on the financial statements as being
prepared in accordance with a comprehensive basis of accounting other than generally accepted
accounting principles (see section 623, Special Reports, paragraphs .02 and .10). Reports of this
nature, however, should be issued only if the financial statements are intended solely for filing with
one or more regulatory agencies to whose jurisdiction the entity is subject. [As amended, effective for
audits of financial statements for periods ended on or after December 31, 1996, by Statement on
Auditing Standards No. 77.]
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It should also be recognized that accounting requirements not directly related
to the rate-making process commonly are imposed on regulated businesses and
that the imposition of such accounting requirements does not necessarily mean
that they conform with generally accepted accounting principles.
.04 When financial statements of a regulated entity are prepared in
accordance with a basis of accounting prescribed by one or more regulatory
agencies or the financial reporting provisions of another agency, the independent
auditor may also be requested to report on their fair presentation in conformity
with such prescribed basis of accounting in presentations for distribution in
other than filings with the entity’s regulatory agency. In those circumstances,
the auditor should use the standard form of report (see section 508, Reports on
Audited Financial Statements, paragraph .08), modified as appropriate (see
section 508.35-.60) because of the departures from generally accepted account
ing principles, and then, in an additional paragraph to the report, express an
opinion on whether the financial statements are presented in conformity with
the prescribed basis of accounting. [As amended by Statement on Auditing
Standards No. 62, effective for reports issued on or after July 1, 1989. As
amended, effective for audits of financial statements for periods ended on or
after December 31, 1996, by Statement on Auditing Standards No. 77.]
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AU Section 550

Other Information in Documents Containing
Audited Financial Statements
Source: SAS No. 8; SAS No. 98.
See section 9550 for interpretations of this section.

Issue date, unless otherwise indicated: December, 1975.

.01 An entity may publish various documents that contain information
(hereinafter, “other information”) in addition to audited financial statements
and the independent auditor’s report thereon. This section provides guidance
for the auditor's consideration of other information included in such documents.

.02 This section is applicable only to other information contained in (a)
annual reports to holders of securities or beneficial interests, annual reports of
organizations for charitable or philanthropic purposes distributed to the pub
lic, and annual reports filed with regulatory authorities under the Securities
Exchange Act of 1934 or (b) other documents to which the auditor, at the
client’s request, devotes attention.
.03 This section is not applicable when the financial statements and
report appear in a registration statement filed under the Securities Act of 1933.
The auditor’s procedures with respect to 1933 Act filings are unaltered by this
section (see sections 634† and 711††). Also, this section is not applicable to
other information on which the auditor is engaged to express an opinion.*
1 The
guidance applicable to auditing and reporting on certain information other
than financial statements intended to be presented in conformity with gener
ally accepted accounting principles is unaltered by this section (see sections
*
551
and 623
).
**
.04 Other information in a document may be relevant to an audit per
formed by an independent auditor or to the continuing propriety of his report.
The auditor’s responsibility with respect to information in a document does not
extend beyond the financial information identified in his report, and the
auditor has no obligation to perform any procedures to corroborate other
information contained in a document. However, he should read the other
information and consider whether such information, or the manner of its
presentation, is materially inconsistent with information, or the manner of its

† [Section 631, formerly 630, changed by the issuance of Statement on Auditing Standards No. 38
(superseded). Section 634, formerly 631, changed by the issuance of Statement on Auditing Stand
ards No. 49.] (See section 634.)
††
[Section
number revised, April 1981, by the issuance of Statement on Auditing Standards No.
37.] (See section 711.)
1 Mere reading of other information is an inadequate basis for expressing an opinion on that
information.

[Section number revised, July 1980, by the issuance of Statement on Auditing Standards No.
29.] (See section 551.)
[Section number changed, April 1989, by the issuance of Statement on Auditing Standards No.
62.] (See section 623.)
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presentation, appearing in the financial statements.2 If the auditor concludes
that there is a material inconsistency, he should determine whether the
financial statements, his report, or both require revision. If he concludes that
they do not require revision, he should request the client to revise the other
information. If the other information is not revised to eliminate the material
inconsistency, he should consider other actions such as revising his report to
include an explanatory paragraph describing the material inconsistency, with
holding the use of his report in the document, and withdrawing from the
engagement. The action he takes will depend on the particular circumstances
and the significance of the inconsistency in the other information.
,

.05 If, while reading the other information for the reasons set forth in
paragraph .04, the auditor becomes aware of information that he believes is a
material misstatement of fact that is not a material inconsistency as described
in paragraph .04, he should discuss the matter with the client. In connection
with this discussion, the auditor should consider that he may not have the
expertise to assess the validity of the statement, that there may be no stand
ards by which to assess its presentation, and that there may be valid differ
ences of judgment or opinion. If the auditor concludes he has a valid basis for
concern he should propose that the client consult with some other party whose
advice might be useful to the client, such as the client’s legal counsel.
.06 If, after discussing the matter as described in paragraph .05, the
auditor concludes that a material misstatement of fact remains, the action he
takes will depend on his judgment in the particular circumstances. He should
consider steps such as notifying his client in writing of his views concerning the
information and consulting his legal counsel as to further appropriate action
in the circumstances.
.07 If certain other information3 has been subjected to auditing proce
dures applied in the audit of the basic financial statements, the auditor may
express an opinion on whether the information is fairly stated in all material
respects in relation to those financial statements taken as a whole. In those
circumstances, the auditor’s report on the information should describe clearly
the character of the auditor’s work and the degree of responsibility the auditor
is taking. The auditor may report on such information using the guidance in
section 551, Reporting on Information Accompanying the Basic Financial
Statements in Auditor-Submitted Documents, paragraphs .12 and .14. [Para
graph added, effective September 2002, by Statement on Auditing Standards
No. 98.]

2 In fulfilling his responsibility under this section, a principal auditor may also request the other
auditor or auditors involved in the engagement to read the other information. If a predecessor
auditor’s report appears in a document to which this section applies, he should read the other
information for the reasons described in this paragraph.
3 This information may include supplementary information required by generally accepted
accounting principles. [Footnote added, effective September 2002, by Statement on Auditing Stand
ards No. 98.]
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AU Section 9550

Other Information in Documents Containing
Audited Financial Statements: Auditing
Interpretations of Section 550
[1.] Reports by Management on Internal Accounting Control[1-4]

[.01-.06] [Superseded May, 1994 by Interpretation Nos. 2 and 3, para
graphs .07-15.]

2. Reports by Management on Internal Control Over Financial Reporting
.07 Question—Communications to various parties specified in section
550, Other Information in Documents Containing Audited Financial State
ments, paragraph .02 may include a separate report by management contain
ing an assertion about the effectiveness of the entity’s internal control over
financial reporting. What is the auditor’s responsibility concerning such re
port?
.08 Interpretation—If the auditor has been engaged to examine and re
port on management’s assertion, the guidance in AT section 501, Reporting on
an Entity’s Internal Control Over Financial Reporting,§ should be followed.

.09 If the auditor has not been engaged to examine and report on manage
ment’s assertion, the auditor should follow the guidance in section 550, which
states that “the auditor has no obligation to perform any procedures to corrobo
rate other information contained in [such] a document.” Under section 550, the
auditor is required to read the report by management and consider whether it
is materially inconsistent with information appearing in the financial state
ments and, as a result, he or she may become aware of a material misstatement
of fact.*
5
.10 Although not required, the auditor may consider adding the following
paragraph to the standard auditor’s report: “We were not engaged to examine
management’s assertion about the effectiveness of [name of entity’s] internal
control over financial reporting as of [date] included in the accompanying [title
of management’s report] and, accordingly, we do not express an opinion
thereon.”

.11 Because an auditor is required to consider internal control in an audit
of the financial statements, he or she would often be familiar with matters
covered in a management report on internal control over financial reporting.
As a result, the auditor may become aware of information that causes him or
her to believe that management’s assertion on the effectiveness of internal control
[14] [Superseded May, 1994 by Interpretation Nos. 2 and 3, paragraphs .07-.15.]
5 AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that may be necessary.

5 Unless information on internal control over financial reporting appears in the financial state
ments, which is not common, a management assertion on the effectiveness of internal control over
financial reporting could not be inconsistent with information appearing in financial statements.
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over financial reporting contains a material misstatement of fact as described
in section 550.6 If the auditor becomes aware of information in the report by
management that conflicts with his or her knowledge or understanding of such
matters, he or she should discuss the information with the client. If, after
discussions with the client, the auditor concludes that a material misstatement
of fact exists, the auditor should follow the guidance in section 550.06.
[Issue Date: May, 1994; Revised: January, 2001.]

3.

Other References by Management to Internal Control Over
Financial Reporting, Including References to the Independent Auditor

.12 Question—Communications to various parties specified in section
550, Other Information in Documents Containing Audited Financial State
ments, paragraph .02 may include a statement by management about the
entity’s internal control over financial reporting. Such documents may also
refer to the independent auditor in circumstances other than when the auditor
has been engaged to examine and report on management’s assertion about the
effectiveness of internal control over financial reporting. What is the auditor’s
responsibility in such circumstances?

.13 Interpretation—The auditor should follow the guidance in section 550,
which states that “the auditor has no obligation to perform any procedures to
corroborate other information contained in [such] a document.” Under section
550, the auditor is required to read other information in documents containing
audited financial statements and consider whether it is materially inconsistent
with information appearing in the financial statements and, as a result, he or
she may become aware of a material misstatement of fact. If the auditor
becomes aware of information in the report by management that conflicts with
his or her knowledge or understanding of such matters, he or she should
discuss the information with the client. If, after discussions with the client, the
auditor concludes that a material misstatement of fact exists, the auditor
should follow the guidance in section 550.06.
.14 Generally, management may discuss its responsibility for internal
control over financial reporting and report on its effectiveness. In reading such
information, the auditor should evaluate specific references by management
that deal with the auditor’s consideration of internal control in planning and
performing the audit of the financial statements, particularly if such reference
would lead the reader to assume the auditor had performed more work than
required under generally accepted auditing standards or would lead the reader
to believe that the auditor was giving assurances on internal control. The auditor
should also consider whether management’s comment or statement uses the
auditor’s name in such a way as to indicate or imply that the auditor’s involve
ment is greater than is supported by the facts.7 If management misstates the
6 For example, the auditor has communicated to management a material weakness in internal
control over financial reporting and management states or implies there are no material weaknesses.
7 For instance, management may report that “X Company’s external auditors have reviewed the
company’s internal control in connection with their audit of the financial statements.” Because AT
section 501,§ Reporting on an Entity’s Internal Control Over Financial Reporting, prohibits an
engagement to review and report on the effectiveness of the entity’s internal control over financial
reporting or a written assertion thereon, a statement by management that the auditors had “re
viewed” the company’s internal control would be inappropriate.
§ AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that maybe necessary.
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auditor’s responsibility for consideration of internal control over financial
reporting, the auditor should discuss the matter with the client and consider
whether any further action is needed in accordance with section 550.06.
.15 The auditing interpretation of section 325, Communication of Inter
nal Control Related Matters Noted in an Audit, titled “Reporting on the
Existence of Material Weaknesses” (section 9325.01-.07), permits an auditor
to report to management that he or she has not become aware of any material
weaknesses8 during his or her audit of the financial statements, but requires
such reports to be solely for the information and use of the entity’s audit
committee, management and others within the organization. If, however,
management decides to include or refer to this communication in a general use
document, the auditor should communicate to management the restrictions on
use of the communication and the potential for such a statement to be misun
derstood. For example, the fact that an audit has not disclosed any material
weaknesses does not necessarily mean none exist since an audit of the financial
statements does not constitute an examination of a management assertion
about the effectiveness of internal control over financial reporting. If manage
ment refuses to make appropriate changes to the report, the auditor should
advise management that he or she has not consented to the use of his or her
name and should consider what other actions might be appropriate. In consid
ering what actions, if any, may be appropriate in the circumstances, the
auditor may wish to consult legal counsel.

[Issue Date: May, 1994; Revised: January, 2001. As modified, September
1981, by the Auditing Standards Board; Amended: November, 2004.]

4. Other Information in Electronic Sites Containing Audited Financial
Statements
.16 Question—An entity may make information available in public com
puter networks, such as the World Wide Web area of the Internet, an electronic
bulletin board, the Securities and Exchange Commission’s EDGAR system, or
similar electronic venues (hereinafter, “electronic sites”). Information in elec
tronic sites may include annual reports to shareholders, financial statements
and other financial information, as well as press releases, product information
and promotional material. When audited financial statements and the inde
pendent auditor’s report thereon are included in an electronic site, what is the
auditor’s responsibility with respect to other information included in the
electronic site?

.17 Interpretation—Electronic sites are a means of distributing informa
tion and are not “documents,” as that term is used in section 550, Other
Information in Documents Containing Audited Financial Statements. Thus,
auditors are not required by section 550 to read information contained in
electronic sites, or to consider the consistency of other information (as that
term is used in section 550) in electronic sites with the original documents.
.18 Auditors may be asked by their clients to render professional services
with respect to information in electronic sites. Such services, which might take
Section 325.08 prohibits a written communication that no significant deficiencies were noted
during the audit. If management reports that an auditor made an oral communication that no
significant deficiencies were noted during the audit, the auditor should follow the guidance in this
paragraph.
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different forms, are not contemplated by section 550. Other auditing or attesta
tion standards may apply, for example, agreed-upon procedures pursuant to
AT section 201, Agreed-Upon Procedures Engagements, depending on the
nature of the service requested.

[Issue Date: March, 1997; Revised: January, 2001.]
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AU Section 551

Reporting on Information Accompanying
the Basic Financial Statements in
Auditor-Submitted Documents
(Supersedes section 610, "Long-Form Reports")1

Source: SAS No. 29; SAS No. 52; SAS No. 98.
Effective for auditors' reports dated on or after December 31,1980, unless otherwise

indicated.

.01 This section provides guidance on the form and content of reporting
when an auditor submits to his client or to others a document that contains
information in addition to the client’s basic financial statements and the
auditor’s report thereon.

.02 The auditor’s standard report covers the basic financial statements:
balance sheet, statement of income, statement of retained earnings or changes
in stockholders’ equity, and statement of cash flows. The following presenta
tions are considered part of the basic financial statements: descriptions of
accounting policies, notes to financial statements, and schedules and explana
tory material that are identified as being part of the basic financial statements.
For purposes of this section, basic financial statements also include an individ
ual basic financial statement, such as a balance sheet or statement of income
and financial statements prepared in accordance with a comprehensive basis
of accounting other than generally accepted accounting principles.
.03 The information covered by this section is presented outside the basic
financial statements and is not considered necessary for presentation of finan
cial position, results of operations, or cash flows in conformity with generally
accepted accounting principles. Such information includes additional details or
explanations of items in or related to the basic financial statements, consoli
dating information, historical summaries of items extracted from the basic
financial statements, statistical data, and other material, some of which may
be from sources outside the accounting system or outside the entity.

Reporting Responsibility
.04 When an auditor submits a document containing audited financial
statements to his client or to others, he has a responsibility to report on all the
information included in the document. On the other hand, when the auditor’s
report is included in a client-prepared document1
2 and the auditor is not
engaged to report on information accompanying the basic financial statements,
his responsibility with respect to such information is described in (a) section
1 This section also supersedes the March 1979 auditing interpretation, “Reports on Consolidated
Financial Statements That Include Supplementary Consolidating Information”.

2 Client-prepared documents include financial reports prepared by the client but merely repro
duced by the auditor on the client’s behalf.

AU §551.04

The Fourth Standard of Reporting

932

550, Other Information in Documents Containing Audited Financial State
ments, and (b) other sections covering particular types of information or
circumstances, such as section 558, Required Supplementary Information.

.05 An auditor’s report on information accompanying the basic financial
statements in an auditor-submitted document has the same objective as an
auditor’s report on the basic financial statements: to describe clearly the
character of the auditor’s work and the degree of responsibility the auditor is
taking. Although the auditor may participate in the preparation of the accom
panying information as well as the basic financial statements, both the state
ments and the accompanying information are representations of management.
.06 The following guidelines apply to an auditor’s report on information
accompanying the basic financial statements in an auditor-submitted docu
ment:
a.

The report should state that the audit has been performed for the
purpose of forming an opinion on the basic financial statements
taken as a whole.

b.

The report should identify the accompanying information. (Identifi
cation may be by descriptive title or page number of the document.)

c.

The report should state that the accompanying information is pre
sented for purposes of additional analysis and is not a required part
of the basic financial statements.3

d.

The report should include either an opinion on whether the accom
panying information is fairly stated in all material respects in rela
tion to the basic financial statements taken as a whole or a disclaimer
of opinion, depending on whether the information has been subjected
to the auditing procedures applied in the audit of the basic financial
statements. The auditor may express an opinion on a portion of the
accompanying information and disclaim an opinion on the remain
der.

e.

The report on the accompanying information may be added to the
auditor’s report on the basic financial statements or may appear
separately in the auditor-submitted document.

.07 The purpose of an audit of basic financial statements in accordance
with generally accepted auditing standards is to form an opinion on those
statements taken as a whole. Nevertheless, an audit of basic financial state
ments often encompasses information accompanying those statements in an
auditor-submitted document. Also, although an auditor has no obligation to
apply auditing procedures to information presented outside the basic financial
statements, he may choose to modify or redirect certain of the procedures to be
applied in the audit of the basic financial statements so that he may express
an opinion on the accompanying information in the manner described in
paragraph .06.
.08 When reporting in this manner, the measurement of materiality is the
same as that used in forming an opinion on the basic financial statements
taken as a whole. Accordingly, the auditor need not apply procedures as
extensive as would be necessary to express an opinion on the information taken
by itself. Guidance applicable to the expression of an opinion on specified ele
3 The auditor may refer to any regulatory agency requirements applicable to the information
presented.
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ments, accounts, or items of financial statements for the purpose of a separate
presentation is provided in section 623.11-.18, Special Reports.

.09 If the auditor concludes, on the basis of facts known to him, that any
accompanying information is materially misstated in relation to the basic
financial statements taken as a whole, he should discuss the matter with the
client and propose appropriate revision of the accompanying information.4 If
the client will not agree to revision of the accompanying information, the
auditor should either modify his report on the accompanying information and
describe the misstatement or refuse to include the information in the docu
ment.
.10 The auditor should consider the effect of any modifications in his
standard report when reporting on accompanying information. When the
auditor expresses a qualified opinion on the basic financial statements, he
should make clear the effects upon any accompanying information as well (see
paragraph .14). When the auditor expresses an adverse opinion, or disclaims
an opinion, on the basic financial statements, he should not express the opinion
described in paragraph .06 on any accompanying information.5 An expression
of such an opinion in these circumstances would be inappropriate because, like
a piecemeal opinion, it may tend to overshadow or contradict the disclaimer of
opinion or adverse opinion on the basic financial statements. (See section
508.64 and section 623.14.)

.11 A client may request that nonaccounting information and certain
accounting information not directly related to the basic financial statements
be included in an auditor-submitted document. Ordinarily, such information
would not have been subjected to the auditing procedures applied in the audit
of the basic financial statements, and, accordingly, the auditor would disclaim
an opinion on it. In some circumstances, however, such information may have
been obtained or derived from accounting records that have been tested by the
auditor (for example, number of units produced related to royalties under a
license agreement or number of employees related to a given payroll period).
Accordingly, the auditor may be in a position to express an opinion on such
information in the manner described in paragraph .06.

Reporting Examples
.12 An example of reporting on information accompanying the basic
financial statements in an auditor-submitted document follows:
Our audit was conducted for the purpose of forming an opinion on the basic
financial statements taken as a whole. The (identify accompanying informa
tion) is presented for purposes of additional analysis and is not a required part
of the basic financial statements. Such information has been subjected to the
auditing procedures applied in the audit of the basic financial statements and,
in our opinion, is fairly stated in all material respects in relation to the basic
financial statements taken as a whole.161
4 See paragraph .10 for guidance when there is a modification of the auditor’s standard report on
the basic financial statements.
5 The provisions of this paragraph do not change the guidance, concerning companies whose
accounting practices are prescribed by governmental regulatory authorities or commissions, in the
last sentence of section 544.02, “Regulated Companies,” which reads: “An adverse opinion may be
accompanied by an opinion on supplementary data which are presented in conformity with generally
accepted accounting principles.”
[6] [Footnote deleted by the issuance of Statement on Auditing Standards No. 98, September
2002.]
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.13 When the auditor disclaims an opinion on all or part of the accompa
nying information in a document that he submits to his client or to others, such
information should either be marked as unaudited or should include a refer
ence to the auditor’s disclaimer of opinion. The wording of the disclaimer will
vary according to the circumstances. Two examples follow.

Disclaimer on All of the Information
Our audit was conducted for the purpose of forming an opinion on the basic
financial statements taken as a whole. The (identify the accompanying infor
mation) is presented for purposes of additional analysis and is not a required
part of the basic financial statements. Such information has not been subjected
to the auditing procedures applied in the audit of the basic financial statements,
and, accordingly, we express no opinion on it.

Disclaimer on Part of the Information
Our audit was conducted for the purpose of forming an opinion on the basic
financial statements taken as a whole. The information on pages XX—YY is
presented for purposes of additional analysis and is not a required part of the
basic financial statements. Such information, except for that portion marked
“unaudited,” on which we express no opinion, has been subjected to the auditing
procedures applied in the audit of the basic financial statements; and, in our
opinion, the information is fairly stated in all material respects in relation to
the basic financial statements taken as a whole.

.14 An example follows of reporting on accompanying information to
which a qualification in the auditor’s report on the basic financial statements
applies.
Our audit was conducted for the purpose of forming an opinion on the basic
financial statements taken as a whole. The schedules of investments (page 7),
property (page 8), and other assets (page 9) as of December 31, 19XX, are
presented for purposes of additional analysis and are not a required part of the
basic financial statements. The information in such schedules has been sub
jected to the auditing procedures applied in the audit of the basic financial
statements; and, in our opinion, except for the effects on the schedule of,
investments of not accounting for the investments in certain companies by the
equity method as explained in the second preceding paragraph [second para
graph of our report on page 1], such information is fairly stated in all material
respects in relation to the basic financial statements taken as a whole.

Supplementary Information Required by GAAP
.15 When supplementary information required by GAAP is presented
outside the basic financial statements in an auditor-submitted document, the
auditor should (a) express an opinion on the information if the auditor has
been engaged to examine the information, (b) report on the information using
the guidance in paragraphs .12 and .14, provided such information has been
subjected to the auditing procedures applied in the audit of the basic financial
statements, or (c) disclaim an opinion on the information.7 The following is an
example of a disclaimer an auditor might use in these circumstances;
The [identify the supplementary information] on page XX is not a required part
of the basic financial statements but is supplementary information required by
7 The guidance in subsection (b) of this paragraph applies to GASB required supplementary
information, such as that required by GASB Statement No. 5, Disclosure of Pension Information by
Public Employee Retirement Systems and State and Local Governmental Employers. The auditor
should refer to section 552, Reporting on Condensed Financial Statements and Selected Financial
Data, paragraphs .09-.10, for an example of a report on GASB required supplementary information.
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accounting principles generally accepted in the United States of America.8 We
have applied certain limited procedures, which consisted principally of inquir
ies of management regarding the methods of measurement and presentation
of the supplementary information. However, we did not audit the information
and express no opinion on it.

[As amended, effective April 1988, by Statement on Auditing Standards No. 52.
As amended, effective September 2002, by Statement on Auditing Standards
No. 98.]

.16 The auditor’s report should be expanded in accordance with section
558, Required Supplementary Information, paragraph .08, if (a) supplemen
tary information that GAAP requires to be presented in the circumstances is
omitted, (b) the auditor has concluded that the measurement or presentation
of the supplementary information departs materially from guidelines pre
scribed by GAAP, (c) the auditor is unable to complete the procedures pre
scribed by section 558, or (d) the auditor is unable to remove substantial doubts
about whether the supplementary information conforms to prescribed guide
lines. [Paragraph added, effective September 2002, by Statement on Auditing
Standards No. 98.]

Consolidating Information
.17 Consolidated financial statements may include consolidating infor
mation or consolidating schedules presenting separate financial statements of
one or more components of the consolidated group.9 In some cases, the auditor
is engaged to express an opinion on the financial statements of the components
as well as on the consolidated financial statements. In other cases, the auditor
is engaged to express an opinion only on the consolidated financial statements
but consolidating information or schedules accompany the basic consolidated
financial statements. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 98, September 2002.]
.18 When the auditor is engaged to express an opinion only on the
consolidated financial statements and consolidating information is also in
cluded, the auditor should be satisfied that the consolidating information is
suitably identified. For example, when the consolidated financial statements
include columns of information about the components of the consolidated
group, the balance sheets might be titled, “Consolidated Balance Sheet—De
cember 31, 19X1, with Consolidating Information,” and the columns including
the consolidating information might be marked, “Consolidating Information.”
When the consolidating information is presented in separate schedules, the
schedules presenting balance sheet information of the components might be
titled, for example, “Consolidating Schedule, Balance Sheet Information, De
cember 31, 19X1.” [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 98, September 2002.]
.19 When the consolidated financial statements include consolidating
information that has not been separately audited, the auditor’s report on the
consolidating information might read
8 The auditor may identify the body requiring the information, such as the Financial Accounting
Standards Board or the Governmental Accounting Standards Board. [Footnote added, effective
September 2002, by Statement on Auditing Standards No. 98.]
9 This section [paragraphs .17-.20] is also applicable to combined and combining financial
statements. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 98,
September 2002. Footnote revised, September 2002, to reflect conforming changes necessary due to
the issuance of Statement on Auditing Standards No. 98.]
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Our audit was conducted for the purpose of forming an opinion on the consoli
dated financial statements taken as a whole. The consolidating information is
presented for purposes of additional analysis of the consolidated financial
statements rather than to present the financial position, results of operations,
and cash flows of the individual companies. The consolidating information has
been subjected to the auditing procedures applied in the audit of the consoli
dated financial statements and, in our opinion, is fairly stated in all material
respects in relation to the consolidated financial statements taken as a whole.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 98, September 2002.]

.20 When the auditor is engaged to express an opinion on both the
consolidated financial statements and the separate financial statements of the
components presented in consolidating financial statements, the auditor’s
reporting responsibilities with respect to the separate financial statements are
the same as his responsibilities with respect to the consolidated financial
statements. In such cases, the consolidating financial statements and accom
panying notes should include all the disclosures that would be necessary for
presentation in conformity with generally accepted accounting principles of
separate financial statements of each component. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 98, September 2002.]

Additional Commentary Concerning the Audit
.21 The auditor may be requested to describe the procedures applied to
specific items in the financial statements. Additional comments of this nature
should not contradict or detract from the description of the scope of his audit
in the standard report. Also, they should be set forth separately rather than
interspersed with the information accompanying the basic financial state
ments to maintain a clear distinction between management’s representations
and the auditor’s representations. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 98, September 2002.]

Co-Existing Financial Statements
.22 More than one type of document containing the audited financial
statements may exist. For example, the auditor may submit to his client or
others a document containing the basic financial statements, other informa
tion, and his report thereon, and the client may issue a separate document
containing only the basic financial statements and the auditor’s report. The
basic financial statements should include all the information considered nec
essary for presentation in conformity with generally accepted accounting prin
ciples in all co-existing documents. The auditor should be satisfied that
information accompanying the basic financial statements in an auditor-sub
mitted document would not support a contention that the basic financial
statements in the other document were not presented in conformity with
generally accepted accounting principles because of inadequate disclosure of
material information known to the auditor. [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 98, September 2002.]

Effective Date
.23 This section will be effective for auditors’ reports dated on or after
December-31, 1980. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 98, September 2002.]
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AU Section 552

Reporting on Condensed Financial
Statements and Selected Financial Data*
Source: SAS No. 42; SAS No. 71.
Effective for reports issued or reissued on or after January 1, 1989, on condensed
financial statements or selected financial data unless otherwise indicated.

.01 This section provides guidance on reporting in a client-prepared
document on—

a.

Condensed financial statements (either for an annual or an interim
period) that are derived from audited financial statements of a public
entity1 that is required to file, at least annually, complete audited
financial statements with a regulatory agency.

b.

Selected financial data that are derived from audited financial state
ments of either a public or a nonpublic entity and that are presented
in a document that includes audited financial statements (or, with
respect to a public entity, that incorporates audited financial state
ments by reference to information filed with a regulatory agency).

Guidance on reporting on condensed financial statements or selected financial
data that accompany audited financial statements in an auditor-submitted
document is provided in section 551, Reporting on Information Accompanying
the Basic Financial Statements in Auditor-Submitted Documents.
.02 In reporting on condensed financial statements or selected financial
data in circumstances other than those described in paragraph .01, the auditor
should follow the guidance in section 508, Reports on Audited Financial
Statements, paragraphs .41 through .44, section 623, Special Reports, or other
applicable Statements on Auditing Standards.*1
2

Condensed Financial Statements
.03 Condensed financial statements are presented in considerably less
detail than complete financial statements that are intended to present finan
cial position, results of operations, and cash flows in conformity with generally
accepted accounting principles. For this reason, they should be read in conjunc
tion with the entity’s most recent complete financial statements that include
all the disclosures required by generally accepted accounting principles.
.04 An auditor may be engaged to report on condensed financial state
ments that are derived from audited financial statements. Because condensed
This section has been revised to reflect the conforming changes necessary due to the issuance
of Statement on Auditing Standards Nos. 53 through 62.

1 Public entity is defined in section 504, Association With Financial Statements, footnote 2.

2 An auditor who has audited and reported on complete financial statements of a nonpublic
entity may subsequently be requested to compile financial statements for the same period that omit
substantially all disclosures required by generally accepted accounting principles. Reporting on
comparative financial statements in those circumstances is described in SSARS No. 2, paragraphs 29
and 30.
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financial statements do not constitute a fair presentation of financial position,
results of operations, and cash flows in conformity with generally accepted
accounting principles, an auditor should not report on condensed financial
statements in the same manner as he reported on the complete financial
statements from which they are derived. To do so might lead users to assume,
erroneously, that the condensed financial statements include all the disclo
sures necessary for complete financial statements. For the same reason, it is
desirable that the condensed financial statements be so marked.

.05 In the circumstances described in paragraph .01(a),3 the auditor’s
report on condensed financial statements that are derived from financial
statements that he has audited should indicate (a) that the auditor has audited
and expressed an opinion on the complete financial statements, (b) the date of
the auditor’s report on the complete financial statements,4 (c) the type of
opinion expressed, and (d) whether, in the auditor’s opinion, the information
set forth in the condensed financial statements is fairly stated in all material
respects in relation to the complete financial statements from which it has been
derived.5
.06 The following is an example of wording that an auditor may use in the
circumstances described in paragraph .01(a) to report on condensed financial
statements that are derived from financial statements that he or she has
audited and on which he or she has issued a standard report:
Independent Auditor’s Report
We have audited, in accordance with auditing standards generally accepted in
the United States of America, the consolidated balance sheet of X Company and
subsidiaries as of December 31, 20X0, and the related consolidated statements
of income, retained earnings, and cash flows for the year then ended (not
presented herein); and in our report dated February 15, 20X1, we expressed an
unqualified opinion on those consolidated financial statements.
In our opinion, the information set forth in the accompanying condensed
consolidated financial statements is fairly stated, in all material respects, in
relation to the consolidated financial statements from which it has been
derived.
3 SEC regulations require certain registrants to include in filings, as a supplementary schedule
to the consolidated financial statements, condensed financial information of the parent company. The
auditor should report on such condensed financial information in the same manner as he reports on
other supplementary schedules.
4 Reference to the date of the original report removes any implication that records, transactions,
or events after that date have been examined. The auditor does not have a responsibility to
investigate or inquire further into events that may have occurred during the period between the date
of the report on the complete financial statements and the date of the report on the condensed
financial statements. (However, see section 711, Filings Under Federal Securities Statutes, regarding
the auditor’s responsibility when his report is included in a registration statement filed under the
Securities Act of 1933.)
5 If the auditor’s opinion on the complete financial statements was other than unqualified, the
report should describe the nature of, and the reasons for, the qualification. The auditor should also
consider the effect that any modification of the report on the complete financial statements might
have on the report on the condensed financial statements or selected financial data. For example, if
the auditor’s report on the complete financial statements referred to another auditor or included an
explanatory paragraph because of a material uncertainty, a going concern matter, or an inconsistency
in the application of accounting principles, the report on the condensed financial statements should
state that fact. However, no reference to the inconsistency is necessary if a change in accounting
referred to in the auditor’s report on the complete financial statements does not affect the compara
bility of the information being presented.
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[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]
.07 A client might make a statement in a client-prepared document that
names the auditor and also states that condensed financial statements have
been derived from audited financial statements. Such a statement does not, in
itself, require the auditor to report on the condensed financial statements,
provided that they are included in a document that contains audited financial
statements (or that incorporates such statements by reference to information
filed with a regulatory agency). However, if such a statement is made in a
client-prepared document of a public entity that is required to file, at least
annually, complete audited financial statements with a regulatory agency and
that document does not include audited financial statements (or does not
incorporate such statements by reference to information filed with a regulatory
agency),6 the auditor should request that the client either (a) not include the
auditor’s name in the document or (b), include the auditor’s report on the
condensed financial statements, as described in paragraph .05. If the client will
neither delete the reference to the auditor nor allow the appropriate report to
be included, the auditor should advise the client that he does not consent to
either the use of his name or the reference to him, and he should consider what
other actions might be appropriate.7

.08 Condensed financial statements derived from audited financial state
ments of a public entity may be presented on a comparative basis with interim
financial information as of a subsequent date that is accompanied by the
auditor’s review report. In that case, the auditor should report on the con
6 If such a statement is made in a client-prepared document that does not include audited
financial statements and the client is not a public entity that is required to file complete audited
financial statements with a regulatory agency (at least annually), the auditor would ordinarily
express an adverse opinion on the condensed financial statements because of inadequate disclosure.
(See section 508, Reports on Audited Financial Statements, paragraphs .41 through .44.) The auditor
would not be expected to provide the disclosure in his report. The following is an example of an
auditor’s report on condensed financial statements in such circumstances when the auditor had
previously audited and reported on the complete financial statements:
Independent Auditor’s Report
We have audited the consolidated balance sheet ofX Company and subsidiaries as of December
31, 20X0, and the related earnings, and cash flows for the year then ended (not presented herein).
These financial statements are the responsibility of the Company’s management. Our responsi
bility is to express an opinion on these financial statements based on our audit. We conducted our
audit in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion. The condensed consolidated balance sheet as
of December 31,20X0, and the related condensed statements of income, retained earnings, and cash
flows for the year then ended, presented on pages xx-xx, are presented as a summary and therefore
do not include all of the disclosures required by accounting principles generally accepted in the
United States of America. In our opinion, because of the significance of the omission of the information
referred to in the preceding paragraph, the condensed consolidated financial statements referred to
above do not present fairly, in conformity with accounting principles generally accepted in the
United States of America, the financial position of X Company and subsidiaries as of December 31,
20X0, or the results of its operations or its cash flows for the year then ended.
[Footnote revised, October 2000, to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 93.]

7 In considering what other actions, if any, may be appropriate in these circumstances, the
auditor may wish to consult his legal counsel.
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densed financial statements of each period in a manner appropriate for the
type of service provided for each period. The following is an example of a review
report on a condensed balance sheet as of March 31, 19X1, and the related
condensed statements of income and cash flows for the three-month periods
ended March 31,19X1 and 19X0, together with a report on a condensed balance
sheet derived from audited financial statements as of December 31, 19X0,
included in Form 10-Q;8
We have reviewed the condensed consolidated balance sheet of ABC Company
and subsidiaries as of March 31,19X1, and the related condensed consolidated
statements of income and cash flows for the three-month periods ended March
31, 19X1 and 19X0. These financial statements are the responsibility of the
company’s management.

We conducted our review in accordance with standards established by the
American Institute of Certified Public Accountants. A review of interim finan
cial information consists principally of applying analytical procedures to finan
cial data and making inquiries of persons responsible for financial and
accounting matters. It is substantially less in scope than an audit conducted in
accordance with generally accepted auditing standards, the objective of which
is the expression of an opinion regarding the financial statements taken as a
whole. Accordingly, we do not express such an opinion.
Based on our review, we are not aware of any material modifications that should
be made to the condensed consolidated financial statements referred to above
for them to be in conformity with generally accepted accounting principles.

We have previously audited, in accordance with auditing standards generally
accepted in the United States of America, the consolidated balance sheet as of
December 31, 20X0, and the related consolidated statements of income, re
tained earnings, and cash flows for the year then ended (not presented herein);
and in our report dated February 15,20X1, we expressed an unqualified opinion
on those consolidated financial statements. In our opinion, the information set
forth in the accompanying condensed consolidated balance sheet as of Decem
ber 31, 20X0, is fairly stated, in all material respects, in relation to the
consolidated balance sheet from which it has been derived.

[Revised, May 1992, to reflect the conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 71. Revised, October 2000,
to reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 93.]
8 Regulation S-X specifies that the following financial information should be provided in filings
on Form 10-Q:
a. An interim balance sheet as of the end of the most recent fiscal quarter and a balance sheet
(which may be condensed to the same extent as the interim balance sheet) as of the end of the
preceding fiscal year.
b. Interim condensed statements of income for the most recent fiscal quarter, for the period
between the end of the preceding fiscal year and the end of the most recent fiscal quarter,
and for the corresponding periods of the preceding fiscal year.
c. Interim condensed cash flow statements for the period between the end of the preceding fiscal
year and the end of the most recent fiscal quarter and for the corresponding period for the pre
ceding fiscal year. The Securities and Exchange Commission requires a registrant to engage an
independent accountant to review the registrant’s interim financial information before the
registrant files its interim financial information on Form 10-Q or Form 10-QSB. If the
auditor has made a review of interim financial information, he may agree to the reference to
his name and the inclusion of his review report in a Form 10-Q. (See section 722, Interim Financial
Information, paragraph .03.) [Footnote revised, November 2002, to reflect conforming changes
necessary due to the issuance of Statement on Auditing Standards No. 100.]
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.09 An auditor may be engaged to report on selected financial data that
are included in a client-prepared document that contains audited financial
statements (or, with respect to a public entity, that incorporates such state
ments by reference to information filed with a regulatory agency). Selected
financial data are not a required part of the basic financial statements, and the
entity’s management is responsible for determining the specific selected finan
cial data to be presented.9 If the auditor is engaged to report on the selected
financial data, his report should be limited to data that are derived from
audited financial statements (which may include data that are calculated from
amounts presented in the financial statements, such as working capital). If the
selected financial data that management presents include both data derived
from audited financial statements and other information (such as number of
employees or square footage of facilities), the auditor’s report should specifi
cally identify the data on which he is reporting. The report should indicate (a)
that the auditor has audited and expressed an opinion on the complete finan
cial statements, (b) the type of opinion expressed,1011and (c) whether, in the
auditor’s opinion, the information set forth in the selected financial data is
fairly stated in all material respects in relation to the complete financial
statements from which it has been derived.11 If the selected financial data for
any of the years presented are derived from financial statements that were
audited by another independent auditor, the report on the selected financial
data should state that fact, and the auditor should not express an opinion on
that data.

.10 The following is an example of an auditor’s report that includes an
additional paragraph because he is also engaged to report on selected financial
data for a five-year period ended December 31, 19X5, in a client-prepared
document that includes audited financial statements:
Independent Auditor’s Report
We have audited the consolidated balance sheets of ABC Company and sub
sidiaries as of December 31, 19X5 and 19X4, and the related consolidated
statements of income, retained earnings, and cash flows for each of the three
years in the period ended December 31, 19X5. These financial statements are
the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements based on our audit.
We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
9 Under regulations of the SEC, certain reports must include, for each of the last five fiscal years,
selected financial data in accordance with regulation S-K, including net sales or operating revenues,
income or loss from continuing operations, income or loss from continuing operations per common
share, total assets, long-term obligations and redeemable preferred stock and cash dividends de
clared per common share. Registrants may include additional items that they believe may be useful.
There is no SEC requirement for the auditor to report on selected financial data.
10 See footnote 5.
11 Nothing in this section is intended to preclude an auditor from expressing an opinion on one or
more specified elements, accounts, or items of a financial statement, providing the provisions of
section 623, Special Reports, are observed.
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evaluating the overall financial statement presentation. We believe that our
audits provided a reasonable basis for our opinion.
In our opinion, the consolidated financial statements referred to above present
fairly, in all material respects, the financial position of the ABC Company and
subsidiaries as of December 31, 20X5 and 20X4, and the results of their
operations and their cash flows for each of the three years in the period ended
December 31, 20X5, in conformity with accounting principles generally ac
cepted in the United States of America.
We have also previously audited, in accordance with auditing standards gen
erally accepted in the United States of America, the consolidated balance sheets
as of December 31,20X3,20X2, and 20X1, and the related statements of income,
retained earnings, and cash flows for the years ended December 31, 20X2, and
20X1 (none of which are presented herein); and we expressed unqualified
opinions on those consolidated financial statements. In our opinion, the infor
mation set forth in the selected financial data for each of the five years in the
period ended December 31, 20X5, appearing on page xx, is fairly stated, in all
material respects, in relation to the consolidated financial statements from
which it has been derived.
[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]
.11 In introductory material regarding the selected financial data in
cluded in a client-prepared document, an entity might name the independent
auditor and state that the data are derived from financial statements that he
audited. Such a statement does not, in itself, require the auditor to report on
the selected financial data, provided that the selected financial data are
presented in a document that contains audited financial statements (or, with
respect to a public entity, that incorporates such statements by reference to
information filed with a regulatory agency). If such a statement is made in a
document that does not include (or incorporate by reference) audited financial
statements, the auditor should request that neither his name nor reference to
him be associated with the information, or he should disclaim an opinion on
the selected financial data and request that the disclaimer be included in the
document. If the client does not comply, the auditor should advise the client
that he does not consent to either the use of his name or the reference to him,
and he should consider what other actions might be appropriate.12

Effective Date
.12 This section is effective for reports issued or reissued on or after
January 1, 1989. Earlier application of the provision of this section is permis
sible.

12 See footnote 7.
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Required Supplementary Information
(Supersedes section 553)*
Source: SAS No. 52; SAS No. 98.
See section 9558 for interpretations of this section.
Issue date, unless otherwise indicated: April, 1988.

.01 The Financial Accounting Standards Board (FASB), Governmental
Accounting Standards Board (GASB), and the Federal Accounting Standards
Advisory Board (FASAB) develop standards for financial reporting, including
standards for financial statements and for certain other information supplemen
tary to financial statements.*
1 This section provides the independent auditor
*
This
section also withdraws the following Statements on Auditing Standards:
• Statement on Auditing Standards No. 28, Supplementary Information on the Effects of Chang
ing Prices [Formerly section 554].
• Statement on Auditing Standards No. 40, Supplementary Mineral Reserve Information [For
merly section 556].
• Statement on Auditing Standards No. 45, Supplementary Oil and Gas Reserve Information
[Formerly section 557]. SAS No. 45 was reissued as an auditing interpretation, see section
9558.01-.06.
1 The FASB, GASB, and FASAB’s roles in setting standards for financial reporting have been
recognized by the AICPA Council. The FASB’s authority to establish standards for disclosure of financial
information outside of the basic financial statements is described in the following resolution:
That as of (September 19,1987), the FASB, in respect of statements of financial accounting stan
dards finally adopted by such board in accordance with its rules of procedure and the bylaws of the
Financial Accounting Foundation, be, and hereby is, designated by this Council as the body to es
tablish accounting principles pursuant to rule 203 and standards on disclosure of financial infor
mation for such entities outside financial statements in published financial reports containing fi
nancial statements under rule 202 of the Rules of the Code of Professional Conduct of the Ameri
can Institute of Certified Public Accountants provided, however, any accounting research bulle
tins, or opinions of the accounting principles board issued or approved for exposure by the account
ing principles board prior to April 1, 1973, and finally adopted by such board on or before June 30,
1973, shall constitute statements of accounting principles promulgated by a body designated by
Council as contemplated in rule 203 of the Rules of the Code of Professional Conduct unless and
until such time as they are expressly superseded by action of the FASB. The GASB’s authority to
establish standards for financial reporting is described in the following resolution:
That as of (September 19, 1987), the GASB, with respect to statements of governmental account
ing standards adopted and issued in July 1984 and subsequently in accordance with its rules of
procedure and the bylaws of the FASB, be, and hereby is, designated by the Council of the Amer
ican Institute of Certified Public Accountants as the body to establish financial accounting princi
ples for state and local governmental entities pursuant to rule 203, and standards on disclosure
of financial information for such entities outside financial statements in published financial re
ports containing financial statements under rule 202. The FASAB’s authority to establish stand
ards for financial reporting for federal government entities is described in the following resolution:
That as of (October 19, 1999), the FASAB is designated under rule 203 of the AICPA’s Code of Pro
fessional Conduct as the body to establish accounting principles for federal government entities, and
be it further resolved to recognize the Federal Accounting Standards Advisory Board with respect
to statements of federal accounting standards adopted and issued in March of 1993 and subse
quently in accordance with the FASAB’s rules of procedure, and be it further resolved that no later
than five years from the date the FASAB is granted rule 203 authority, the AICPA’s Board of Directors
will review the mission and operations of the FASAB and will evaluate whether the FASAB con
tinues to meet council-approved criteria used to assess standards setting bodies designated under
rule 203. Upon such review and evaluation, the AICPA’s board shall recommend to council whether
council shall continue to designate the FASAB under rule 203. [Footnote revised, April 2000, to
reflect conforming changes necessary due to the issuance of Statement on Auditing Standards No. 91.]
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with guidance on the nature of procedures to be applied to supplementary
information required by the FASB, GASB, or FASAB and describes the circum
stances that would require the auditor to report such information. [Revised,
April 2000, to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 91.]

Applicability
.02 This section is applicable in an audit in accordance with generally
accepted auditing standards of financial statements included in a document
that should contain supplementary information required by generally accepted
accounting principles (GAAP). However, this section is not applicable if the
auditor has been engaged to audit such supplementary information.2 [Revised,
April 2000, to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 91. As amended, effective September
2002, by Statement on Auditing Standards No. 98.]
.03 Some entities may voluntarily include, in documents containing
audited financial statements, certain supplementary information that is re
quired of other entities. When an entity voluntarily includes such information
as a supplement to the financial statements or in an unaudited note to the
financial statements, the provisions of this section are applicable unless either
the entity indicates that the auditor has not applied the procedures described
in this section or the auditor includes in an explanatory paragraph in his report
on the audited financial statements a disclaimer on the information.3 The
following is an example of a disclaimer an auditor might use in these circum
stances:
The [identify the supplementary information] on page XX (or in Note XX) is not
a required part of the basic financial statements, and we did not audit or apply
limited procedures to such information and do not express any assurances on
such information.

When the auditor does not apply the procedures described in this section to a
voluntary presentation of required supplementary information required for
other entities, the provisions of section 550, apply.

Involvement With Information Outside
Financial Statements
.04 The objective of an audit of financial statements in accordance with
generally accepted auditing standards is the expression of an opinion on such
statements. The auditor has no responsibility to audit information outside the
basic financial statements in accordance with generally accepted auditing
standards. However, the auditor does have certain responsibilities with re
spect to information outside the financial statements. The nature of the
2 This section is not applicable to entities that voluntarily present supplementary information
not required by GAAP. For example, entities that voluntarily present supplementary information on
the effects of inflation and changes in specific prices, formerly required by FASB Statement No. 33,
Financial Reporting and Changing Prices, are guided by section 550, Other Information in Docu
ments Containing Audited Financial Statements. [Footnote revised, April 2000, to reflect conforming
changes necessary due to the issuance of Statement on Auditing Standards No. 91. As amended,
effective September 2002, by Statement on Auditing Standards No. 98.]
3 When supplementary information is presented in an auditor-submitted document outside the
basic financial statements, the guidance in section 551, Reporting on Information Accompanying the
Basic Financial Statements in Auditor-Submitted Documents, as amended by SAS No. 52, Omnibus
Statement on Auditing Standards—1987, should be followed.
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auditor’s responsibility varies with the nature of both the information and the
document containing the financial statements.

.05 The auditor’s responsibility for other information not required by the
FASB, GASB, or FASAB but included in certain annual reports—which are
client-prepared documents4 —is specified in section 550. The auditor’s respon
sibility for information outside the basic financial statements in documents
that the auditor submits to the client or to others is specified in section 551.
The auditor’s responsibility for supplementary information required by the
FASB, GASB or FASAB (called required supplementary information) is dis
cussed in the paragraphs that follow. [Revised, April 2000, to reflect conform
ing changes necessary due to the issuance of Statement on Auditing Standards
No. 91.]

Involvement With Required Supplementary Information
.06 Required supplementary information differs from other types of infor
mation outside the basic financial statements because the FASB, GASB or
FASAB considers the information an essential part of the financial reporting
of certain entities and because authoritative guidelines for the measurement
and presentation of the information have been established. Accordingly, the
auditor should apply certain limited procedures to required supplementary
information and should report deficiencies in, or the omission of, such informa
tion. [Revised, April 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 91.]

Procedures
.07 The auditor should consider whether supplementary information is
required by the FASB or GASB in the circumstances. If supplementary infor
mation is required, the auditor ordinarily should apply the following proce
dures to the information.5

a.

Inquire of management about the methods of preparing the informa
tion, including (1) whether it is measured and presented within
prescribed guidelines, (2) whether methods of measurement or pres
entation have been changed from those used in the prior period and the
reasons for any such changes, and (3) any significant assumptions or
interpretations underlying the measurement or presentation.

b.

Compare the information for consistency with (1) management’s
responses to the foregoing inquiries, (2) audited financial state
ments,6 and (3) other knowledge obtained during the examination of
the financial statements.

4 Client-prepared documents include financial reports prepared by the client but merely repro
duced by the auditor on the client’s behalf.

5 These procedures are also appropriate when the auditor is involved with voluntary presenta
tions of such information required for other entities (see paragraph .03).
6 GASB Statement No. 25, Financial Reporting for Defined Benefit Pension Plans and Note
Disclosures for Defined Contribution Plans, requires presentation of certain 6-year historical trend
information relating to pension activities as supplementary information outside the basic financial
statements. Such information is generally derived from financial statements. If such required
supplementary information has been derived from audited financial statements and is presented
outside the basic financial statements in an auditor-submitted document, the auditor may report on
this information as indicated in section 552, Reporting on Condensed Financial Statements and
Selected Financial Data, paragraph .10. [Footnote revised, April 2000, to reflect conforming changes
necessary due to the issuance of Statement on Auditing Standards No. 91.]
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c.

Consider whether representations on required supplementary infor
mation should be included in specific written representations ob
tained from management (section 333, Management Representations).

d.

Apply additional procedures, if any, that other statements, interpre
tations, guides, or statements of position prescribe for specific types
of required supplementary information.

e.

Make additional inquiries if application of the foregoing procedures
causes the auditor to believe that the information may not be meas
ured or presented within applicable guidelines.

Reporting on Required Supplementary Information
.08 Since the supplementary information is not audited and is not a
required part of the basic financial statements, the auditor need not add an
explanatory paragraph to the report on the audited financial statements to
refer to the supplementary information or to his or her limited procedures,
except in any of the following circumstances:*
7 (a) the supplementary informa
tion that GAAP requires to be presented in the circumstances is omitted;
(b) the auditor has concluded that the measurement or presentation of the
supplementary information departs materially from prescribed guidelines;
(c) the auditor is unable to complete the prescribed procedures; (d) the auditor
is unable to remove substantial doubts about whether the supplementary
information conforms to prescribed guidelines. Since the required supplemen
tary information does not change the standards of financial accounting and
reporting used for the preparation of the entity’s basic financial statements,
the circumstances described above do not affect the auditor’s opinion on the
fairness of presentation of such financial statements in conformity with gener
ally accepted accounting principles. Furthermore, the auditor need not present
the supplementary information if it is omitted by the entity. The following are
examples of additional explanatory paragraphs an auditor might use in these
circumstances.
Omission of Required Supplementary Information
The (Company or Governmental Unit) has not presented [describe the supple
mentary information required by GAAP†] that accounting principles generally
accepted in the United States has determined is necessary to supplement,
although not required to be part of, the basic financial statements.
Material Departures From Guidelines
The [specifically identify the supplementary information] on page XX is not a
required part of the basic financial statements, and we did not audit and do not
express an opinion on such information. However, we have applied certain
limited procedures, which consisted principally of inquiries of management
regarding the methods of measurement and presentation of the supplementary

7 When required supplementary information is presented outside the basic financial statements
in an auditor-submitted document, the auditor should (a) express an opinion on the information if
engaged to examine the information; (b) report on such information using the guidance in section
551.12 and .14, provided such information has been subjected to the auditing procedures applied in
the audit of the basic financial statements; or (c) disclaim an opinion on the information (see section
551.15 and .16). [As amended, effective September 2002, by Statement on Auditing Standards No.
98.]
7 The auditor may identify the body requiring the information, such as the Financial Accounting
Standards Board or the Governmental Accounting Standards Board. [Footnote added, effective
September 2002, by Statement on Auditing Standards No. 98.]
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information. As a result of such limited procedures, we believe that the [specifi
cally identify the supplementary information] is not in conformity with account
ing principles generally accepted in. the United States because [describe the
material departure(s) from the GAAP†].

Prescribed Procedures Not Completed

The [specifically identify the supplementary information] on page XX is not a
required part of the basic financial statements, and we did not audit and do not
express an opinion on such information. Further, we were unable to apply to
the information certain procedures prescribed by professional standards be
cause [state the reasons].

Unresolved Doubts About Adherence to Guidelines
The [specifically identify the supplementary information] on page XX is not a
required part of the basic financial statements, and we did not audit and do not
express an opinion on such information. However, we have applied certain
limited procedures prescribed by professional standards that raised doubts that
we were unable to resolve regarding whether material modifications should be
made to the information for it to conform with guidelines established by
accounting principles generally accepted in the United States. [The auditor
should consider including in the report the reason(s) he or she was unable to
resolve his or her substantial doubts.]

Even though the auditor is unable to complete the prescribed procedures, if, on
the basis of facts known to him or her, the auditor concludes that the supple
mentary information has not been measured or presented within prescribed
guidelines, he or she should suggest appropriate revision; failing that, he or she
should describe the nature of any material departure(s) in the report. [Revised,
April 2000, to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 91. As amended, effective September
2002, by Statement on Auditing Standards No. 98.]
.09 In conjunction with the audit of the financial statements, the auditor
may subject the supplementary information to certain auditing procedures. If
the procedures are sufficient to enable the auditor to express an opinion on
whether the information is fairly stated in all material respects in relation to
the financial statements taken as a whole, the auditor may expand the audit
report in accordance with section 550.07. [Paragraph added, effective Septem
ber 2002, by Statement on Auditing Standards No. 98.]
.10 If the entity includes with the supplementary information an indica
tion that the auditor performed any procedures regarding the information
without also indicating that the auditor does not express an opinion on the
information presented, the auditor’s report on the audited financial statements
should be expanded to include a disclaimer on the information or, if appropri
ate, an opinion on whether the information is fairly stated in all material
respects in relation to the financial statements taken as a whole. [Paragraph
renumbered and amended, effective September 2002, by Statement on Audit
ing Standards No. 98.]
.11 Ordinarily, the required supplementary information should be dis
tinct from the audited financial statements and distinguished from other
information outside the financial statements that is not required by GAAP.
However, management may choose not to place the required supplementary
†The auditor may identify the body requiring the information, such as the Financial Accounting
Standards Board or the Governmental Accounting Standards Board. [Footnote added, effective
September 2002, by Statement on Auditing Standards No. 98.]
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information outside the basic financial statements. In such circumstances,
unless it is audited as part of the basic financial statements, the information
should be clearly marked as unaudited. If the information is not clearly
marked as unaudited, the auditor’s report on the audited financial state
ments should be expanded to include a disclaimer on the supplementary
information. [Revised, April 2000, to reflect conforming changes necessary due
to the issuance of Statement on Auditing Standards No. 91. Paragraph renum
bered and amended, effective September 2002, by Statement on Auditing
Standards No. 98.]
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Required Supplementary Information:
Auditing Interpretations of Section 558
1. Supplementary Oil and Gas Reserve Information
.01 Question—FASB Statement No. 69, Disclosures About Oil and Gas
Producing Activities [AC section Oi5], which amended FASB Statement No. 19,
Financial Accounting and Reporting by Oil and Gas Producing Companies [AC
section Oi5], and FASB Statement No. 25, Suspension of Certain Accounting
Requirements for Oil and Gas Producing Companies [AC section Oi5], requires
publicly traded entities that have significant oil and gas producing activities to
include, with complete sets of annual financial statements, disclosures of
proved oil and gas reserve quantities, changes in reserve quantities, a stand
ardized measure of discounted future net cash flows relating to reserve quan
tities, and changes in the standardized measure. In documents filed with the
Securities and Exchange Commission (SEC), Regulation S-K requires that the
disclosures related to annual periods be presented for each annual period for
which an income statement is required and the disclosures as of the end of an
annual period be presented as of the date of each audited balance sheet
required. These disclosures are considered to be supplementary information
and may be presented outside the basic financial statements. In these circum
stances, should the auditor consider the provisions of section 558, Required
Supplementary Information?

.02 Interpretation—Yes. Also, in addition to the provisions of section 558,
the auditor should also consider the provisions of this Interpretation.

.03 Estimating oil and gas reserves is a complex process requiring the
knowledge and experience of a reservoir engineer. In general, the quality of the
estimate of proved reserves for an individual reservoir depends on the avail
ability, completeness, and accuracy of data needed to develop the estimate and
on the experience and judgment of the reservoir engineer. Estimates of proved
reserves inevitably change over time as additional data become available and
are taken into account. The magnitude of changes in these estimates is often
substantial. Because oil and gas reserve estimates are more imprecise than
most estimates that are made in preparing financial statements, entities are
encouraged to explain the imprecise nature of such reserve estimates.
.04 In applying the procedures specified in section 558, the auditor’s
inquiries should be directed to management’s understanding of the specific
requirements for disclosure of the supplementary oil and gas reserve informa
tion, including—

a.

The factors considered in determining the reserve quantity informa
tion to be reported, such as including in the information (1) quantities
of all domestic and foreign proved oil and gas reserves owned by the
entity net of interests of others, (2) reserves attributable to consoli
dated subsidiaries, (3) a proportionate share of reserves of investees
that are proportionately consolidated, and (4) reserves relating to
royalty interests owned.
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b.

The separate disclosure of items such as (1) the entity’s share of oil
and gas produced from royalty interests for which reserve quantity
information is unavailable, (2) reserves subject to long-term agree
ments with governments or authorities in which the entity partici
pates in the operation or otherwise serves as producer, (3) the entity’s
proportional interest in reserves of investees accounted for by the
equity method, (4) subsequent events, important economic factors,
or significant uncertainties affecting particular components of the
reserve quantity information, (5) whether the entity’s reserves are
located entirely within its home country, and (6) whether certain
named governments restrict the disclosure of reserves or require that
the reserve estimates include reserves other than proved.

c.

The factors considered in determining the standardized measure of
discounted future net cash flows to be reported.

.05 In addition, the auditor should also—

a.

Inquire about whether the person who estimated the entity’s reserve
quantity information has appropriate qualifications.1

b.

Compare the entity’s recent production with its reserve estimates for
properties that have significant production or significant reserve
quantities and inquire about disproportionate ratios.

c.

Compare the entity’s reserve quantity information with the corre
sponding information used for depletion and amortization, and make
inquiries when differences exist.

d.

Inquire about the calculation of the standardized measure of dis
counted future net cash flows. These inquiries might include matters
such as whether—

i.

The prices used to develop future cast inflows from estimated
production of the proved reserves are based on prices received
at the end of the entity’s fiscal year, and whether the calculation
of future cash inflows appropriately reflects the terms of sales
contracts and applicable governmental laws and regulations.

ii.

The entity’s estimate of the nature and timing of future devel
opment of the proved reserves and the future rates of production
are consistent with available development plans.

iii. The entity’s estimates of future development and production
costs are based on year-end costs and assumed continuation of
existing economic conditions.

iv.

Future income tax expenses have been computed using the
appropriate year-end statutory tax rates, with consideration of
future tax rates already legislated, after giving effect to the tax

1 For example, the Society of Petroleum Engineers has prepared “Standards Pertaining to the
Estimating and Auditing of Oil and Gas Reserve Information,” which indicate that a reserve estima
tor would normally be considered to be qualified if he or she (1) has a minimum of three years’
practical experience in petroleum engineering or petroleum production geology, with at least one year
of such experience being in the estimation and evaluation of reserve information; and (2) either (a)
has obtained, from a college or university of recognized stature, a bachelor’s or advanced degree in
petroleum engineering, geology, or other discipline of engineering or physical science or (b) has
received, and is maintaining in good standing, a registered or certified professional engineer’s license
or a registered or certified professional geologist’s license, or the equivalent thereof, from an appro
priate governmental authority or professional organization.
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basis of the properties involved, permanent differences, and tax
credits and allowances.

v.

The future net cash flows have been appropriately discounted.

vi. With respect to full cost companies, the estimated future devel
opment costs are consistent with the corresponding amounts
used for depletion and amortization purposes.

vii. With respect to the disclosure of changes in the standardized
measure of discounted future net cash flows, the entity has
computed and presented the sources of the changes in conform
ity with the requirements of FASB Statement No. 69 [AC section
Oi5].
e.

Inquire about whether the methods and bases for estimating the
entity’s reserve information are documented and whether the infor
mation is current.

.06 If the auditor believes that the information may not be presented
within the applicable guidelines, section 558 indicates that he ordinarily
should make additional inquires. However, because of the nature of estimates
of oil and gas reserve information, the auditor may not be in a position to
evaluate the responses to such additional inquiries and, thus, will need to
report this limitation on the procedures prescribed by professional standards.
The following is an example that illustrates reporting on oil and gas reserve
information in that event.
The oil and gas reserve information is not a required part of the basic financial
statements, and we did not audit and do not express an opinion on such
information. However, we have applied certain limited procedures prescribed
by professional standards that raised doubts that we were unable to resolve
regarding whether material modifications should be made to the information
for it to conform with guidelines established by the Financial Accounting
Standards Board. [The auditor should consider including in his report the
reason(s) why he was unable to resolve his doubts. For example, the auditor
may wish to state that the information was estimated by a person lacking
appropriate qualifications.]

[Issue Date: February, 1989.]
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Subsequent Events
Source: SAS No. 1, section 560; SAS No. 12; SAS No. 98; PCAOB Release No.
2004-008.

Issue date, unless otherwise indicated: November, 1972.

.01 An independent auditor’s report ordinarily is issued in connection
with historical financial statements that purport to present financial position
at a stated date and results of operations and cash flows for a period ended on
that date. However, events or transactions sometimes occur subsequent to the
balance-sheet date, but prior to the issuance of the financial statements, that
have a material effect on the financial statements and therefore require
adjustment or disclosure in the statements. These occurrences hereinafter are
referred to as “subsequent events.”

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
186-189 of PCAOB Auditing Standard No. 2, which provide direction
with respect to subsequent events in an audit of internal control over
financial reporting.

[As amended, effective September 2002, by Statement on Auditing Standards
No. 98. As amended, effective for fiscal years ending on or after November 15,
2004, by PCAOB Release No. 2004-008.]
.02 Two types of subsequent events require consideration by manage
ment and evaluation by the independent auditor.
.03 The first type consists of those events that provide additional evidence
with respect to conditions that existed at the date of the balance sheet and
affect the estimates inherent in the process of preparing financial statements.
All information that becomes available prior to the issuance of the financial
statements should be used by management in its evaluation of the conditions
on which the estimates were based. The financial statements should be ad
justed for any changes in estimates resulting from the use of such evidence.

.04 Identifying events that require adjustment of the financial state
ments under the criteria stated above calls for the exercise of judgment and
knowledge of the facts and circumstances. For example, a loss on an uncollect
ible trade account receivable as a result of a customer’s deteriorating financial
condition leading to bankruptcy subsequent to the balance-sheet date would be
indicative of conditions existing at the balance-sheet date, thereby calling for
adjustment of the financial statements before their issuance. On the other
hand, a similar loss resulting from a customer’s major casualty such as a fire
or flood subsequent to the balance-sheet date would not be indicative of
conditions existing at the balance-sheet date and adjustment of the financial
statements would not be appropriate. The settlement of litigation for an
amount different from the liability recorded in the accounts would require
adjustment of the financial statements if the events, such as personal injury or
patent infringement, that gave rise to the litigation had taken place prior to
the balance-sheet date.
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.05 The second type consists of those events that provide evidence with
respect to conditions that did not exist at the date of the balance sheet being
reported on but arose subsequent to that date. These events should not result
in adjustment of the financial statements.1 Some of these events, however,
may be of such a nature that disclosure of them is required to keep the financial
statements from being misleading. Occasionally such an event may be so
significant that disclosure can best be made by supplementing the historical
financial statements with pro forma financial data giving effect to the event as
if it had occurred on the date of the balance sheet. It may be desirable to
present pro forma statements, usually a balance sheet only, in columnar form
on the face of the historical statements.
.06 Examples of events of the second type that require disclosure to the
financial statements (but should not result in adjustment) are:

a.

Sale of a bond or capital stock issue.

b.

Purchase of a business.

c.

Settlement of litigation when the event giving rise to the claim took
place subsequent to the balance-sheet date.

d.

Loss of plant or inventories as a result of fire or flood.

e.

Losses on receivables resulting from conditions (such as a customer’s
major casualty) arising subsequent to the balance-sheet date.

.07 Subsequent events affecting the realization of assets such as receiv
ables and inventories or the settlement of estimated liabilities ordinarily will
require adjustment of the financial statements (see paragraph .03) because
such events typically represent the culmination of conditions that existed over
a relatively long period of time. Subsequent events such as changes in the
quoted market prices of securities ordinarily should not result in adjustment
of the financial statements (see paragraph .05) because such changes typically
reflect a concurrent evaluation of new conditions.

.08 When financial statements are reissued, for example, in reports filed
with the Securities and Exchange Commission or other regulatory agencies,
events that require disclosure in the reissued financial statements to keep
them from being misleading may have occurred subsequent to the original
issuance of the financial statements. Events occurring between the time of
original issuance and reissuance of financial statements should not result in
adjustment of the financial statements1
2 unless the adjustment meets the
criteria for the correction of an error or the criteria for prior period adjustments
set forth in Opinions of the Accounting Principles Board.
*
Similarly, financial
statements reissued in comparative form with financial statements of sub
sequent periods should not be adjusted for events occurring subsequent to the
original issuance unless the adjustment meets the criteria stated above.
.09 Occasionally, a subsequent event of the second type has such a
material impact on the entity that the auditor may wish to include in his report
1 This paragraph is not intended to preclude giving effect in the balance sheet, with appropriate
disclosure, to stock dividends or stock splits or reverse splits consummated after the balance-sheet
date but before issuance of the financial statements.

2 However, see paragraph .05 as to the desirability of presenting pro forma financial statements
to supplement the historical financial statements in certain circumstances.
See also Statement of Financial Accounting Standards No. 16, Prior Period Adjustments (AC
section A35).
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an explanatory paragraph directing the reader’s attention to the event and its
effects. (See section 508.19.)

Auditing Procedures in the Subsequent Period
.10 There is a period after the balance-sheet date with which the auditor
must be concerned in completing various phases of his audit. This period is
known as the “subsequent period” and is considered to extend to the date of the
auditor’s report. Its duration will depend upon the practical requirements of
each audit and may vary from a relatively short period to one of several
months. Also, all auditing procedures are not carried out at the same time and
some phases of an audit will be performed during the subsequent period,
whereas other phases will be substantially completed on or before the balancesheet date. As an audit approaches completion, the auditor will be concentrat
ing on the unresolved auditing and reporting matters and he is not expected to
be conducting a continuing review of those matters to which he has previously
applied auditing procedures and reached satisfaction.
.11 Certain specific procedures are applied to transactions occurring after
the balance-sheet date such as (a) the examination of data to assure that
proper cutoffs have been made and (b) the examination of data which provide
information to aid the auditor in his evaluation of the assets and liabilities as
of the balance-sheet date.

.12 In addition, the independent auditor should perform other auditing
procedures with respect to the period after the balance-sheet date for the
purpose of ascertaining the occurrence of subsequent events that may require
adjustment or disclosure essential to a fair presentation of the financial
statements in conformity with generally accepted accounting principles. These
procedures should be performed at or near the completion of the field work. The
auditor generally should:
a.

Read the latest available interim financial statements; compare
them with the financial statements being reported upon; and make
any other comparisons considered appropriate in the circumstances.
In order to make these procedures as meaningful as possible for the
purpose expressed above, the auditor should inquire of officers and
other executives having responsibility for financial and accounting
matters as to whether the interim statements have been prepared
on the same basis as that used for the statements under audit.

b.

Inquire of and discuss with officers and other executives having
responsibility for financial and accounting matters (limited where
appropriate to major locations) as to:
(i)

Whether any substantial contingent liabilities or commitments
existed at the date of the balance sheet being reported on or at
the date of inquiry.

(ii) Whether there was any significant change in the capital stock,
long-term debt, or working capital to the date of inquiry.

(iii) The current status of items, in the financial statements being
reported on, that were accounted for on the basis of tentative,
preliminary, or inconclusive data.
(iv) Whether any unusual adjustments had been made during the
period from the balance-sheet date to the date of inquiry.
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c.

Read the available minutes of meetings of stockholders, directors,
and appropriate committees; as to meetings for which minutes are
not available, inquire about matters dealt with at such meetings.

d.

Inquire of client’s legal counsel concerning litigation, claims, and
assessments. [As amended, January 1976, by Statement on Auditing
Standards No. 12.] (See section 337.)

e.

Obtain a letter of representations, dated as of the date of the auditor’s
report, from appropriate officials, generally the chief executive offi
cer, chief financial officer, or others with equivalent positions in the
entity, as to whether any events occurred subsequent to the date of
the financial statements being reported on by the independent audi
tor that in the officer’s opinion would require adjustment or disclo
sure in these statements.The auditor may elect to have the client
include representations as to significant matters disclosed to the
auditor in his performance of the procedures in subparagraphs (a) to
(d) above and (f) below. (See section 333, Management Repre
sentations.)

f.

Make such additional inquiries or perform such procedures as he
considers necessary and appropriate to dispose of questions that arise
in carrying out the foregoing procedures, inquiries, and discussions.
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AU Section 561

Subsequent Discovery of Facts Existing at
the Date of the Auditor's Report
Source: SAS No. 1, section 561; SAS No. 98; PCAOB Release No. 2004-008.
See section 9561 for interpretations of this section.
Issue date, unless otherwise indicated: November, 1972.

.01 The procedures described in this section should be followed by the
auditor who, subsequent to the date of the report upon audited financial
statements, becomes aware that facts may have existed at that date which
might have affected the report had he or she then been aware of such facts.1
Note: When performing an integrated audit of financial statements and inter
nal control over financial reporting, refer to paragraph 197 of PCAOB Auditing
Standard No. 2, which provides direction with respect to the subsequent
discovery of information existing at the date of the auditor’s report on internal
control over financial reporting.

[As amended, effective September 2002, by Statement on Auditing Standards
No. 98. As amended, effective for fiscal years ending on or after November 15,
2004, by PCAOB Release No. 2004-008.]
.02 Because of the variety of conditions which might be encountered,
some of these procedures are necessarily set out only in general terms; the
specific actions to be taken in a particular case may vary somewhat in the light
of the circumstances. The auditor would be well advised to consult with an
attorney when he or she encounters the circumstances to which this section
may apply because of legal implications that may be involved in actions
contemplated herein, including, for example, the possible effect of state stat
utes regarding confidentiality of auditor-client communications. [As amended,
effective September 2002, by Statement on Auditing Standards No. 98.]

.03 After the date of the report, the auditor has no obligation1
2 to make
any further or continuing inquiry or perform any other auditing procedures
with respect to the audited financial statements covered by that report, unless
new information which may affect the report comes to his or her attention. [As
amended, effective September 2002, by Statement on Auditing Standards No.
98.]
.04 When the auditor becomes aware of information which relates to
financial statements previously reported on by him, but which was not known
to him at the date of his report, and which is of such a nature and from such a
1 If the financial statements have not yet been issued, see the guidance found in section 560,
Subsequent Events. [Footnote added, effective September 2002, by Statement on Auditing Standards
No. 98.]

2 However, see section 711.10-.13 as to an auditor’s obligation with respect to audited financial
statements included in registration statements filed under the Securities Act of 1933 between the
date of the auditor’s report and the effective date of the registration statement. [Footnote revised by
the issuance of Statement on Auditing Standards No. 37, April 1981. Footnote renumbered by the
issuance of Statement on Auditing Standards No. 98, September 2002.]
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source that he would have investigated it had it come to his attention during
the course of his audit, he should, as soon as practicable, undertake to deter
mine whether the information is reliable and whether the facts existed at the
date of his report. In this connection, the auditor should discuss the matter
with his client at whatever management levels he deems appropriate, includ
ing the board of directors, and request cooperation in whatever investigation
may be necessary.

.05 When the subsequently discovered information is found both to be
reliable and to have existed at the date of the auditor’s report, the auditor
should take action in accordance with the procedures set out in subsequent
paragraphs if the nature and effect of the matter are such that (a) his report
would have been affected if the information had been known to him at the date
of his report and had not been reflected in the financial statements and (b) he
believes there are persons currently relying or likely to rely on the financial
statements who would attach importance to the information. With respect to
(b), consideration should be given, among other things, to the time elapsed
since the financial statements were issued.
.06 When the auditor has concluded, after considering (a) and (b) in
paragraph .05, that action should be taken to prevent future reliance on his
report, he should advise his client to make appropriate disclosure of the newly
discovered facts and their impact on the financial statements to persons who
are known to be currently relying or who are likely to rely on the financial
statements and the related auditor’s report. When the client undertakes to
make appropriate disclosure, the method used and the disclosure made will
depend on the circumstances.

a.

If the effect on the financial statements or auditor’s report of the
subsequently discovered information can promptly be determined,
disclosure should consist of issuing, as soon as practicable, revised
financial statements and auditor’s report. The reasons for the revi
sion usually should be described in a note to the financial statements
and referred to in the auditor’s report. Generally, only the most
recently issued audited financial statements would need to be re
vised, even though the revision resulted from events that had oc
curred in prior years.3

b.

When issuance of financial statements accompanied by the auditor’s
report for a subsequent period is imminent, so that disclosure is not
delayed, appropriate disclosure of the revision can be made in such
statements instead of reissuing the earlier statements pursuant to
subparagraph (a).4

c.

When the effect on the financial statements of the subsequently

discovered information cannot be determined without a prolonged
investigation, the issuance of revised financial statements and audi
tor’s report would necessarily be delayed. In this circumstance, when
it appears that the information will require a revision of the state
ments, appropriate disclosure would consist of notification by the
3 See paragraphs 26 and 27 of Accounting Principles Board Opinion No. 9 [AC section A35.107.108] and paragraphs 36 and 37 of Opinion No. 20 [AC section A35.105] regarding disclosure of
adjustments applicable to prior periods. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 98, September 2002.]

4 Ibid. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 98,
September 2002.]
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client to persons who are known to be relying or who are likely to rely
on the financial statements and the related report that they should
not be relied upon, and that revised financial statements and audi
tor’s report will be issued upon completion of an investigation. If
applicable, the client should be advised to discuss with the Securities
and Exchange Commission, stock exchanges, and appropriate regu
latory agencies the disclosure to be made or other measures to be
taken in the circumstances.
.07 The auditor should take whatever steps he deems necessary to satisfy
himself that the client has made the disclosures specified in paragraph .06.
.08 If the client refuses to make the disclosures specified in paragraph
.06, the auditor should notify each member of the board of directors of such
refusal and of the fact that, in the absence of disclosure by the client, the
auditor will take steps as outlined below to prevent future reliance upon his
report. The steps that can appropriately be taken will depend upon the degree
of certainty of the auditor’s knowledge that there are persons who are currently
relying or who will rely on the financial statements and the auditor’s report,
and who would attach importance to the information, and the auditor’s ability
as a practical matter to communicate with them. Unless the auditor’s attorney
recommends a different course of action, the auditor should take the following
steps to the extent applicable:
a.

Notification to the client that the auditor’s report must no longer be
associated with the financial statements.

b.

Notification to regulatory agencies having jurisdiction over the client
that the auditor’s report should no longer be relied upon.

c.

Notification to each person known to the auditor to be relying on the
financial statements that his report should no longer be relied upon.
In many instances, it will not be practicable for the auditor to give
appropriate individual notification to stockholders or investors at
large, whose identities ordinarily are unknown to him; notification
to a regulatory agency having jurisdiction over the client will usually
be the only practicable way for the auditor to provide appropriate
disclosure. Such notification should be accompanied by a request that
the agency take whatever steps it may deem appropriate to accom
plish the necessary disclosure. The Securities and Exchange Com
mission and the stock exchanges are appropriate agencies for this
purpose as to corporations within their jurisdictions.

.09 The following guidelines should govern the content of any disclosure
made by the auditor in accordance with paragraph .08 to persons other than
his client:
a.

If the auditor has been able to make a satisfactory investigation of
the information and has determined that the information is reliable:

(i)

The disclosure should describe the effect the subsequently ac
quired information would have had on the auditor’s report if it
had been known to him at the date of his report and had not been
reflected in the financial statements. The disclosure should
include a description of the nature of the subsequently acquired
information and of its effect on the financial statements.
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(ii) The information disclosed should be as precise and factual as
possible and should not go beyond that which is reasonably
necessary to accomplish the purpose mentioned in the preceding
subparagraph (i). Comments concerning the conduct or motives
of any person should be avoided.

b.

If the client has not cooperated and as a result the auditor is unable
to conduct a satisfactory investigation of the information, his disclo
sure need not detail the specific information but can merely indicate
that information has come to his attention which his client has not
cooperated in attempting to substantiate and that, if the information
is true, the auditor believes that his report must no longer be relied
upon or be associated with the financial statements. No such disclo
sure should be made unless the auditor believes that the financial
statements are likely to be misleading and that his report should not
be relied on.

.10 The concepts embodied in this section are not limited solely to corpo
rations but apply in all cases where financial statements have been audited
and reported on by independent auditors.
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Subsequent Discovery of Facts Existing at
riie Date of the Auditor's Report: Auditing
Interpretations of Section 561
1.

Auditor Association With Subsequently Discovered Information
When the Auditor Has Resigned or Been Discharged

.01 Question—New information may come to an auditor’s attention sub
sequent to the date of his report on audited financial statements that might
affect the previously issued audit report. Is the auditor’s responsibility with
respect to that information different if the auditor has resigned or been
discharged prior to undertaking or completing his investigation than if he were
the continuing auditor?

.02 Interpretation—No. Section 561, Subsequent Discovery of Facts Exist
ing at the Date of the Auditor’s Report, requires the auditor to undertake to
determine whether the information is reliable and whether the facts existed at
the date of his report. This undertaking must be performed even when the
auditor has resigned or been discharged.
[Issue Date: February, 1989.]
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Engagements to Apply Agreed-Upon Procedures

AU Section 622

Engagements to Apply Agreed-Upon
Procedures to Specified Elements, Accounts,
or Items of a Financial Statement
(Supersedes SAS No. 35)

Source: SAS No. 75; SAS No. 87; SAS No. 93.

Notice of Withdrawal of Statement on Auditing Standards (SAS)
No. 75, Engagements to Apply Agreed-Upon Procedures to

Specified Elements, Accounts, or Items of a Financial Statement
and Auditing Interpretation No. 1, “Applying Agreed-Upon
Procedures to All, or Substantially All, of the Elements,
Accounts, or Items of a Financial Statement”

The Auditing Standards Board (ASB) has withdrawn SAS No. 75,
Engagements to Apply Agreed-Upon Procedures to Specified Elements,
Accounts, or Items ofa Financial Statement, and its Interpretation in order
to consolidate the guidance applicable to agreed-upon procedures
engagements in professional standards. For guidance relating to
performing and reporting on agreed-upon procedures engagements,
practitioners should refer to AT section 201, Agreed-Upon Procedures
Engagements.
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Engagements to Apply Agreed-Upon Procedures

AU Section 9622

Engagements to Apply Agreed-Upon
Procedures to Specified Elements, Accounts,
or Items of a Financial Statement: Auditing
Interpretations of Section 622
[1.] Applying Agreed-Upon Procedures to All, or Substantially All, of
the Elements, Accounts, or Items of a Financial Statement
[.01-.02]

Notice of Withdrawal of Statement on Auditing Standards (SAS)
No. 75, Engagements to Apply Agreed-Upon Procedures to

Specified Elements, Accounts, or Items of a Financial Statement
and Auditing Interpretation No. 1, “Applying Agreed-Upon
Procedures to All, or Substantially All, of the Elements,
Accounts, or Items of a Financial Statement”

The Auditing Standards Board (ASB) has withdrawn SAS No. 75,
Engagements to Apply Agreed-Upon Procedures to Specified Elements,
Accounts, or Items ofa Financial Statement, and its Interpretation in order
to consolidate the guidance applicable to agreed-upon procedures
engagements in professional standards. For guidance relating to
performing and reporting on agreed-upon procedures engagements,
practitioners should refer to AT section 201, Agreed-Upon Procedures
Engagements.
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Special Reports

AU Section 623

Special Reports
(Supersedes section 621)

Source: SAS No. 62; SAS No. 77.

See section 9623 for interpretations of this section.
Effective for reports issued on or after July 1, 1989, unless otherwise indicated.

Introduction
.01 This section applies to auditors’ reports issued in connection with the
following:

a.

Financial statements that are prepared in conformity with a compre
hensive basis of accounting other than generally accepted accounting
principles (paragraphs .02 through .10)

b.

Specified elements, accounts, or items of a financial statement (para
graphs .11 through .18)

c.

Compliance with aspects of contractual agreements or regulatory
requirements related to audited financial statements (paragraphs
.19 through .21)

d.

Financial presentations to comply with contractual agreements or
regulatory provisions (paragraphs .22 through .30)

e.

Financial information presented in prescribed forms or schedules
that require a prescribed form of auditor’s reports (paragraphs .32
and .33)

Financial Statements Prepared in Conformity With a
Comprehensive Basis of Accounting Other Than Generally
Accepted Accounting Principles
.02 Generally accepted auditing standards are applicable when an audi
tor conducts an audit of and reports on any financial statement. A financial
statement may be, for example, that of a corporation, a consolidated group of
corporations, a combined group of affiliated entities, a not-for-profit organiza
tion, a governmental unit, an estate or trust, a partnership, a proprietorship,
a segment of any of these, or an individual. The term financial statement refers
to a presentation of financial data, including accompanying notes, derived from
accounting records and intended to communicate an entity’s economic re
sources or obligations at a point in time or the changes therein for a period of
time in conformity with a comprehensive basis of accounting. For reporting
purposes, the independent auditor should consider each of the following types
of financial presentations to be a financial statement:

a.

Balance sheet

b.

Statement of income or statement of operations

c.

Statement of retained earnings
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d.

Statement of cash flows

e.

Statement of changes in owners’ equity

f.

Statement of assets and liabilities that does not include owners’
equity accounts

g.

Statement of revenue and expenses

h.

Summary of operations

i.

Statement of operations by product lines

j.

Statement of cash receipts and disbursements

.03 An independent auditor’s judgment concerning the overall presenta
tion of financial statements should be applied within an identifiable frame
work (see section 411, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles). Normally, the framework is pro
vided by generally accepted accounting principles, and the auditor’s judgment
in forming an opinion is applied accordingly (see section 411.05). In some
circumstances, however, a comprehensive basis of accounting other than gen
erally accepted accounting principles may be used. [Title of section 411
amended, effective for reports issued or reissued on or after June 30, 2001, by
Statement on Auditing Standards No. 93.]

.04 For purposes of this section, a comprehensive basis of accounting
other than generally accepted accounting principles is one of the following—
a.

A basis of accounting that the reporting entity uses to comply with
the requirements or financial reporting provisions of a governmental
regulatory agency to whose jurisdiction the entity is subject. An
example is a basis of accounting insurance companies use pursuant
to the rules of a state insurance commission.

b.

A basis of accounting that the reporting entity uses or expects to use
to file its income tax return for the period covered by the financial
statements.

c.

The cash receipts and disbursements basis of accounting, and modi
fications of the cash basis having substantial support, such as record
ing depreciation on fixed assets or accruing income taxes.

d.

A definite set of criteria having substantial support that is applied
to all material items appearing in financial statements, such as the
price-level basis of accounting.

Unless one of the foregoing descriptions applies, reporting under the provisions
of paragraph .05 is not permitted.

Reporting on Financial Statements Prepared in Conformity With
an Other Comprehensive Basis of Accounting (OCBOA)
.05 When reporting on financial statements prepared in conformity with
a comprehensive basis of accounting other than generally accepted accounting
principles, as defined in paragraph .04, an independent auditor should include
in the report—

a.

A title that includes the word independent.1

1 This section does not require a title for an auditor’s report if the auditor is not independent. See
section 504, Association With Financial Statements, for guidance on reporting when the auditor is not
independent.
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A paragraph that—
(1) States that the financial statements identified in the report were
audited.
(2) States that the financial statements are the responsibility of the
Company’s management2 and that the auditor is responsible for
expressing an opinion on the financial statements based on the
audit.

c.

A paragraph that—
(1) States that the audit was conducted in accordance with gener
ally accepted auditing standards and includes an identification
of the United States of America as the country of origin of those
standards (for example, auditing standards generally accepted
in the United States of America or U.S. generally accepted
auditing standards).
(2) States that those standards require that the auditor plan and
perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement.
(3) States that an audit includes—
(а)

Examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements,

(b)

Assessing the accounting principles used and significant
estimates made by management, and

(c)

Evaluating the overall financial statement presentation
(see paragraph .09).

(4) States that the auditor believes that his or her audit provides a
reasonable basis for the opinion.

d.

A paragraph that—
(1) States the basis of presentation and refers to the note to the
financial statements that describes the basis (see paragraphs
.09 and .10).

(2) States that the basis of presentation is a comprehensive basis of
accounting other than generally accepted accounting principles.

e.

A paragraph that expresses the auditor’s opinion (or disclaims an
opinion) on whether the financial statements are presented fairly, in
all material respects, in conformity with the basis of accounting
described. If the auditor concludes that the financial statements are
not presented fairly on the basis of accounting described or if there
has been a limitation on the scope of the audit, he or she should
disclose all the substantive reasons for the conclusion in an explana
tory paragraph(s) (preceding the opinion paragraph) of the report
and should include in the opinion paragraph the appropriate modi
fying language and a reference to such explanatory paragraph(s).3

2 In some instances, a document containing the auditor’s report may include a statement by
management regarding its responsibility for the presentation of the financial statements. Neverthe
less, the auditor’s report should state that the financial statements are management’s responsibility.
However, the statement about management’s responsibility should not be further elaborated upon in
the auditor’s standard report or referenced to management’s report.

3 Paragraph .31 discusses other circumstances that may require that the auditor add additional
explanatory language to the special report.
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f.

If the financial statements are prepared in conformity with the
requirements or financial reporting provisions of a governmental
regulatory agency (see paragraph .04a), a separate paragraph at the
end of the report stating that the report is intended solely for the
information and use of those within the entity and the regulatory
agencies to whose jurisdiction the entity is subject, and is not in
tended to be and should not be used by anyone other than these
specified parties. Such a paragraph is appropriate even though by
law or regulation the auditor’s report may be made a matter of
public record.4 The auditor may use this form of report only if the
financial statements and report are intended solely for use by those
within the entity and one or more regulatory agencies to whose
jurisdiction the entity is subject.5

g.

The manual or printed signature of the auditor’s firm.

h.

The date.6

[As amended, effective for audits of financial statements for periods ended on
or after December 31, 1996, by Statement on Auditing Standards No. 77.
Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]

.06 Unless the financial statements meet the conditions for presentation
in conformity with a “comprehensive basis of accounting other than generally
accepted accounting principles” as defined in paragraph .04, the auditor should
use the standard form of report (see section 508, Reports on Audited Financial
Statements, paragraph .08) modified as appropriate because of the departures
from generally accepted accounting principles.
.07 Terms such as balance sheet, statement of financial position, state
ment of income, statement of operations, and statement of cash flows, or similar
unmodified titles are generally understood to be applicable only to financial
statements that are intended to present financial position, results of operations,
or cash flows in conformity with generally accepted accounting principles. Conse
quently, the auditor should consider whether the financial statements that he
or she is reporting on are suitably titled. For example, cash basis financial
statements might be titled statement of assets and liabilities arising from cash
transactions, or statement of revenue collected and expenses paid, and a finan
cial statement prepared on a statutory or regulatory basis might be titled
statement of income—statutory basis. If the auditor believes that the financial
4 Public record, for purposes of auditor’s reports on financial statements of a regulated entity
that are prepared in accordance with the financial reporting provisions of a government regulatory
agency, includes circumstances in which specific requests must be made by the public to obtain access

to or copies of the report. In contrast, the auditor would be precluded from using this form of report
in circumstances in which the entity distributes the financial statements to parties other than the
regulatory agency either voluntarily or upon specific request. [Footnote added, effective for audits of
financial statements for periods ended on or after December 31, 1996, by Statement on Auditing
Standards No. 77.]

5 If the financial statements and report are intended for use by parties other than those within
the entity and one or more regulatory agencies to whose jurisdiction the entity is subject, the auditor
should follow the guidance in section 544, Lack of Conformity With Generally Accepted Accounting
Principles. [Footnote renumbered and amended, effective for audits of financial statements for
periods ended on or after December 31,1996, by the issuance of Statement on Auditing Standards No.
77.]
6 For guidance on dating the auditor’s report, see section 530, Dating of the Independent
Auditor’s Report. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 77,
November 1995.]
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statements are not suitably titled, the auditor should disclose his or her
reservations in an explanatory paragraph of the report and qualify the opinion.

.08 Following are illustrations of reports on financial statements pre
pared in conformity with a comprehensive basis of accounting other than
generally accepted accounting principles.[7]

Financial Statements Prepared on a Basis Prescribed by a
Regulatory Agency Solely for Filing With That Agency
Independent Auditor’s Report
We have audited the accompanying statements of admitted assets, liabilities,
and surplus—statutory basis of XYZ Insurance Company as of December 31,
20X2 and 20X1, and the related statements of income and cash flows—statutory
basis and changes in surplus—statutory basis for the years then ended. These
financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements based on
our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

As described in Note X, these financial statements were prepared in conformity
with the accounting practices prescribed or permitted by the Insurance Depart
ment of [State], which is a comprehensive basis of accounting other than
generally accepted accounting principles.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the admitted assets, liabilities, and surplus ofXYZ Insurance
Company as of December 31, 20X2 and 20X1, and the results of its operations
and its cash flows for the years then ended, on the basis of accounting described
in Note X.
This report is intended solely for the information and use of the board of
directors and management of XYZ Insurance Company and [name of regulatory
agency] and is not intended to be and should not be used by anyone other than
these specified parties.

Financial Statements Prepared on the Entity's Income Tax Basis
Independent Auditor’s Report
We have audited the accompanying statements of assets, liabilities, and capi
tal—income tax basis of ABC Partnership as of December 31, 20X2 and 20X1,
and the related statements of revenue and expenses—income tax basis and of
changes in partners’ capital accounts—income tax basis for the years then
ended. These financial statements are the responsibility of the Partnership’s
management. Our responsibility is to express an opinion on these financial
statements based on our audits.
m [Footnote deleted to reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 87.]
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We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for dur opinion.

As described in Note X, these financial statements were prepared on the basis
of accounting the Partnership uses for income tax purposes, which is a com
prehensive basis of accounting other than generally accepted accounting
principles.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the assets, liabilities, and capital of ABC Partnership as of
[at] December 31, 20X2 and 20X1, and its revenue and expenses and changes
in partners’ capital accounts for the years then ended, on the basis of accounting
described in Note X.

Financial Statements Prepared on the Cash Basis
Independent Auditor’s Report
We have audited the accompanying statements of assets and liabilities arising
from cash transactions of XYZ Company as of December 31, 20X2 and 20X1,
and the related statements of revenue collected and expenses paid for the years
then ended. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.
As described in Note X, these financial statements were prepared on the basis
of cash receipts and disbursements, which is a comprehensive basis of account
ing other than generally accepted accounting principles.
In our opinion, the financial statements referred to above present fairly, in all
material respects, the assets and liabilities arising from cash transactions of
XYZ Company as of December 31, 20X2 and 20X1, and its revenue collected

and expenses paid during the years then ended, on the basis of accounting
described in Note X.

[Revised, October 2000, to reflect conforming changes necessary to reflect the
issuance of Statement on Auditing Standards No. 93.]

Evaluating the Adequacy of Disclosure in Financial Statements
Prepared in Conformity With an Other Comprehensive Basis
of Accounting
.09 When reporting on financial statements prepared on a comprehensive
basis of accounting other than generally accepted accounting principles, the
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auditor should consider whether the financial statements (including the ac
companying notes) include all informative disclosures that are appropriate for
the basis of accounting used. The auditor should apply essentially the same
criteria to financial statements prepared on an other comprehensive basis of
accounting as he or she does to financial statements prepared in conformity
with generally accepted accounting principles. Therefore, the auditor’s opinion
should be based on his or her judgment regarding whether the financial
statements, including the related notes, are informative of matters that may
affect their use, understanding, and interpretation as discussed in section 411,
The Meaning of Present Fairly in Conformity With Generally Accepted Ac
counting Principles, paragraph .04. [Title of section 411 amended, effective for
reports issued or reissued on or after June 30, 2001, by Statement on Auditing
Standards No. 93.]

.10 Financial statements prepared on an other comprehensive basis of
accounting should include, in the accompanying notes, a summary of signifi
cant accounting policies that discusses the basis of presentation and describes
how that basis differs from generally accepted accounting principles. However,
the effects of the differences between generally accepted accounting principles
and the basis of presentation of the financial statements that the auditor is
reporting on need not be quantified. In addition, when the financial state
ments contain items that are the same as, or similar to, those in financial
statements prepared in conformity with generally accepted accounting princi
ples, similar informative disclosures are appropriate. For example, financial
statements prepared on an income tax basis or a modified cash basis of
accounting usually reflect depreciation, long-term debt and owners’ equity.
Thus, the informative disclosures for depreciation, long-term debt and owners’
equity in such financial statements should be comparable to those in financial
statements prepared in conformity with generally accepted accounting princi
ples. When evaluating the adequacy of disclosures, the auditor should also
consider disclosures related to matters that are not specifically identified on
the face of the financial statements, such as (a) related party transactions, (b)
restrictions on assets and owners’ equity, (c) subsequent events, and (d)
uncertainties.

Specified Elements, Accounts, or Items of a
Financial Statement
.11 An independent auditor may be requested to express an opinion on
one or more specified elements, accounts, or items of a financial statement. In
such an engagement, the specified elements), accounts), or item(s) may be pre
sented in the report or in a document accompanying the report. Examples of
one or more specified elements, accounts, or items of a financial statement that
an auditor may report on based on an audit made in accordance with generally
accepted auditing standards include rentals, royalties, a profit participa
tion, or a provision for income taxes.8
8 See AT section 201, Agreed-Upon Procedures Engagements, for guidance when reporting on the
results of applying agreed-upon procedures to one or more specified elements, accounts, or items of a
financial statement. See AT section 101, Attest Engagements, for guidance when reporting on a
review of one or more specified elements, accounts, or items of a financial statement. [Footnote
renumbered by the issuance of Statement on Auditing Standards No. 77, November 1995. Footnote
revised, January 2001, to reflect conforming changes necessary due to the issuance of Statement on
Standards for Attestation Engagements No. 10.]
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.12 When expressing an opinion on one or more specified elements, ac
counts, or items of a financial statement, the auditor should plan and perform
the audit and prepare his or her report with a view to the purpose of the
engagement. With the exception of the first standard of reporting, the ten
generally accepted auditing standards are applicable to any engagement to
express an opinion on one or more specified elements, accounts, or items of a
financial statement. The first standard of reporting, which requires that the
auditor’s report state whether the financial statements are presented in con
formity with generally accepted accounting principles, is applicable only when
the specified elements, accounts, or items of a financial statement are intended
to be presented in conformity with generally accepted accounting principles.
.13 An engagement to express an opinion on one or more specified ele
ments, accounts, or items of a financial statement may be undertaken as a
separate engagement or in conjunction with an audit of financial statements.
In either case, an auditor expresses an opinion on each of the specified
elements, accounts, or items encompassed by the auditor’s report; therefore,
the measurement of materiality must be related to each individual element,
account, or item reported on rather than to the aggregate thereof or to the
financial statements taken as a whole. Consequently, an audit of a specified
element, account, or item for purposes of reporting thereon is usually more
extensive than if the same information were being considered in conjunction
with an audit of financial statements taken as a whole. Also, many financial
statement elements are interrelated, for example, sales and receivables; inven
tory and payables; and buildings and equipment and depreciation. The auditor
should be satisfied that elements, accounts, or items that are interrelated with
those on which he or she has been engaged to express an opinion have been
considered in expressing an opinion.

.14 The auditor should not express an opinion on specified elements,
accounts, or items included in financial statements on which he or she has
expressed an adverse opinion or disclaimed an opinion based on an audit, if
such reporting would be tantamount to expressing a piecemeal opinion on the
financial statements (see section 508, Reports on Audited Financial State
ments, paragraph .64). However, an auditor would be able to express an
opinion on one or more specified elements, accounts, or items of a financial
statement provided that the matters to be reported on and the related scope of
the audit were not intended to and did not encompass so many elements,
accounts, or items as to constitute a major portion of the financial statements.
For example, it may be appropriate for an auditor to express an opinion on an
entity’s accounts receivable balance even if the auditor has disclaimed an
opinion on the financial statements taken as a whole. However, the report on
the specified element, account, or item should be presented separately from the
report on the financial statements of the entity.

Reports on One or More Specified Elements, Accounts, or Items
of a Financial Statement
.15 When an independent auditor is engaged to express an opinion on one
or more specified elements, accounts, or items of a financial statement, the
report should include—
a.

A title that includes the word independent.9

9 See footnote 1. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
77, November 1995.]
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A paragraph that—
(1) States that the specified elements, accounts, or items identified
in the report were audited. If the audit was made in conjunction
with an audit of the company’s financial statements, the para
graph should so state and indicate the date of the auditor’s report
on those financial statements. Furthermore, any departure from
the standard report on those statements should also be disclosed
if considered relevant to the presentation of the specified ele
ment, account or item.

(2) States that the specified elements, accounts, or items are the
responsibility of the Company’s management and that the audi
tor is responsible for expressing an opinion on the specified
elements, accounts or items based on the audit.

c.

A paragraph that—
(1) States that the audit was conducted in accordance with gener
ally accepted auditing standards and includes an identification
of the United States of America as the country of origin of those
standards (for example, auditing standards generally accepted
in the United States of America or U.S. generally accepted
auditing standards).
(2) States that those standards require that the auditor plan and
perform the audit to obtain reasonable assurance about whether
the specified elements, accounts, or items are free of material
misstatement.
(3) States that an audit includes—

(а)

Examining, on a test basis, evidence supporting the
amounts and disclosures in the presentation of the speci
fied elements, accounts, or items,

(b)

Assessing the accounting principles used and significant
estimates made by management, and

(c)

Evaluating the overall presentation of the specified ele
ments, accounts, or items.

(4) States that the auditor believes that his or her audit provides a
reasonable basis for the auditor’s opinion.

d.

A paragraph1011
that—
(1) Describes the basis on which the specified elements, accounts,
or items are presented (see paragraphs .09 and .10) and, when
applicable, any agreements specifying such basis if the presen
tation is not prepared in conformity with generally accepted
accounting principles.11 If the presentation is prepared in con
formity with generally accepted accounting principles, the para
graph should include an identification of the United States of
America as the country of origin of those accounting principles

10 Alternatively, this requirement can be met by incorporating the description in the introductory
paragraph discussed in paragraph .15b above. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 77, November 1995.]
11 When the specified element, account, or item is presented in conformity with an other
comprehensive basis of accounting, see paragraph .05d(2). [Footnote renumbered by the issuance of
Statement on Auditing Standards No. 77, November 1995.]
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(for example, accounting principles generally accepted in the
United States of America or U.S. generally accepted accounting
principles).
(2) If considered necessary, includes a description and the source of
significant interpretations, if any, made by the Company’s man
agement, relating to the provisions of a relevant agreement.

e.

A paragraph that expresses the auditor’s opinion (or disclaims an
opinion) on whether the specified elements, accounts, or items are
fairly presented, in all material respects, in conformity with the basis
of accounting described. If the auditor concludes that the specified
elements, accounts, or items are not presented fairly on the basis of
accounting described or if there has been a limitation on the scope of
the audit, the auditor should disclose all the substantive reasons for
that conclusion in an explanatory paragraph(s) (preceding the opin
ion paragraph) of the report and should include in the opinion
paragraph appropriate modifying language and a reference to such
explanatory paragraph(s).12

f.

If the specified element, account, or item is prepared to comply with
the requirements or financial reporting provisions of a contract or
agreement that results in a presentation that is not in conformity
with either generally accepted accounting principles or an other
comprehensive basis of accounting, a separate paragraph at the end
of the report stating that the report is intended solely for the infor
mation and use of those within the entity and the parties to the
contract or agreement,13 and is not intended to be and should not be
used by anyone other than these specified parties. Such a restriction
on the use of the report is necessary because the basis, assumptions,
or purpose of the presentation (contained in the contract or agree
ment) is developed for and directed only to the parties to the contract
or agreement.

g.

The manual or printed signature of the auditor’s firm.

h.

The date.14

When expressing an opinion on one or more specified elements, accounts, or
items of a financial statement, the auditor, to provide more information as to
the scope of the audit, may wish to describe in a separate paragraph certain
other auditing procedures applied. However, no modification in the content of
paragraph .15c above should be made. [Revised, October 2000, to reflect
conforming changes necessary due to the issuance of Statement on Auditing
Standards No. 93.]
.16 If a specified element, account, or item is, or is based upon, an entity’s
net income or stockholders’ equity or the equivalent thereof, the auditor should
12 Paragraph 31 discusses other circumstances that may require that the auditor add additional
explanatory language to the special report. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 77, November 1995.]
13 If the presentation is prepared on a basis prescribed by a governmental regulatory agency
(which is also OCBOA), the auditor should restrict the distribution of the report on such presenta
tion. See paragraph .05f for further reporting guidance in this situation. [Footnote renumbered by the
issuance of Statement on Auditing Standards No. 77, November 1995.]
14 See footnote 6. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
77, November 1995.]
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have audited the complete financial statements to express an opinion on the
specified element, account, or item.

.17 The auditor should consider the effect that any departure, including
additional explanatory language because of the circumstances discussed in
section 508, Reports on Audited Financial Statements, paragraph .11, from the
standard report on the audited financial statements might have on the report
on a specified element, account, or item thereof.

.18 Following are illustrations of reports expressing an opinion on one or
more specified elements, accounts, or items of a financial statement.

Report Relating to Accounts Receivable
Independent Auditor’s Report
We have audited the accompanying schedule of accounts receivable of ABC
Company as of December 31, 20X2. This schedule is the responsibility of the
Company’s management. Our responsibility is to express an opinion on this
schedule based on our audit.
We conducted our audit in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
schedule of accounts receivable is free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and
disclosures in the schedule of accounts receivable. An audit also includes
assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall schedule presentation. We
believe that our audit provides a reasonable basis for our opinion.

In our opinion, the schedule of accounts receivable referred to above presents
fairly, in all material respects, the accounts receivable of ABC Company as of
December 31, 20X2, in conformity with accounting principles generally ac
cepted in the United States of America.15

Report Relating to Amount of Sales for the Purpose of
Computing Rental
Independent Auditor’s Report
We have audited the accompanying schedule of gross sales (as defined in the
lease agreement dated March 4, 20XX, between ABC Company, as lessor, and
XYZ Stores Corporation, as lessee) of XYZ Stores Corporation at its Main Street
store, [City], [State], for the year ended December 31, 20X2. This schedule is
the responsibility of XYZ Stores Corporation’s management. Our responsibility
is to express an opinion on this schedule based on our audit.
We conducted our audit in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
schedule of gross sales is free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the schedule of gross sales. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall schedule presentation. We believe that our audit pro
vides a reasonable basis for our opinion.
15 Since this presentation was prepared in conformity with generally accepted accounting princi
ples, the report need not be restricted. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 77, November 1995.]
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In our opinion, the schedule of gross sales referred to above presents fairly, in
all material respects, the gross sales of XYZ Stores Corporation at its Main
Street store, [City], [State], for the year ended December 31, 20X2, as defined
in the lease agreement referred to in the first paragraph.
This report is intended solely for the information and use of the boards of
directors and managements of XYZ Stores Corporation and ABC Company and
is not intended to be and should not be used by anyone other than these specified
parties.

Report Relating to Royalties
Independent Auditor’s Report
We have audited the accompanying schedule of royalties applicable to engine
production of the Q Division of XYZ Corporation for the year ended December
31, 20X2, under the terms of a license agreement dated May 14,20XX, between
ABC Company and XYZ Corporation. This schedule is the responsibility of XYZ
Corporation’s management. Our responsibility is to express an opinion on this
schedule based on our audit.
We conducted our audit in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
schedule of royalties is free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the schedule of royalties. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall schedule presentation. We believe that our audit pro
vides a reasonable basis for our opinion.
We have been informed that, under XYZ Corporation’s interpretation of the
agreement referred to in the first paragraph, royalties were based on the
number of engines produced after giving effect to a reduction for production
retirements that were scrapped, but without a reduction for field returns that
were scrapped, even though the field returns were replaced with new engines
without charge tocustomers.

In our opinion, the schedule of royalties referred to above presents fairly, in all
material respects, the number of engines produced by the Q Division of XYZ
Corporation during the year ended December 31, 20X2, and the amount of
royalties applicable thereto, under the license agreement referred to above.
This report is intended solely for the information and use of the boards of
directors and managements of XYZ Corporation and ABC Company and is not
intended to be and should not be used by anyone other than these specified
parties.

Report on a Profit Participation16
Independent Auditor’s Report
We have audited, in accordance with auditing standards generally accepted in
the United States of America, the financial statements of XYZ Company for the
year ended December 31, 20X1, and have issued our report thereon dated
March 10,20X2. We have also audited XYZ Company’s schedule of John Smith’s
profit participation for the year ended December 31, 20X1. This schedule is the
16 See paragraph .16. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 77, November 1995.]
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responsibility of the Company’s management. Our responsibility is to express
an opinion on this schedule based on our audit.

We conducted our audit of the schedule in accordance with auditing standards
generally accepted in the United States of America. Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether the schedule of profit participation is free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the schedule. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall schedule presentation. We believe that our audit pro
vides a reasonable basis for our opinion.
We have been informed that the documents that govern the determination of
John Smith’s profit participation are (a) the employment agreement between
John Smith and XYZ Company dated February 1, 20X0, (b) the production and
distribution agreement between XYZ Company and Television Network Incor
porated dated March 1, 20X0, and (c) the studio facilities agreement between
XYZ Company and QRX Studios dated April 1, 20X0, as amended November 1,
20X0.

In our opinion, the schedule of profit participation referred to above presents
fairly, in all material respects, John Smith’s participation in the profits of XYZ
Company for the year ended December 31, 20X1, in accordance with the
provisions of the agreements referred to above.

This report is intended solely for the information and use of the boards of
directors and managements of XYZ Company and John Smith and is not
intended to be and should not be used by anyone other than these specified
parties.

Report on Federal and State Income Taxes Included in
Financial Statements17
Independent Auditor’s Report
We have audited, in accordance with auditing standards generally accepted in
the United States of America, the financial statements of XYZ Company, Inc.,
for the year ended June 30, 20XX, and have issued our report thereon dated
August 15, 20XX. We have also audited the current and deferred provision for
the Company’s federal and state income taxes for the year ended June 30,20XX,
included in those financial statements, and the related asset and liability tax
accounts as of June 30, 20XX. This income tax information is the responsibility
of the Company’s management. Our responsibility is to express an opinion on
it based on our audit.

We conducted our audit of the income tax information in accordance with
auditing standards generally accepted in the United States of America. Those
standards require that we plan and perform the audit to obtain reasonable
assurance about whether the federal and state income tax accounts are free of
material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures related to the federal and state income
tax accounts. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the
overall presentation of the federal and state income tax accounts. We believe
that our audit provides a reasonable basis for our opinion.
17 See paragraph .16. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 77, November 1995.]
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In our opinion, the Company has paid or, in all material respects, made
adequate provision in the financial statements referred to above for the pay
ment of all federal and state income taxes and for related deferred income taxes
that could be reasonably estimated at the time of our audit of the financial
statements of XYZ Company, Inc., for the year ended June 30, 20XX.

[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]

Compliance With Aspects of Contractual Agreements
or Regulatory Requirements Related to Audited
Financial Statements
.19 Entities may be required by contractual agreements, such as certain
bond indentures and loan agreements, or by regulatory agencies to furnish
compliance reports by independent auditors.18 For example, loan agreements
often impose on borrowers a variety of obligations involving matters such as
payments into sinking funds, payments of interest, maintenance of current
ratios, and restrictions of dividend payments. They usually also require the
borrower to furnish annual financial statements that have been audited by an
independent auditor. In some instances, the lenders or their trustees may
request assurance from the independent auditor that the borrower has com
plied with certain covenants of the agreement relating to accounting matters.
The independent auditor may satisfy this request by giving negative assurance
relative to the applicable covenants based on the audit of the financial state
ments. This assurance may be given in a separate report or in one or more
paragraphs of the auditor’s report accompanying the financial statements.
Such assurance, however, should not be given unless the auditor has audited
the financial statements to which the contractual agreements or regulatory
requirements relate and should not extend to covenants that relate to matters
that have not been subjected to the audit procedures applied in the audit of
the financial statements.19 In addition, such assurance should not be given if
the auditor has expressed an adverse opinion or disclaimed an opinion on the
financial statements to which these covenants relate.

.20 When an auditor’s report on compliance with contractual agreements
or regulatory provisions is being given in a separate report, the report should
include—
a.

A title that includes the word independent.20

18 When the auditor'is engaged to test compliance with laws and regulations in accordance with
Government Auditing Standards issued by the Comptroller General of the United States (Yellow
Book), he or she should follow guidance contained in section 801, Compliance Auditing Applicable to
Governmental Entities and Other Specified Recipients of Governmental Financial Assistance. [Foot
note renumbered by the issuance of Statement on Auditing Standards No. 77, November 1995.]
19 When the auditor is engaged to provide assurance on compliance with contractual agreements
or regulatory provisions that relate to matters that have not been subjected to the audit procedures
applied in the audit of the financial statements, the auditor should refer to the guidance in AT section
601, Compliance Attestation. [Footnote renumbered by the issuance of Statement on Auditing Stand
ards No. 77, November 1995. Footnote revised, February 1997, to reflect conforming changes neces
sary due to the issuance of Statement on Standards for Attestation Engagements No. 3. Footnote
revised, January 2001, to reflect conforming changes necessary due to the issuance of Statement on
Standards for Attestation Engagements No. 10.]

20 See footnote 1. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
77, November 1995.]

AU §623.19

Special Reports

987

b.

A paragraph that states the financial statements were audited in
accordance with generally accepted auditing standards and includes
an identification of the United States of America as the country of
origin of those standards (for example, auditing standards generally
accepted in the United States of America or U.S. generally accepted
auditing standards) and the date of the auditor’s report on those
financial statements. Furthermore, any departure from the standard
report on those statements should also be disclosed.

c.

A paragraph that includes a reference to the specific covenants or
paragraphs of the agreement, provides negative assurance relative
to compliance with the applicable covenants of the agreement insofar
as they relate to accounting matters, and specifies that the negative
assurance is being given in connection with the audit of the financial
statements. The auditor should ordinarily state that the audit was
not directed primarily toward obtaining knowledge regarding com
pliance.

d.

A paragraph that includes a description and the source of significant
interpretations, if any, made by the Company’s management relating
to the provisions of a relevant agreement.

e.

A separate paragraph at the end of the report stating that the report
is intended solely for the information and use of those within the
entity and the parties to the contract or agreement or the regulatory
agency with which the report is being filed, and is not intended to be
and should not be used by anyone other than these specified parties.
Such a restriction on the use of the report is necessary because the
basis, assumptions, or purpose of such presentations (contained in
such contracts, agreements, or regulatory provisions) are developed
for and directed only to the parties to the contract or agreement, or
regulatory agency responsible for the provisions.

f.

The manual or printed signature of the auditor’s firm.

g.

The date.21

[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]

.21 When an auditor’s report on compliance with contractual agreements
or regulatory provisions is included in the report that expresses the auditor’s
opinion on the financial statements, the auditor should include a paragraph,
after the opinion paragraph, that provides negative assurance relative to
compliance with the applicable covenants of the agreement, insofar as they
relate to accounting matters, and that specifies the negative assurance is being
given in connection with the audit of the financial statements. The auditor
should also ordinarily state that the audit was not directed primarily toward
obtaining knowledge regarding compliance. In addition, the report should
include a paragraph that includes a description and source of any significant
interpretations made by the entity’s management as discussed in paragraph
.20d as well as a paragraph that restricts the use of the report to the specified
parties as discussed in paragraph .20e. Following are examples of reports that
might be issued:
21 See footnote 6. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
77, November 1995.]
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Report on Compliance With Contractual Provisions Given in a
Separate Report22
Independent Auditor’s Report
We have audited, in accordance with auditing standards generally accepted in
the United States of America, the balance sheet of XYZ Company as of
December 31, 20X2, and the related statement of income, retained earnings,
and cash flows for the year then ended, and have issued our report thereon
dated February 16, 20X3.
In connection with our audit, nothing came to our attention that caused us to
believe that the Company failed to comply with the terms, covenants, provi
sions, or conditions of sections XX to XX, inclusive, of the Indenture dated July
21, 20X0, with ABC Bank insofar as they relate to accounting matters. How
ever, our audit was not directed primarily toward obtaining knowledge of such
noncompliance.
This report is intended solely for the information and use of the boards of
directors and management of XYZ Company and ABC Bank and is not intended
to be and should not be used by anyone other than these specified parties.

Report on Compliance With Regulatory Requirements Given
in a Separate Report When the Auditor's Report on the
Financial Statements Included an Explanatory Paragraph
Because of an Uncertainty
Independent Auditor’s Report
We have audited, in accordance with auditing standards generally accepted in
the United States of America, the balance sheet of XYZ Company as of
December 31, 20X2, and the related statement of income, retained earnings,
and cash flows for the year then ended, and have issued our report thereon
dated March 5, 20X3, which included an explanatory paragraph that described
the litigation discussed in Note X of those statements.
In connection with our audit, nothing came to our attention that caused us to
believe that the Company failed to comply with the accounting provisions in
sections (1), (2) and (3) of the [name of state regulatory agency]. However, our
audit was not directed primarily toward obtaining knowledge of such noncom
pliance.
This report is intended solely for the information and use of the board of
directors and managements of XYZ Company and the [name of state regulatory
agency] and is not intended to be and should not be used by anyone other than
these specified parties.

[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]
22 When the auditor’s report on compliance with contractual agreements or regulatory provisions
is included in the report that expresses the auditor’s opinion on the financial statements, the last two
paragraphs of this report are examples of the paragraphs that should follow the opinion paragraph of
the auditor’s report on the financial statements. [Footnote renumbered by the issuance of Statement
on Auditing Standards No. 77, November 1995.]
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Special-Purpose Financial Presentations to Comply
With Contractual Agreements or Regulatory Provisions
.22 An auditor is sometimes asked to report on special-purpose financial
statements prepared to comply with a contractual agreement23 or regulatory
provisions. In most circumstances, these types of presentations are intended
solely for the use of the parties to the agreement, regulatory bodies, or other
specified parties. This section discusses reporting on these types of presenta
tions, which include the following:

a.

A special-purpose financial presentation prepared in compliance
with a contractual agreement or regulatory provision that does not
constitute a complete presentation of the entity’s assets, liabilities,
revenues and expenses, but is otherwise prepared in conformity with
generally accepted accounting principles or an other comprehensive
basis of accounting (paragraphs .23 through .26).

b.

A special-purpose financial presentation (may be a complete set of
financial statements or a single financial statement) prepared on a
basis of accounting prescribed in an agreement that does not result
in a presentation in conformity with generally accepted accounting
principles or an other comprehensive basis of accounting (para
graphs .27 through .30).

Financial Statements Prepared on a Basis of Accounting
Prescribed in a Contractual Agreement or Regulatory Provision
That Results in an Incomplete Presentation But One That is
Otherwise in Conformity With Generally Accepted Accounting
Principles or an Other Comprehensive Basis or Accounting
.23 A governmental agency may require a schedule of gross income and
certain expenses of an entity’s real estate operation in which income and
expenses are measured in conformity with generally accepted accounting
principles, but expenses are defined to exclude certain items such as interest,
depreciation, and income taxes. Such a schedule may also present the excess
of gross income over defined expenses. Also, a buy-sell agreement may specify
a schedule of gross assets and liabilities of the entity measured in conformity
with generally accepted accounting principles, but limited to the assets to be
sold and liabilities to be transferred pursuant to the agreement.
.24 Paragraph .02 of this section defines the term financial statement and
includes a list of financial presentations that an auditor should consider to be
financial statements for reporting purposes. The concept of specified elements,
accounts, or items of a financial statement discussed in paragraphs .11 through
.18, on the other hand, refers to accounting information that is part of, but
significantly less than, a financial statement. The financial presentations
described above and similar presentations should generally be regarded as
financial statements, even though, as indicated above, certain items may be
excluded. Thus, when the auditor is asked to report on these types of presen
tations, the measurement of materiality for purposes of expressing an opinion
should be related to the presentations taken as a whole (see section 312, Audit
Risk and Materiality in Conducting an Audit). Further, the presentations
23 A contractual agreement as discussed in this section is an agreement between the client and
one or more third parties other than the auditor. [Footnote renumbered by the issuance of Statement
on Auditing Standards No. 77, November 1995.]
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should differ from complete financial statements only to the extent necessary
to meet special purposes for which they were prepared. In addition, when these
financial presentations contain items that are the same as, or similar to, those
contained in a full set of financial statements prepared in conformity with
generally accepted accounting principles, similar informative disclosures are
appropriate (see paragraphs .09 and .10). The auditor should also be satisfied
that the financial statements presented are suitably titled to avoid any impli
cation that the special-purpose financial statements on which he or she is
reporting are intended to present financial position, results of operations, or
cash flows.

.25 When the auditor is asked to report on financial statements prepared
on a basis of accounting prescribed in a contractual agreement or regulatory
provision that results in an incomplete presentation but one that is otherwise
in conformity with generally accepted accounting principles or an other com
prehensive basis of accounting, the auditor’s report should include—
a.

A title that includes the word independent.24

b.

A paragraph that—
(1) States that the financial statements identified in the report were
audited.
(2) States that the financial statements are the responsibility of the
Company’s management24
25 and that the auditor is responsible
for expressing an opinion on the financial statements based on
the audit.26

c.

A paragraph that—
(1) States that the audit was conducted in accordance with gener
ally accepted auditing standards and includes an identification
of the United States of America as the country of origin of those
standards (for example, auditing standards generally accepted
in the United States of America or U.S. generally accepted
auditing standards).
(2) States that those standards require that the auditor plan and
perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement.

(3) States that an audit includes—
(а)

Examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements,

(b)

Assessing the accounting principles used and significant
estimates made by management, and

(c)

Evaluating the overall financial statement presentation.

24 See footnote 1. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
77, November 1995.]
25 Sometimes the auditor’s client may not be the person responsible for the financial statements
on which the auditor is reporting. For example, when the auditor is engaged by the buyer to report on
the seller’s financial statements prepared in conformity with a buy-sell agreement, the person
responsible for the financial statements may be the seller’s management. In this case, the wording of
this statement should be changed to clearly identify the party that is responsible for the financial
statements reported on. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 77, November 1995.]

26 See footnote 2. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
77, November 1995.]
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(4) States that the auditor believes that the audit provides a rea
sonable basis for his or her opinion.

d.

A paragraph that—
(1) Explains what the presentation is intended to present and refers
to the note to the special-purpose financial statements that
describes the basis of presentation (see paragraphs .09 and .10).
(2) If the basis of presentation is in conformity with generally
accepted accounting principles, states that the presentation is
not intended to be a complete presentation of the entity’s assets,
liabilities, revenues and expenses.27

e.

A paragraph that expresses the auditor’s opinion (or disclaims an
opinion) related to the fair presentation, in all material respects, of
the information the presentation is intended to present in conformity
with generally accepted accounting principles or an other compre
hensive basis of accounting. If the presentation is prepared in con
formity with generally accepted accounting principles, the
paragraph should include an identification of the United States of
America as the country of origin of those accounting principles (for
example, accounting principles generally accepted in the United
States of America or U.S. generally accepted accounting principles).
If the auditor concludes that the information the presentation is
intended to present is not presented fairly on the basis of accounting
described or if there has been a limitation on the scope of the audit,
the auditor should disclose all the substantive reasons for that
conclusion in an explanatory paragraph(s) (preceding the opinion
paragraph) of the report and should include in the opinion paragraph
appropriate modifying language and a reference to such explanatory
paragraph(s).28

f.

A separate paragraph at the end of the report stating that the report
is intended solely for the information and use of those within the
entity, the parties to the contract or agreement, the regulatory
agency with which the report is being filed, or those with whom the
entity is negotiating directly, and is not intended to be and should
not be used by anyone other than these specified parties. However,
such a paragraph is not appropriate if the report and related finan
cial presentation are to be filed with a regulatory agency, such as the
Securities and Exchange Commission, and are to be included in a
document (such as a prospectus) that is distributed to the general
public.

g.

The manual or printed signature of the auditor’s firm.

h.

The date.29

27 If the basis of presentation is an other comprehensive basis of accounting, the paragraph
should state that the basis of presentation is a comprehensive basis of accounting other than
generally accepted accounting principles and that it is not intended to be a complete presentation of
the entity’s assets, liabilities, revenues and expenses on the basis described. [Footnote renumbered
by the issuance of Statement on Auditing Standards No. 77, November 1995.]
28 Paragraph .31 discusses other circumstances that may require that the auditor add additional
explanatory language to the special report. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 77, November 1995.]

29 See footnote 6. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
77, November 1995.]
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[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]
.26 The following examples illustrate reports expressing an opinion on
such special-purpose financial statements:

Report on a Schedule of Gross Income and Certain Expenses to
Meet a Regulatory Requirement and to Be Included in a
Document Distributed to the General Public
Independent Auditor’s Report
We have audited the accompanying Historical Summaries of Gross Income and
Direct Operating Expenses of ABC Apartments, City, State (Historical Sum
maries), for each of the three years in the period ended December 31, 20XX.
These Historical Summaries are the responsibility of the Apartments’ manage
ment. Our responsibility is to express an opinion on the Historical Summaries
based on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
Historical Summaries are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the Historical Summaries. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall presentation of the Historical Summaries. We believe
that our audits provide a reasonable basis for our opinion.
The accompanying Historical Summaries were prepared for the purpose of
complying with the rules and regulations of the Securities and Exchange
Commission (for inclusion in the registration statement on Form S-11 of DEF
Corporation) as described in Note X and are not intended to be a complete
presentation of the Apartments’ revenues and expenses.
In our opinion, the Historical Summaries referred to above present fairly, in
all material respects, the gross income and direct operating expenses described
in Note X of ABC Apartments for each of the three years in the period ended
December 31, 20XX, in conformity with accounting principles generally ac
cepted in the United States of America.

Report on a Statement of Assets Sold and Liabilities Transferred
to Comply With a Contractual Agreement
Independent Auditor’s Report
We have audited the accompanying statement of net assets sold of ABC
Company as of June 8, 20XX. This statement of net assets sold is the respon

sibility of ABC Company’s management. Our responsibility is to express an
opinion on the statement of net assets sold based on our audit.
We conducted our audit in accordance with auditing standards generally
accepted in the United States ofAmerica. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
statement of net assets sold is free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the statement. An audit also includes assessing the accounting, principles
used and significant estimates made by management, as well as evaluating the
overall presentation of the statement of net assets sold. We believe that our
audit provides a reasonable basis for our opinion.
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The accompanying statement was prepared to present the net assets of ABC
Company sold to XYZ Corporation pursuant to the purchase agreement de
scribed in Note X, and is not intended to be a complete presentation of ABC
Company’s assets and liabilities.

In our opinion, the accompanying statement of net assets sold presents fairly,
in all material respects, the net assets of ABC Company as of June 8,20XX sold
pursuant to the purchase agreement referred to in Note X, in conformity with
accounting principles generally accepted in the United States of America.
This report is intended solely for the information and use of the boards of
directors and managements of ABC Company and XYZ Corporation and is not
intended to be and should not be used by anyone other than these specified
parties.

[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]

Financial Statements Prepared on a Basis of Accounting
Prescribed in an Agreement That Results in a Presentation
That Is Not in Conformity With Generally Accepted Accounting
Principles or an Other Comprehensive Basis of Accounting
.27 The auditor may be asked to report on special-purpose financial
statements prepared in conformity with a basis of accounting that departs from
generally accepted accounting principles or an other comprehensive basis of
accounting. A loan agreement, for example, may require the borrower to
prepare consolidated financial statements in which assets, such as inventory,
are presented on a basis that is not in conformity with generally accepted
accounting principles or an other comprehensive basis of accounting. An acqui
sition agreement may require the financial statements of the entity being
acquired (or a segment of it) to be prepared in conformity with generally
accepted accounting principles except for certain assets, such as receivables,
inventories, and properties for which a valuation basis is specified in the
agreement.
.28 Financial statements prepared under a basis of accounting as dis
cussed above are not considered to be prepared in conformity with a “compre
hensive basis of accounting” as contemplated by paragraph .04 of this section
because the criteria used to prepare such financial statements do not meet the
requirement of being “criteria having substantial support,” even though the
criteria are definite.
.29 When an auditor is asked to report on these types of financial presen
tations, the report should include—

a.

A title that includes the word independent.30

b.

A paragraph that—
(1) States that the special-purpose financial statements identified
in the report were audited.

(2) States that the financial statements are the responsibility of the
Company’s management31* and that the auditor is responsible
30 See footnote 1. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
77, November 1995.]
31 See footnote 25. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 77, November 1995.]
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for expressing an opinion on the financial statements based on
the audit.32
c.

A paragraph that—

(1) States that the audit was conducted in accordance with gener
ally accepted auditing standards and includes an identification
of the United States of America as the country of origin of those
standards (for example, auditing standards generally accepted
in the United States of America or U.S. generally accepted
auditing standards).
(2) States that those standards require that the auditor plan and
perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement.

(3) States that an audit includes—
(а)

Examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements,

(b)

Assessing the accounting principles used and significant
estimates made by management, and

(c)

Evaluating the overall financial statement presentation.

(4) States that the auditor believes that the audit provides a rea
sonable basis for the auditor’s opinion.

d.

A paragraph that—

(1) Explains what the presentation is intended to present and refers
to the note to the special-purpose financial statements that
describes the basis of presentation (see paragraphs .09 and .10).
(2) States that the presentation is not intended to be a presentation
in conformity with generally accepted accounting principles.

e.

A paragraph that includes a description and the source of significant
interpretations, if any, made by the Company’s management relating
to the provisions of a relevant agreement.

f.

A paragraph that expresses the auditor’s opinion (or disclaims an
opinion) related to the fair presentation, in all material respects, of
the information the presentation is intended to present on the basis
of accounting specified. If the auditor concludes that the information
the presentation is intended to present is not presented fairly on the
basis of accounting described or if there has been a limitation on the
scope of the audit, the auditor should disclose all the substantive
reasons for that conclusion in an explanatory paragraph(s) (preced
ing the opinion paragraph) of the report and should include in the
opinion paragraph appropriate modifying language and a reference
to such explanatory paragraph(s).33

g.

A separate paragraph at the end of the report stating that the report
is intended solely for the information and use of those within the
entity, the parties to the contract or agreement, the regulatory agency

32 See footnote 2. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
77, November 1995.]
33 Paragraph .31 discusses other circumstances that may require that the auditor add additional
explanatory language to the special report. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 77, November 1995.]
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with which the report is being filed, or those with whom the entity
is negotiating directly, and is not intended to be and should not be
used by anyone other than these specified parties. For example, if
the financial statements have been prepared for the specified pur
pose of obtaining bank financing, the report’s use should be restricted
to the various banks with whom the entity is negotiating the pro
posed financing.

h.

The manual or printed signature of the auditor’s firm.

i.

The date.34

[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]

.30 The following example illustrates reporting on special-purpose finan
cial statements that have been prepared pursuant to a loan agreement:

Report on Financial Statements Prepared Pursuant to a Loan
Agreement That Results in a Presentation not in Conformity
With Generally Accepted Accounting Principles or an Other
Comprehensive Basis of Accounting
Independent Auditor’s Report
We have audited the special-purpose statement of assets and liabilities of ABC
Company as of December 31, 20X2 and 20X1, and the related special-purpose
statements of revenues and expenses and of cash flows for the years then ended.
These financial statements are the responsibility of the Company’s manage
ment. Our responsibility is to express an opinion on these financial statements
based on our audits.
We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.
The accompanying special-purpose financial statements were prepared for the
purpose of complying with Section 4 of a loan agreement between DEF Bank
and the Company as discussed in Note X, and are not intended to be a
presentation in conformity with generally accepted accounting principles.

In our opinion, the special-purpose financial statements referred to above
present fairly, in all material respects, the assets and liabilities of ABC Company
at December 31, 20X2 and 20X1, and the revenues, expenses and cash flows
for the years then ended, on the basis of accounting described in Note X.
This report is intended solely for the information and use of the boards of
directors and management of ABC Company and DEF Bank and is not intended
to be and should not be used by anyone other than these specified parties.

[Revised, October 2000, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 93.]
34 See footnote 6. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
77, November 1995.]
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Circumstances Requiring Explanatory Language in an
Auditor's Special Report
.31 Certain circumstances, while not affecting the auditor’s unqualified
opinion, may require that the auditor add additional explanatory language to
the special report. These circumstances include the following:
a.

Lack of Consistency in Accounting Principles. If there has been a change
in accounting principles or in the method of their application,35 the
auditor should add an explanatory paragraph to the report (following
the opinion paragraph) that describes the change and refers to the
note to the financial presentation (or specified elements, accounts, or
items thereof) that discusses the change and its effect thereon36* if
the accounting change is considered relevant to the presentation.
Guidance on reporting in this situation is contained in section 508,
Reports on Audited Financial Statements, paragraphs .16 through
.18. [37-38]

b.

Going Concern Uncertainties. If the auditor has substantial doubt
about the entity’s ability to continue as a going concern for a reason
able period of time not to exceed one year beyond the date of the
financial statement, the auditor should add an explanatory para
graph after the opinion paragraph of the report only if the auditor’s
substantial doubt is relevant to the presentation.39

c.

Other Auditors. When the auditor decides to make reference to the
report of another auditor as a basis, in part, for his or her opinion,
the auditor should disclose that fact in the introductory paragraph
of the report and should refer to the report of the other auditors in
expressing his or her opinion. Guidance on reporting in this situation
is contained in section 508, Reports on Audited Financial Statements,
paragraphs .12 and .13.

d.

Comparative Financial Statements (or Specified Elements, Accounts,
or Items Thereof). If the auditor expresses an opinion on prior-period
financial statements (or specified elements, accounts, or items thereof)
that is different from the opinion he or she previously expressed on
that same information, the auditor should disclose all of the sub
stantive reasons for the different opinion in a separate explanatory

35 When financial statements (or specified elements, accounts, or items thereof) have been
prepared in conformity with generally accepted accounting principles in prior years, and the entity
changes its method of presentation in the current year by preparing its financial statements in
conformity with an other comprehensive basis of accounting, the auditor need not follow the report
ing guidance in this subparagraph. However, the auditor may wish to add an explanatory paragraph
to the report to highlight (1) a difference in the basis of presentation from that used in prior years or
(2) that another report has been issued on the entity’s financial statements prepared in conformity
with another basis of presentation (for example, when cash basis financial statements are issued in
addition to GAAP financial statements). [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 77, November 1995.]
36 A change in the tax law is not considered to be a change in accounting principle for which the
auditor would need to add an explanatory paragraph, although disclosure may be necessary. [Foot
note renumbered by the issuance of Statement on Auditing Standards No. 77, November 1995.]

[37-38] [Footnotes deleted to reflect conforming changes necessary due to the issuance of State
ment on Auditing Standards No. 79.]
39 See section 341, The Auditor’s Consideration of an Entity’s Ability to Continue as a Going
Concern, for a report example when the auditor has substantial doubt about the entity’s ability to
continue as a going concern. [Footnote renumbered by the issuance of Statement on Auditing
Standards No. 77, November 1995.]
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paragraph preceding the opinion paragraph of the report. Guidance
on reporting in this situation is contained in section 508, Reports on
Audited Financial Statements, paragraphs .68 and .69.
As in reports on financial statements prepared in conformity with generally
accepted accounting principles, the auditor may add an explanatory paragraph
to emphasize a matter regarding the financial statements (or specified ele
ments, accounts, or items thereof). [Revised, February 1997, to reflect conform
ing changes necessary due to the issuance of Statement on Auditing Standards
No. 79.]

Financial Information Presented in Prescribed Forms
or Schedules
.32 Printed forms or schedules designed or adopted by the bodies with
which they are to be filed often prescribe the wording of an auditor’s report.
Many of these forms are not acceptable to independent auditors because the
prescribed form of auditor’s report does not conform to the applicable profes
sional reporting standards. For example, the prescribed language of the report
may call for statements by the auditor that are not consistent with the auditor’s
function or responsibility.
.33 Some report forms can be made acceptable by inserting additional
wording; others can be made acceptable only by complete revision. When a
printed report form calls upon an independent auditor to make a statement
that he or she is not justified in making, the auditor should reword the form or
attach a separate report. In those situations, the reporting provisions of
paragraph .05 may be appropriate.

Effective Date
.34 This section is effective for reports issued on or after July 1, 1989.
Early application of the provisions of this section is permissible.
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AU Section 9623

Special Reports: Auditing Interpretations of
Section 623
[1.] Auditor's Report Under Employee Retirement Income Security Act
of 1974

[.01-.08] [Withdrawn February 1983.
*]
[2.] Reports on Elements, Accounts, or Items of a Financial Statement
That Are Presented in Conformity with GAAP
[.09-.10] [Withdrawn March 1989, by SAS No. 62. (See section 623.)]

[3.] Compliance With the Foreign Corrupt Practices Act of 1977

[.11-.14] [Transferred to section 9642; Deleted October 1993.] (See the
guidance provided in SSAE No. 10, chapter 5,*
§ paragraph 5.82 (AT section
501.82).) [Revised, January 2001, to reflect conforming changes necessary due
to the issuance of Statement on Standards for Attestation Engagements No.
10.]
[4.] Reports on Engagements Solely to Meet State Regulatory
Examination Requirements
[.15-.16] [Deleted April 1981 by SAS No. 35, as superseded by SAS No.
75, as superseded by SAS No. 93.] (See section 622.) [Revised, October 2000, to
reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 93.]
[5.] Financial Statements Prepared in Accordance with Accounting
Practices Specified in an Agreement

[.17-.25] [Withdrawn March 1989, by SAS No. 62. (See section 623.)]
[6.] Reporting on Special-Purpose Financial Presentations[3-4]

[.26-.31] [Withdrawn March 1989, by SAS No. 62. (See section 623.)]
[7.] Understanding of Agreed-Upon Procedures

[.32-.33] [Deleted April 1981 by SAS No. 35, as superseded by SAS No.
75, as superseded by SAS No. 93.] (See section 622.) [Revised, October 2000, to
See Audit and Accounting Guide Employee Benefit Plans.

§ AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that may be necessary.

13-41 [Footnotes deleted.]
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reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 93.]

[8.] Adequacy of Disclosure in Financial Statements Prepared on a
Comprehensive Basis of Accounting Other Than Generally
Accepted Accounting Principles
[.34-.39] [Withdrawn March 1989, by SAS No. 62. (See section 623.)]

9. Auditors' Special Reports on Property and Liability Insurance
Companies' Loss Reserves

.40 Question—The instructions to the statutory annual statement to be
filed by property and liability insurance companies with state regulatory
agencies include the following:
If a company is required by its domiciliary commissioner, there is to be
submitted to the commissioner as an addendum to the Annual Statement by
April 1 of the subsequent year a statement of a qualified loss reserve specialist
setting forth his or her opinion relating to loss and loss adjustment expense
reserves.

The term “qualified loss reserve specialist” includes an independent auditor
who has competency in loss reserve evaluation.

.41 If an independent auditor who has made an audit of the insurance
company’s financial statements in accordance with generally accepted auditing
standards is engaged to express a separate opinion on the company’s loss and
loss adjustment expense reserves for the purpose of compliance with the above
instruction, what form of report should be used by the independent auditor?
.42 Interpretation—Section 623.11 through .18 provides guidance on
auditors’ reports expressing an opinion on one or more specified elements,
accounts, or items of a financial statement. Following are illustrations of the
auditor’s report expressing an opinion on a company’s loss and loss adjustment
expense reserves and the schedule of liabilities for losses and loss adjustment
expenses that would accompany the report.5
Illustrative report
Board of Directors

X Insurance Company
We are members of the American Institute of Certified Public Accountants
(AICPA) and are the independent public accountants of X Insurance Company.
We acknowledge our responsibility under the AICPA’s Code of Professional
Conduct to undertake only those engagements which we can complete with
professional competence.

We have audited the financial statements prepared in conformity with
accounting principles generally accepted in the United States of America [or
prepared in conformity with accounting practices prescribed or permitted by the
5 If a significant period of time has elapsed between the date of the report on the financial
statements and the date he is reporting on the loss and loss adjustment expense reserves, the auditor
may wish to include the following paragraph after the opinion paragraph: Because we have not
audited any financial statements of X Insurance Company as of any date or for any period subsequent
to December 31, 20X0, we have no knowledge of the effects, if any, on the liability for unpaid losses
and unpaid loss adjustment expenses of events that may have occurred subsequent to the date of our
audit.
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Insurance Department of the State of......... ] of X Insurance Company as of
December 31, 20X0, and have issued our report thereon dated March 1, 19X1.
In the course of our audit, we have audited the estimated liabilities for unpaid
losses and unpaid loss adjustment expenses of X Insurance Company as of
December 31, 20X0, as set forth in the accompanying schedule including
consideration of the assumptions and methods relating to the estimation of such
liabilities.
In our opinion, the accompanying schedule presents fairly, in all material
respects, the estimated unpaid losses and unpaid loss adjustment expenses of
X Insurance Company that could be reasonably estimated at December 31,
20X0, in conformity with accounting practices prescribed or permitted by the
Insurance Department of the State of.......... on a basis consistent with that of
the preceding year.
This report is intended solely for the information and use of the board of
directors and management of X Insurance Company and [the state regulatory
agencies to whose jurisdiction the entity is subject] and is not intended to be and
should not be used by anyone other than these specified parties.

Signature
Date

X Insurance Company

Schedule of Liabilities for Losses
and Loss Adjustment Expenses

December 31,19X0
Liability for losses
Liability for loss adjustment expenses
Total

$xx,xxx,xxx
x,xxx,xxx
$xx,xxx,xxx

Note 1—Basis ofpresentation
The above schedule has been prepared in conformity with accounting
practices prescribed or permitted by the Insurance Department of the State of
........... (Significant differences between statutory practices and generally
accepted accounting principles for the calculation of the above amounts should
be described but the monetary effect of any such differences need not be stated.)

Losses and loss adjustment expenses are provided for when incurred in
accordance with the applicable requirements of the insurance laws [and/or
regulations] of the State of........... Such provisions include (1) individual case
estimates for reported losses, (2) estimates received from other insurers with
respect to reinsurance assumed, (3) estimates for unreported losses based on
past experience modified for current trends, and (4) estimates of expenses for
investigating and settling claims.

Note 2—Reinsurance
The Company reinsures certain portions of its liability insurance coverages
to limit the amount of loss on individual claims and purchases catastrophe
insurance to protect against aggregate single occurrence losses. Certain por
tions of property insurance are reinsured on a quota share basis.
The liability for losses and the liability for loss adjustment expenses were
reduced by $xxx,xxx and $xxx,xxx, respectively, for reinsurance ceded to other
companies.
Contingent liability exists with respect to reinsurance which would become
an actual liability in the event the reinsuring companies, or any of them, might
be unable to meet their obligations to the Company under existing reinsurance
agreements.
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.43 Question—The instructions to the statutory annual statement also
include the following:
If there has been any material change in the assumptions and/or methods
from those previously employed, that change should be described in the
statement of opinion by inserting a phrase such as:
A material change in assumptions (and/or methods) was made during
the past year, but such change accords with accepted loss reserving
standards.

A brief description of the change should follow.
.44 In what circumstances is it appropriate for the independent auditor
to modify his special report on loss and loss adjustment expense reserves for
material changes in assumptions and/or methods?

.45 Interpretation—Section 420.06 states that changes in accounting
principles and methods of applying them affect consistency and require the
addition of an explanatory paragraph (following the opinion paragraph) in the
auditor’s report on the audited financial statements. Section 623.16 states
that, if applicable, any departures from the auditor’s standard report on the
related financial statements should be indicated in the special report on an
element, account, or item of a financial statement.
.46 Section 420.16 states that a change in accounting estimate is not a
change affecting consistency requiring recognition in the auditor’s report.
However, such changes in estimates that are disclosed in the financial state
ments on which the auditor has reported should also be disclosed in the notes
to the schedule of liabilities for unpaid losses and unpaid loss adjustment
expenses accompanying the auditor’s special report. (See APB Opinion No. 20,
Accounting Changes, paragraph 33 [AC section A06.132].)

[Issue Date: May, 1981; Revised: February, 1999; Revised: October, 2000.]
10. Reports on the Financial Statements Included in Internal Revenue
Form 990, "Return of Organizations Exempt From Income Tax"

.47 Question—Internal Revenue Form 990, “Return of Organizations Ex
empt from Income Tax,” may be used as a uniform annual report by charitable
organizations in some states for reporting to both state and federal govern
ments. Many states require an auditor’s opinion on whether the financial
statements included in the report6 are presented fairly in conformity with
generally accepted accounting principles. Ordinarily, financial statements in
cluded in a Form 990 used by a charitable organization as a uniform annual
report may be expected to contain certain material departures from the ac
counting principles in the AICPA Audit and Accounting Guides Health Care
Organizations and Not-for-Profit Organizations.

.48 In most states the report is used primarily to satisfy statutory re
quirements, but regulatory authorities make the financial statements and the
accompanying auditor’s report a matter of public record. In some situations,
however, there may be public distribution of the report. What should be the
form of the auditor’s report in each of the above situations?
.49 Interpretation—In both situations, the auditor should first consider
whether the financial statements (including appropriate notes to financial
6 As used in this interpretation, the report refers to a Form 990 report by a charitable organiza
tion in a filing with a government agency.
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statements) are in conformity with generally accepted accounting principles. If
they are, the auditor can express an unqualified opinion.
.50 If the financial statements are not in conformity with generally ac
cepted accounting principles, the auditor should consider the distribution of
the report to determine whether it is appropriate to issue a special report (as
illustrated in section 623, Special Reports, paragraph .08, for reporting on
financial statements prepared in accordance with the requirements or finan
cial reporting provisions of a government regulatory agency).

.51 Section 623 permits this type of special report only if the financial
statements and report are intended solely for use by those within the entity
and one or more regulatory agencies to whose jurisdiction the entity is subject.
However, section 623 makes this form of reporting appropriate, even though
by law or regulation the accountant’s report may be made a matter of public
record.7
.52 The following example illustrates a report expressing an opinion on
such special purpose financial statements:
Independent Auditor’s Report
We have audited the balance sheet (Part IV) of XYZ Charity as of December
31, 20XX, and the related statement of revenue, expenses and changes in net
assets (Part I) and statement of functional expenses (Part II) for the year then
ended included in the accompanying Internal Revenue Service Form 990. These
financial statements are the responsibility of Charity’s management. Our
responsibility is to express an opinion on these financial statements based on
our audit.
We conducted our audit in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our
audit provides a reasonable basis for our opinion.
As described in Note X, these financial statements were prepared in con
formity with the accounting practices prescribed by the Internal Revenue
Service and the Office of the State of..... , which is a comprehensive basis of
accounting other than generally accepted accounting principles.

In our opinion, the financial statements referred to above present fairly, in
all material respects, the assets, liabilities and fund balances of XYZ Charity
as of December 31, 19XX and its revenue and expenses and changes in fund
balances for the year then ended on the basis of accounting described in Note
X.[8]
7 Public record, for purposes of auditors’ reports in states with filing requirements for exempt
organizations, includes circumstances in which specific requests must be made by the public to obtain
access to or copies of the report, notwithstanding the fact that some states may advertise or require
the exempt organization to advertise the availability of Form 990. In contrast, public distribution, for
purposes of auditors’ reports in state filings on various Forms 990 dealing with exempt organizations,
includes circumstances in which the regulatory agency or the exempt organization, either because of
regulatory requirements or voluntarily, distributes copies of Form 990 to contributors or others
without receiving a specific request for such distribution.
[8] [Footnote deleted.]
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Our audit was made for the purpose of forming an opinion on the above
financial statements taken as a whole. The accompanying information on pages
..... to...... is presented for purposes of additional analysis and is not a required
part of the above financial statements. Such information, except for that portion
marked “unaudited,” on which we express no opinion, has been subjected to the
auditing procedures applied in the audit of the above financial statements; and,
in our opinion, the information is fairly stated in all material respects in
relation to the financial statements taken as a whole.
This report is intended solely for the information and use of the board of
directors and management of XYZ Charity, the Internal Revenue Service, and
the Office of the State of......and is not intended to be and should not be used
by anyone other than these specified parties.

[Signature]

[Date]

.53 If there is public distribution9 of the report, because the law requires
it or otherwise (copies of Form 990 are distributed to contributors or others
without receiving a specific request for such distribution) and the financial
statements included in it are not in conformity with generally accepted ac
counting principles, a special report (as illustrated in section 623.08) is not
appropriate. In such cases, the auditor should express a qualified or adverse
opinion and disclose the effects on the financial statements of the departures
from generally accepted accounting principles if the effects are reasonably
determinable. If the effects are not reasonably determinable, the report should
so state.

[.54] [Paragraph deleted to reflect conforming changes necessary due to
the issuance of Statement on Auditing Standards No. 87.]

[Issue Date: December, 1991; Revised: February, 1997; Revised: February,
1999; Revised: October 2000.]
11. Reporting on Current-Value Financial Statements That Supplement
Historical-Cost Financial Statements in Presentations of Real Estate
Entities

.55 Question—A real estate entity presents current-value financial state
ments10 to supplement historical-cost financial statements. May an auditor
accept an engagement to report on current-value financial statements that
supplement historical-cost financial statements, and if so, how should the
auditor report?
.56 Interpretation—An auditor may accept an engagement to report on
current-value financial statements that supplement historical-cost financial
9 Auditors should consider whether there is a public distribution requirement by reference to the
relevant state law. However, at this time (April 1982), most state laws do not contain a public
distribution requirement and a special report is ordinarily appropriate. For example, the laws of New
York, New Jersey and Connecticut do not presently require public distribution as defined by this
interpretation.
10 Generally accepted accounting principles require the use of current-value accounting for
financial statements of certain types of entities (for example, investment companies, employee
benefit plans, personal financial statements, and mutual and common trust funds). This interpreta
tion does not apply to reports on current-value financial statements of such entities. The auditor
engaged to report on current-value financial statements of such entities should follow the guidance in
section 508, Reports on Audited Financial Statements, and the applicable industry audit guide.
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statements of a real estate entity only if the auditor believes the following two
conditions exist—

•

the measurement and disclosure criteria used to prepare the currentvalue financial statements are reasonable, and

•

competent persons using the measurement and disclosure criteria
would ordinarily obtain materially similar measurements or disclo
sures.

.57 If these conditions are satisfied, an auditor may report on such
current-value financial statements in a manner similar to that discussed in
section 623, Special Reports, paragraph .29. However, because the currentvalue financial statements only supplement the historical-cost financial state
ments and are not presented as a stand-alone presentation, it is not necessary
to restrict the use of the auditor’s report on the presentation as required by that
paragraph.
.58 The following is an example of a report an auditor might issue when
reporting on current-value financial statements that supplement historicalcost financial statements of a real estate entity:

Independent Auditor’s Report
We have audited the accompanying historical-cost balance sheets of X
Company as of December 31, 20X3 and 20X2, and the related historical-cost
statements of income, shareholders’ equity and cash flows for each of the three
years in the period ended December 31, 20X3. We also have audited the
supplemental current-value balance sheets of X Company as of December 31,
20X3 and 20X2, and the related supplemental current-value statements of
income and shareholders’ equity for each of the three years in the period ended
December 31, 20X3. These financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.
In our opinion, the historical-cost financial statements referred to above
present fairly, in all material respects, the financial position of X Company as
of December 31, 20X3 and 20X2, and the results of its operations and its cash
flows for each of the three years in the period ended December 31, 20X3, in
conformity with accounting principles generally accepted in the United States
of America.
As described in Note 1, the supplemental current-value financial statements
have been prepared by management to present relevant financial information
that is not provided by the historical-cost financial statements and are not
intended to be a presentation in conformity with generally accepted accounting
principles. In addition, the supplemental current-value financial statements
do not purport to present the net realizable, liquidation, or market value of the
Company as a whole. Furthermore, amounts ultimately realized by the Com
pany from the disposal of properties may vary significantly from the current
values presented.
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In our opinion, the supplemental current-value financial statements re
ferred to above present fairly, in all material respects, the information set forth
in them on the basis of accounting described in Note 1.

[Signature]
[Date]

.59 The auditor should also consider the adequacy of disclosures relating
to the current value financial statements. Such disclosures should describe the
accounting policies applied and such matters as the basis of presentation,
nature of the reporting entity’s properties, status of construction-in-process,
valuation bases used for each classification of assets and liabilities, and sources
of valuation. These matters should, be disclosed in the notes in a sufficiently
clear and comprehensive manner that enables a knowledgeable reader to
understand the current-value financial statements.

[Issue Date: July, 1990; Revised: February, 1999; Revised: October, 2000.]
12. Evaluation of the Appropriateness of Informative Disclosures in
Insurance Enterprises' Financial Statements Prepared on a
Statutory Basis
.60 Question—Insurance enterprises issue financial statements prepared
in accordance with accounting practices prescribed or permitted by insurance
regulators (a “statutory basis”) in addition to, or instead of, financial state
ments prepared in accordance with generally accepted accounting principles
(GAAP). Effective January 1, 2001, most states are expected to adopt a com
prehensively updated Accounting Practices and Procedures Manual, as revised
by the National Association of Insurance Commissioners’ (NAIC’s) Codification
project. The updated Accounting Practices and Procedures Manual, along with
any subsequent revisions, is referred to as the revised Manual. The revised
Manual contains extensive disclosure requirements. As a result, after a state
adopts the revised Manual, its statutory basis of accounting will include
informative disclosures appropriate for that basis of accounting. The NAIC
Annual Statement Instructions prescribe the financial statements to be in
cluded in the annual audited financial report. Some states may not adopt the
revised Manual or may adopt it with significant departures. How should
auditors evaluate whether informative disclosures in financial statements
prepared on a statutory basis are appropriate?11 [As amended, effective for
annual financial statements for fiscal years ending on or after December 15,
2001, and complete sets of interim financial statements for periods beginning
on or after that date and audits of those financial statements, by Statement of
Position 01-5.]

.61 Interpretation—Financial statements prepared on a statutory basis
are financial statements prepared on a comprehensive basis of accounting
other than GAAP according to section 623, Special Reports, paragraph .04).
Section 623.09 states that “When reporting on financial statements prepared
on a comprehensive basis of accounting other than generally accepted account
ing principles, the auditor should consider whether the financial statements
11 It is possible for one of three different situations to occur: The state adopted the revised
Manual without significant departures, adopted the revised Manual with significant departures, or
has not yet adopted the revised Manual. [Footnote added, effective for annual financial statements
for fiscal years ending on or after December 15, 2001, and complete sets of interim financial
statements for periods beginning on or after that date and audits of those financial statements, by
Statement of Position 01-5.]
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(including the accompanying notes) include all informative disclosures that are
appropriate for the basis of accounting used. The auditor should apply essen
tially the same criteria to financial statements prepared on an other compre
hensive basis of accounting as those applied to financial statements prepared
in conformity with generally accepted accounting principles. Therefore, the
auditor’s opinion should be based on his or her judgment regarding whether
the financial statements, including the related notes, are informative of mat
ters that may affect their use, understanding, and interpretation as discussed
in section 411, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles, paragraph .04.” [Title of section 411 amended,
effective for reports issued or reissued on or after June 30, 2001, by Statement
on Auditing Standards No. 93. As amended, effective for annual financial
statements for fiscal years ending on or after December 15, 2001, and complete
sets of interim financial statements for periods beginning on or after that date
and audits of those financial statements, by Statement of Position 01-5.]

.62 Section 623.02 states that generally accepted auditing standards
apply when an auditor conducts an audit of and reports on financial statements
prepared on an other comprehensive basis of accounting. Thus, in accordance
with the third standard of reporting, “informative disclosures in the financial
statements are to be regarded as reasonably adequate unless otherwise stated
in the report.”

.63 Question—What types of items or matters should auditors consider in
evaluating whether informative disclosures are reasonably adequate?
.64 Interpretation—Section 623.09 and .10 indicates that financial state
ments prepared on a comprehensive basis of accounting other than GAAP
should include all informative disclosures that are appropriate for the basis of
accounting used. That includes a summary of significant accounting policies
that discusses the basis of presentation and describes how that basis differs
from GAAP. Section 623.10 also states that when “the financial statements
[prepared on an other comprehensive basis of accounting] contain items that
are the same as, or similar to, those in financial statements prepared in
conformity with generally accepted accounting principles, similar informative
disclosures are appropriate.” [As amended, effective for annual financial state
ments for fiscal years ending on or after December 15, 2001, and complete sets
of interim financial statements for periods beginning on or after that date and
audits of those financial statements, by Statement of Position 01-5.]

[.65-.66] [Paragraphs deleted by the issuance of Statement of Position
01-5, December 2001.]

.67 Question—How does the auditor evaluate whether “similar informa
tive disclosures” are appropriate for—
a.

Items and transactions that are accounted for essentially the same
or in a similar manner under a statutory basis as under GAAP?

b.

Items and transactions that are accounted for differently under a
statutory basis than under GAAP?

c.

Items and transactions that are accounted for differently under
requirements of the state of domicile than under the revised Manual?

[As amended, effective for annual financial statements for fiscal years ending
on or after December 15, 2001, and complete sets of interim financial state
ments for periods beginning on or after that date and audits of those financial
statements, by Statement of Position 01-5.]
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.68 Interpretation—Disclosures in statutory basis financial statements
for items and transactions that are accounted for essentially the same or in a
similar manner under the statutory basis as under GAAP should be the same
as, or similar to, the disclosures required by GAAP unless the revised Manual
specifically states the NAIC Codification rejected the GAAP disclosures. Dis
closures should also include those required by the revised Manual. [As
amended, effective for annual financial statements for fiscal years ending on
or after December 15, 2001, and complete sets of interim financial statements
for periods beginning on or after that date and audits of those financial
statements, by Statement of Position 01-5.]

[.69] [Paragraph deleted by the issuance of Statement of Position 01-5,
December 2001.]

.70 Disclosures in statutory basis financial statements for items or trans
actions that are accounted for differently under the statutory basis than under
GAAP, but in accordance with the revised Manual, should be the disclosures
required by the revised Manual. [As amended, effective for annual financial
statements for fiscal years ending on or after December 15,2001, and complete
sets of interim financial statements for periods beginning on or after that date
and audits of those financial statements, by Statement of Position 01-5.]
.71 If the accounting required by the state of domicile for an item or
transaction differs from the accounting set forth in the revised Manual for that
item or transaction, but it is in accordance with GAAP or superseded GAAP,
the disclosures in statutory basis financial statements for that item or trans
action should be the applicable GAAP disclosures for the GAAP or superseded
GAAP. If the accounting required by the state of domicile for an item or
transaction differs from the accounting set forth in the revised Manual, GAAP
or superseded GAAP, sufficient relevant disclosures should be made. [As
amended, effective for annual financial statements for fiscal years ending on
or after December 15, 2001, and complete sets of interim financial statements
for periods beginning on or after that date and audits of those financial
statements, by Statement of Position 01-5.]

[.72-.76] [Paragraphs deleted by the issuance of Statement of Position
01-5, December 2001.]
.77 When evaluating the adequacy of disclosures, the auditor should also
consider disclosures related to matters that are not specifically identified on
the face of the financial statements, such as (a) related party transactions, (b)
restrictions on assets and owners’ equity, (c) subsequent events, and (d)
uncertainties. Other matters should be disclosed if such disclosures are neces
sary to keep the financial statements from being misleading.

[.78-.79] [Paragraphs deleted to reflect conforming changes necessary
due to the issuance of FASB Statement No. 120, Accounting and Reporting by
Mutual Life Insurance Enterprises and by Insurance Enterprises for Certain
Long-Duration Participating Contracts, and FASB Interpretation No. 40, Ap
plicability of Generally Accepted Accounting Principles to Mutual Life Insur
ance and Other Enterprises.]
.80 Question—There may also be instances in which state requirements
have not been revised to reflect a new GAAP disclosure requirement. What are
the disclosure requirements in those situations? [Paragraph added, effective
for annual financial statements for fiscal years ending on or after December 15,
2001, and complete sets of interim financial statements for periods beginning
on or after that date and audits of those financial statements, by Statement of
Position 01-5.]
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.81 Interpretation,—Until state requirements are determined, the statu
tory basis financial statements should include disclosures required by new
GAAP requirements that are relevant and significant to the statutory basis of
accounting, pending acceptance or rejection for inclusion in the revised Man
ual. [Paragraph added, effective for annual financial statements for fiscal
years ending on or after December 15, 2001, and complete sets of interim
financial statements for periods beginning on or after that date and audits of
those financial statements, by Statement of Position 01-5.]
[Issue Date: December, 1991; Revised: February, 1997;
Amended: December, 2001.]

13. Reporting on a Special-Purpose Financial Statement That Results in
an Incomplete Presentation But Is Otherwise in Conformity With
Generally Accepted Accounting Principles
.82 Question—An auditor may be requested to report on a special-purpose
financial statement that results in an incomplete presentation but otherwise
is in conformity with generally accepted accounting principles. For example,
an entity wishing to sell a division or product line may prepare an offering
memorandum that includes a special-purpose financial statement that pre
sents certain assets and liabilities, revenues and expenses relating to the
division or product line being sold. Section 623, Special Reports, paragraph .22
states that the auditor may report on a special-purpose financial statement
prepared to comply with a contractual agreement. Does an offering memoran
dum (not including a filing with a regulatory agency) constitute a contractual
agreement for purposes of issuing an auditor’s report under this section?
[Paragraph renumbered by the issuance of Statement of Position 01-5, Decem
ber 2001.]

.83 Interpretation—No. An offering memorandum generally is a docu
ment providing information as the basis for negotiating an offer to sell certain
assets or businesses or to raise funds. Normally, parties to an agreement or
other specified parties for whom the special-purpose financial presentation is
intended have not been identified. Accordingly, the auditor should follow the
reporting guidance in section 508, Reports on Audited Financial Statements,
paragraphs .35-44 and .58-.60. [Paragraph renumbered by the issuance of
Statement of Position 01-5, December 2001.]
.84 Question—Does an agreement between a client and one or more third
parties other than the auditor to prepare financial statements using a specialpurpose presentation constitute a contractual agreement for purposes of issu
ing an auditor’s report under this section? [Paragraph renumbered by the
issuance of Statement of Position 01-5, December 2001.]
.85 Interpretation—Yes. In such cases, the auditor should follow the
guidance in section 623.22-.26, and use of the auditor’s report should be
restricted to those within the entity, to the parties to the contract or agreement
or to those with whom the entity is negotiating directly.

.86 If there is no such agreement, the auditor should follow the guidance
in section 508.35—.44 and .58-.60. [Paragraph renumbered by the issuance of
Statement of Position 01-5, December 2001.]

[.87-.89] [Paragraphs deleted to reflect conforming changes necessary
due to the issuance of Statement on Auditing Standards No. 87. Paragraphs
renumbered by the issuance of Statement of Position 01-5, December 2001.]
[Issue Date: May, 1995; Revised: February, 1999.]
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14. Evaluating the Adequacy of Disclosure in Financial Statements
Prepared on the Cash, Modified Cash, or Income Tax Basis of
Accounting

.90 Question—Section 623, Special Reports, paragraph .10, requires that
financial statements prepared on a comprehensive basis of accounting other
than generally accepted accounting principles (GAAP) include a summary of
significant accounting policies that discusses the basis of presentation and
describes how that basis differs from GAAP. It also states that when such
financial statements contain items that are the same as, or similar to, those in
statements prepared in conformity with GAAP, “similar informative disclo
sures are appropriate.” To illustrate how to apply that statement, section
623.10 says that the disclosures for depreciation, long-term debt, and owners’
equity should be “comparable to” those in financial statements prepared in
conformity with GAAP. That paragraph then states that the auditor “should
also consider” the need for disclosure of matters that are not specifically
identified on the face of the statements, such as (a) related party transactions,
(b) restrictions on assets and owners’ equity, (c) subsequent events, and (d)
uncertainties. How should the guidance in section 623.10 be applied in evalu
ating the adequacy of disclosure in financial statements prepared on the cash,
modified cash, or income tax basis of accounting? [Paragraph renumbered by
the issuance of Statement of Position 01-5, December 2001.]
.91 Interpretation—The discussion of the basis of presentation may be
brief; for example: “The accompanying financial statements present financial
results on the accrual basis of accounting used for federal income tax report
ing.” Only the primary differences from GAAP need to be described. To illus
trate, assume that several items are accounted for differently than they would
be under GAAP, but that only the differences in depreciation calculations are
significant. In that situation, a brief description of the depreciation differences
is all that would be necessary, and the remaining differences need not be
described. Quantifying differences is not required. [Paragraph renumbered by
the issuance of Statement of Position 01-5, December 2001.]

.92 If cash, modified cash, or income tax basis financial statements con
tain elements, accounts, or items for which GAAP would require disclosure, the
statements should either provide the relevant disclosure that would be re
quired for those items in a GAAP presentation or provide information that
communicates the substance of that disclosure. That may result in substituting
qualitative information for some of the quantitative information required for
GAAP presentations. For example, disclosing the repayment terms of signifi
cant long-term borrowings may sufficiently communicate information about
future principal reduction without providing the summary of principal reduc
tion during each of the next five years that would be required for a GAAP
presentation. Similarly, disclosing estimated percentages of revenues, rather
than amounts that GAAP presentations would require, may sufficiently convey
the significance of sales or leasing to related parties. GAAP disclosure require
ments that are not relevant to the measurement of the element, account, or
item need not be considered. To illustrate:
a.

The fair value information that FASB Statement No. 115, Ac
counting for Certain Investments in Debt and Equity Securities
[AC section I80], would require disclosing for debt and equity secu
rities reported in GAAP presentations would not be relevant when
the basis of presentation does not adjust the cost of such securities
to their fair value.
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The information based on actuarial calculations that FASB State
ment No. 87, Employers’ Accounting for Pensions [AC section P16],
would require disclosing for contributions to defined benefit plans
reported in GAAP presentations would not be relevant in income tax
or cash basis financial statements.

[Paragraph renumbered by the issuance of Statement of Position 01-5, Decem
ber 2001.]
.93 If GAAP sets forth requirements that apply to the presentation of
financial statements, then cash, modified cash, and income tax basis state
ments should either comply with those requirements or provide information
that communicates the substance of those requirements. The substance of GAAP
presentation requirements may be communicated using qualitative informa
tion and without modifying the financial statement format. For example:

a.

Information about the effects of accounting changes, discontinued
operations, and extraordinary items could be disclosed in a note to
the financial statements without following the GAAP presentation
requirements in the statement of results of operations, using those
terms, or disclosing net-of-tax effects.

b.

Instead of showing expenses by their functional classifications, the
income tax basis statement of activities of a trade organization could
present expenses according to their natural classifications, and a
note to the statement could use estimated percentages to communi
cate information about expenses incurred by the major program and
supporting services. A voluntary health and welfare organization
could take such an approach instead of presenting the matrix of
natural and functional expense classifications that would be required
for a GAAP presentation, or, if information has been gathered for the
Form 990 matrix required for such organizations, it could be pre
sented either in the form of a separate statement or in a note to the
financial statements.

c.

Instead of showing the amounts of, and changes in, the unrestricted
and temporarily and permanently restricted classes of net assets,
which would be required for a GAAP presentation, the income tax
basis statement of financial position of a voluntary health and
welfare organization could report total net assets or fund balances,
the related statement of activities could report changes in those
totals, and a note to the financial statements could provide informa
tion, using estimated or actual amounts or percentages, about the
restrictions on those amounts and on any deferred restricted
amounts, describe the major restrictions, and provide information
about significant changes in restricted amounts.

[Paragraph renumbered by the issuance of Statement of Position 01-5, Decem
ber 2001.]
.94 Presentations using the cash basis of accounting, the modified cash
basis, or the cash basis used for income tax reporting often include a presenta
tion consisting entirely or mainly of cash receipts and disbursements. Such
presentations need not conform with the requirements for a statement of cash
flows that would be included in a GAAP presentation. While a statement of
cash flows is not required in presentations using the cash, modified cash, or
income tax basis of accounting, if a presentation of cash receipts and disburse
ments is presented in a format similar to a statement of cash flows or if the
entity chooses to present such a statement, for example in a presentation on
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the accrual basis of accounting used for federal income tax reporting, the
statement should either conform to the requirements for a GAAP presentation
or communicate their substance. As an example, the statement of cash flows
might disclose noncash acquisitions through captions on its face. [Paragraph
renumbered by the issuance of Statement of Position 01-5, December 2001.]

.95 If GAAP would require disclosure of other matters, the auditor should
consider the need for that same disclosure or disclosure that communicates the
substance of those requirements. Some examples are contingent liabilities,
going concern considerations, and significant risks and uncertainties. How
ever, the disclosures need not include information that is not relevant to the
basis of accounting. To illustrate, the general information about the use of
estimates that is required to be disclosed in GAAP presentations by Statement
of Position 94-6, Disclosure of Certain Significant Risks and Uncertainties,
would not be relevant in a presentation that has no estimates, such as one
based on cash receipts and disbursements. [Paragraph renumbered by the
issuance of Statement of Position 01-5, December 2001.]

[Issue Date: January, 1998.]
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Reports on the Application of
Accounting Principles
Source: SAS No. 50; SAS No. 97.
Issue date, unless otherwise indicated: July, 1986.

Introduction
.01 There may be differing interpretations as to whether and, if so, how
existing accounting principles apply to new transactions and financial prod
ucts.1 Management and others often consult with accountants on the applica
tion of accounting principles to those transactions and products, or to increase
their knowledge of specific financial reporting issues.[1 2] Such consultations
often provide relevant information and insights not otherwise available. [As
amended, effective for written reports issued or oral advice provided on or after
June 30, 2002, by Statement on Auditing Standards No. 97.]

.02 For purposes of this section, reporting accountant refers to an ac
countant in public practice3 who prepares a written report4 or provides oral
advice on the application of accounting principles to specified transactions
involving facts and circumstances of a specific entity, or the type of opinion that
may be rendered on a specific entity’s financial statements. Continuing ac
countant refers to an accountant who has been engaged to report on the
financial statements of a specific entity.5 [Paragraph added, effective for
written reports issued or oral advice provided on or after June 30, 2002, by
Statement on Auditing Standards No. 97.]
.03 This section provides guidance that a reporting accountant, either in
connection with a proposal to obtain a new client or otherwise, should apply
when preparing a written report on—

a.

The application of accounting principles to specified transactions,
either completed or proposed, involving facts and circumstances of a
specific entity (“specific transactions”).

1 Accounting principles include generally accepted accounting principles and other comprehen
sive bases of accounting. See section 623, Special Reports, paragraph .04 for a description of other
comprehensive bases of accounting.

[2] [Footnote deleted by the issuance of Statement on Auditing Standards No. 97, June 2002.]

3 See ET section 92.25 of the AICPA Code of Professional Conduct for a definition of “practice of
public accounting.”
4 Written report, for purposes of this section, includes any written communication that expresses
a conclusion on the appropriate accounting principle(s) to be applied or the type of opinion that may
be rendered on an entity’s financial statements. [Footnote added, effective for written reports issued
or oral advice provided on or after June 30, 2002, by Statement on Auditing Standards No. 97.]
5 An accountant engaged by the entity to perform services other than reporting on the entity’s
financial statements is not considered to be a continuing accountant. [Footnote added, effective for
written reports issued or oral advice provided on or after June 30, 2002, by Statement on Auditing
Standards No. 97.]
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b.

The type of opinion that may be rendered on a specific entity’s
financial statements.

This section also applies to oral advice that the reporting accountant concludes
is intended to be used by a principal to the transaction as an important factor
considered in reaching a decision on the application of accounting principles to
a specific transaction, or the type of opinion that may be rendered on a specific
entity’s financial statements. [Paragraph renumbered and amended, effective
for written reports issued or oral advice provided on or after June 30, 2002, by
Statement on Auditing Standards No. 97.]
.04 Because of the nature of a transaction not involving facts or circum
stances of a specific entity (“hypothetical transaction”), a reporting accountant
cannot know, for example, whether the continuing accountant has reached a
different conclusion on the application of accounting principles for the same or
a similar transaction, or how the specific entity has accounted for similar
transactions in the past. Therefore an accountant should not undertake an
engagement to provide a written report on the application of accounting
principles to a hypothetical transaction. [Paragraph added, effective for writ
ten reports issued or oral advice provided on or after June 30, 2002, by
Statement on Auditing Standards No. 97.]
.05 This section does not apply to a continuing accountant with respect to
the specific entity whose financial statements he or she has been engaged to
report on, to engagements either to assist in litigation involving accounting
matters or to provide expert testimony in connection with such litigation, or to
professional advice provided to another accountant in public practice. [Para
graph renumbered and amended, effective for written reports issued or oral
advice provided on or after June 30,2002, by Statement on Auditing Standards
No. 97.]

.06 This section also does not apply to communications such as position
papers prepared by an accountant for the purpose of presenting views on an
issue involving the application of accounting principles or the type of opinion
that may be rendered. Position papers include newsletters, articles, speeches
and texts thereof, lectures and other forms of public presentations, and letters
for the public record to professional and governmental standard-setting bodies.
However, if communications of the type discussed in this paragraph are
intended to provide guidance on the application of accounting principles to a
specific transaction, or on the type of opinion that may be rendered on a specific
entity’s financial statements, the provisions of this section should be followed.
[Paragraph renumbered and amended, effective for written reports issued or
oral advice provided on or after June 30, 2002, by Statement on Auditing
Standards No. 97.]

Performance Standards
.07 The reporting accountant should exercise due professional care in
performing the engagement and should have adequate technical training and
proficiency. The reporting accountant should also plan the engagement ade
quately, supervise the work of assistants, if any, and accumulate sufficient
information to provide a reasonable basis for the professional judgment de
scribed in the report. The reporting accountant should consider the circum
stances under which the written report or oral advice is requested, the purpose
of the request, and the intended use of the written report or oral advice.
[Paragraph renumbered and amended, effective for written reports issued or
oral advice provided on or after June 30, 2002, by Statement on Auditing
Standards No. 97.]
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.08 To aid in forming a judgment, the reporting accountant should per
form the following procedures: (a) obtain an understanding of the form and
substance of the transaction(s); (b) review applicable generally accepted ac
counting principles (see section 411, The Meaning of Present Fairly in Con
formity With Generally Accepted Accounting Principles); (c) if appropriate,
consult with other professionals or experts; and (d) if appropriate, perform
research or other procedures to ascertain and consider the existence of credit
able precedents or analogies. [Paragraph renumbered by the issuance of State
ment on Auditing Standards No. 97, June 2002.]
.09 When evaluating accounting principles that relate to a specific trans
action or determining the type of opinion that may be rendered on a specific
entity’s financial statements, the reporting accountant should consult with the
continuing accountant of the entity to ascertain all the available facts relevant
to forming a professional judgment. The continuing accountant may provide
information not otherwise available to the reporting accountant regarding, for
example, the following: the form and substance of the transaction; how man
agement has applied accounting principles to similar transactions; whether
the method of accounting recommended by the continuing accountant is dis
puted by management; or whether the continuing accountant has reached a
different conclusion on the application of accounting principles or the type of
opinion that may be rendered on the entity’s financial statements. The report
ing accountant should explain to the entity’s management the need to consult
with the continuing accountant, request permission to do so, and request the
entity’s management to authorize the continuing accountant to respond fully
to the reporting accountant’s inquiries. The responsibilities of an entity’s
continuing accountant to respond to inquiries by the reporting accountant are
the same as the responsibilities of a predecessor auditor to respond to inquiries
by a successor auditor. See section 315, Communications Between Predecessor
and Successor Auditors, paragraph .10. [Paragraph renumbered and amended,
effective for written reports issued or oral advice provided on or after June 30,
2002, by Statement on Auditing Standards No. 97.]

Reporting Standards
.10 The accountant’s written report should be addressed to the requesting
entity (for example, management or the board of directors of the entity), and
should ordinarily include the following:6

a.

A brief description of the nature of the engagement and a statement
that the engagement was performed in accordance with applicable
AICPA standards.

b.

Identification of the specific entity, a description of the transac
tion(s), a statement of the relevant facts, circumstances, and assump
tions, and a statement about the source of the information.

c.

A statement describing the appropriate accounting principle(s) (in
cluding the country of origin) to be applied or type of opinion that
may be rendered on the entity’s financial statements, and, if appro
priate, a description of the reasons for the reporting accountant’s
conclusion.

6 Although the reporting standards in this section apply only to written reports, accountants
may find this guidance useful in providing oral advice. [Footnote renumbered and amended, effective
for written reports issued or oral advice provided on or after June 30,2002, by Statement on Auditing
Standards No. 97.]
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d.

A statement that the responsibility for the proper accounting treat
ment rests with the preparers of the financial statements, who
should consult with their continuing accountant.

e.

A statement that any difference in the facts, circumstances, or
assumptions presented may change the report.

f.

A separate paragraph at the end of the report that includes the
following elements:7
•

A statement indicating that the report is intended solely for the
information and use of the specified parties;

•

An identification of the specified parties to whom use is re
stricted; and

•

A statement that the report is not intended to be and should not
be used by anyone other than the specified parties.

[Paragraph renumbered and amended, effective for written reports issued or
oral advice provided on or after June 30, 2002, by Statement on Auditing
Standards No. 97.]

.11 The following is an illustration of sections of the report described in
paragraph .10.
Introduction
We have been engaged to report on the appropriate application of accounting
principles generally accepted in [country of origin of such principles] to the
specific transaction described below. This report is being issued to ABC Com
pany for assistance in evaluating accounting principles for the described specific
transaction. Our engagement has been conducted in accordance with standards
established by the American Institute of Certified Public Accountants.
Description of Transaction

The facts, circumstances, and assumptions relevant to the specific transaction
as provided to us by the management of ABC Company are as follows:
Appropriate Accounting Principles

[Text discussing generally accepted accounting principles]
Concluding Comments

The ultimate responsibility for the decision on the appropriate application of
accounting principles generally accepted in [country of origin ofsuch principles]
for an actual transaction rests with the preparers of financial statements, who
should consult with their continuing accountant. Our judgment on the appro
priate application of accounting principles generally accepted in [country of
origin of such principles] for the described specific transaction is based solely
on the facts provided to us as described above; should these facts and circum
stances differ, our conclusion may change.
Restricted Use

This report is intended solely for the information and use of the board of
directors and management of ABC Company and is not intended to be and
should not be used by anyone other than these specified parties.
7 See section 532, Restricting the Use of an Auditor’s Report. Although restricted, this is not
intended to preclude distribution of the report to the continuing accountant. [Footnote added,
effective for written reports issued or oral advice provided on or after June 30, 2002, by Statement on
Auditing Standards No. 97.]
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[Paragraph renumbered and amended, effective for written reports issued or
oral advice provided on or after June 30, 2002, by Statement on Auditing
Standards No. 97.]
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AU Section 634

Letters for Underwriters and Certain Other
Requesting Parties
(Supersedes SAS No. 49)

Source: SAS No. 72; SAS No. 76; SAS No. 86; PCAOB Release No. 2004-008.

See section 9634 for interpretations of this section.
Effective for comfort letters issued on or after June 30,1993, unless otherwise indicated.

Introduction
.01 This section[1] provides guidance to accountants for performing and
reporting on the results of engagements to issue letters for underwriters and
certain other requesting parties described in and meeting the requirements of
paragraph .03, .04, or .05 (commonly referred to as “comfort letters”) in connec
tion with financial statements and financial statement schedules contained in
registration statements filed with the Securities and Exchange Commission
(SEC) under the Securities Act of 1933 (the Act) and other securities offerings.
In paragraph .09, this section also provides guidance to accountants for per
forming and reporting on the results of engagements to issue letters for certain
requesting parties, other than underwriters or other parties with a due dili
gence defense under section 11 of the Act, that are described in, but do not meet
the requirements of, paragraph .03, .04, or .05. [As amended, effective for
letters issued pursuant to paragraph .09 of this section after April 30,1996, by
Statement on Auditing Standards No. 76.]
.02 The service of accountants providing letters for underwriters devel
oped following enactment of the Act. Section 11 of the Act provides that
underwriters, among others, could be liable if any part of a registration
statement contains material omissions or misstatements. The Act also pro
vides for an affirmative defense for underwriters if it can be demonstrated that,
after a reasonable investigation, the underwriter has reasonable grounds to
believe that there were no material omissions or misstatements. Consequently,
underwriters request accountants to assist them in developing a record of
reasonable investigation. An accountant issuing a comfort letter is one of a
number of procedures that may be used to establish that an underwriter has
conducted a reasonable investigation.

Applicability
.03 Accountants may provide a comfort letter to underwriters,*
2 or to
other parties with a statutory due diligence defense under section 11 of the Act,

[1] [Footnote deleted by the issuance of Statement on Auditing Standards No. 76, September
1995.]

2 The term underwriter is defined in section 2 of the Act as “any person who has purchased from
an issuer with a view to, or offers or sells for an issuer in connection with, the distribution of any
[footnote continued]
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in connection with financial statements and financial statement schedules
included (incorporated by reference) in registration statements filed with the
SEC under the Act. A comfort letter may be addressed to parties with a
statutory due diligence defense under section 11 of the Act, other than a named
underwriter, only when a law firm or attorney for the requesting party issues
a written opinion to the accountants that states that such party has a due
diligence defense under section 11 of the Act.3 An attorney’s letter indicating
that a party “may” be deemed to be an underwriter or has liability substan
tially equivalent to that of an underwriter under the securities laws would not
meet this requirement. If the requesting party, in a securities offering regis
tered pursuant to the Act, other than a named underwriter (such as a selling
shareholder or sales agent) cannot provide such a letter, he or she must provide
the representation letter described in paragraphs .06 and .07 for the account
ants to provide them with a comfort letter.
.04 Accountants may also issue a comfort letter to a broker-dealer or
other financial intermediary, acting as principal or agent in an offering or a
placement of securities, in connection with the following types of securities
offerings:

•

Foreign offerings, including Regulation S, Eurodollar, and other off
shore offerings

•

Transactions that are exempt from the registration requirements of
section 5 of the Act, including those pursuant to Regulation A, Regu
lation D, and Rule 144A

•

Offerings of securities issued or backed by governmental, municipal,
banking, tax-exempt, or other entities that are exempt from registra
tion under the Act

In these situations the accountants may provide a comfort letter to a brokerdealer or other financial intermediary in connection with a securities offering
only if the broker-dealer or other financial intermediary provides in writing the
representations described in paragraphs .06 and .07.
.05 Accountants may also issue a comfort letter in connection with acqui
sition transactions (for example, cross-comfort letters in a typical Form S-4 or
merger proxy situation) in which there is an exchange of stock and such
comfort letters are requested by the buyer or seller, or both, as long as the
representation letter described in paragraphs .06 and .07 is provided. An
accountants’ report on a preliminary investigation in connection with a pro
posed transaction (for example, a merger, an acquisition, or a financing) is not
covered by this section; accountants should refer to the guidance in AT section
201, Agreed-Upon Procedures Engagements. [Revised, January 2001, to reflect

security, or participates or has a participation in the direct or indirect participation in any such
undertaking or participates or has a participation in the direct or indirect underwriting of any such
undertaking; but such term shall not include a person whose interest is limited to a commission from
an underwriter or dealer not in excess of the usual and customary distributors’ or sellers’ commission.
As used in this paragraph, the term issuer shall include, in addition to an issuer, any person directly
or indirectly controlling or controlled by the issuer, or any person under direct or indirect common
control with the issuer.”

3 This section is not intended to preclude accountants from providing to the client’s board of
directors, when appropriate, a letter addressed to the board of directors similar in content to a
comfort letter. See the auditing interpretation “Letters to Directors Relating to Annual Reports on
Form 10-K” (section 9634.01-.09).

AU §634.04

1021

Letters for Underwriters

conforming changes necessary due to the issuance of Statement on Standards
for Attestation Engagements No. 10.]

.06 The required elements of the representation letter from a brokerdealer or other financial intermediary, or of other requesting parties described
in paragraphs .03 and .05, are as follows:
•

The letter should be addressed to the accountants.

•

The letter should contain the following:

“This review process, applied to the information relating to the issuer,
is (will be) substantially consistent4 with the due diligence review
process that we would perform if this placement of securities (or
issuance of securities in an acquisition transaction) were being regis
tered pursuant to the Securities Act of 1933 (the Act). We are knowl
edgeable with respect to the due diligence review process that would
be performed if this placement of securities were being registered
pursuant to the Act.”5

•

The letter should be signed by the requesting party.

.07 An example of a letter, setting forth the required elements specified
in paragraph .06, from a party requesting a comfort letter follows:
[Date]
Dear ABC Accountants:
[Name of financial intermediary], as principal or agent, in the placement of
[identify securities] to be issued by [name of issuer], will be reviewing certain
information relating to [issuer] that will be included (incorporated by reference)
in the document [if appropriate, the document should be identified], which may
be delivered to investors and utilized by them as a basis for their investment
decision. This review process, applied to the information relating to the issuer,
is (will be) substantially consistent with the due diligence review process
that we would perform if this placement of securities6 were being registered
pursuant to the Securities Act of 1933 (the Act). We are knowledgeable with
respect to the due diligence review process that would be performed if this
placement of securities were being registered pursuant to the Act. We hereby
request that you deliver to us a “comfort” letter concerning the financial
statements of the issuer and certain statistical and other data included in the
offering document. We will contact you to identify the procedures we wish you
to follow and the form we wish the comfort letter to take.

Very truly yours,
[Name of Financial Intermediary]
4 It is recognized that what is “substantially consistent” may vary from situation to situation and
may not be the same as that done in a registered offering of the same securities for the same issuer;
whether the procedures being, or to be, followed will be “substantially consistent” will be determined
by the requesting party on a case-by-case basis.

5 If a nonunderwriter requests a comfort letter in connection with a securities offering pursuant
to the Act, the wording of the representation letter should be revised as follows:
“This review process ... is substantially consistent with the due diligence review process that an
underwriter would perform in connection with this placement of securities. We are knowledgeable
with respect to the due diligence review process that an underwriter would perform in connection
with a placement of securities registered pursuant to the Securities Act of 1933.”
6 In an acquisition of securities, this sentence could be reworded to refer to “issuance of securi
ties.” See paragraph .05.
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.08 When one of the parties identified in paragraphs .03, .04, and .05
requests a comfort letter and has provided the accountants with the repre
sentation letter described above, the accountants should refer in the comfort
letter to the requesting party’s representations (see Example P [paragraph
.64]).
.09 When one of the parties identified in paragraphs .03, .04, or .05, other
than an underwriter or other party with a due diligence defense under section
11 of the Act, requests a comfort letter but does not provide the representation
letter described in paragraphs .06 and .07, accountants should not provide a
comfort letter but may provide another form of letter. In such a letter, the
accountants should not provide negative assurance on the financial statements
as a whole, or on any of the specified elements, accounts, or items thereof. The
other guidance in this section is applicable to performing procedures in connec
tion with a letter and on the form of the letter (see paragraphs .36 through .43
and .54 through .60). Example Q in the Appendix [paragraph .64] provides an
example of a letter issued in such a situation. Any such letter should include
the following statements:
a.

It should be understood that we have no responsibility for estab
lishing (and did not establish) the scope and nature of the procedures
enumerated in the paragraphs above; rather, the procedures enu
merated therein are those the requesting party asked us to perform.
Accordingly, we make no representations regarding questions of
legal interpretation7 or regarding the sufficiency for your purposes
of the procedures enumerated in the preceding paragraphs; also,
such procedures would not necessarily reveal any material misstate
ment of the amounts or percentages listed above as set forth in the
offering circular. Further, we have addressed ourselves solely to the
foregoing data and make no representations regarding the adequacy
of disclosures or whether any material facts have been omitted. This
letter relates only to the financial statement items specified above
and does not extend to any financial statement of the company taken
as a whole.

b.

The foregoing procedures do not constitute an audit conducted in
accordance with generally accepted auditing standards. Had we
performed additional procedures or had we conducted an audit or a
review of the company’s [give dates of any interim financial state
ments] consolidated financial statements in accordance with stand
ards established by the American Institute of Certified Public
Accountants, other matters might have come to our attention that
would have been reported to you.

c.

These procedures should not be taken to supplant any additional
inquiries or procedures that you would undertake in your considera
tion of the proposed offering.

d.

This letter is solely for your information and to assist you in your
inquiries in connection with the offering of the securities covered by

7 If this letter is requested in connection with a secured debt offering, the accountants should
also refer to the attest interpretation “Responding to Requests for Reports on Matters Relating to
Solvency” (AT section 9101.23-.33) for inclusion of additional statements. [Footnote added, effective
for letters issued pursuant to paragraph .09 of this section after April 30, 1996, by Statement on
Auditing Standards No. 76. Footnote revised, January 2001, to reflect conforming changes necessary
due to the issuance of Statement on Standards for Attestation Engagements No. 10.]
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the offering circular, and it is not to be used, circulated, quoted, or
otherwise referred to for any other purpose, including but not limited
to the registration, purchase, or sale of securities, nor is it to be filed
with or referred to in whole or in part in the offering document or
any other document, except that reference may be made to it in any
list of closing documents pertaining to the offering of the securities
covered by the offering document.

e.

We have no responsibility to update this letter for events and circum
stances occurring after [cutoff date].

[As amended, effective for letters issued pursuant to this paragraph after April
30, 1996, by Statement on Auditing Standards No. 76.]
.10 When a party other than those described in paragraphs .03, .04, or .05
requests a comfort letter, the accountants should not provide that party with
a comfort letter or the letter described in paragraph .09 or Example Q [para
graph .64]. The accountants may instead provide that party with a report on
agreed-upon procedures and should refer to AT section 201, Agreed-Upon
Procedures Engagements, for guidance. [Paragraph added, effective for letters
issued pursuant to paragraph .09 of this section after April 30, 1996, by
Statement on Auditing Standards No. 76. Revised, January 2001, to reflect
conforming changes necessary due to the issuance of Statement on Standards
for Attestation Engagements No. 10.]

General
.11 The services of independent accountants include audits of financial
statements and financial statement schedules included (incorporated by refer
ence) in registration statements filed with the SEC under the Act. In connec
tion with this type of service, accountants are often called upon to confer with
clients, underwriters, and their respective counsel concerning the accounting
and auditing requirements of the Act and the SEC and to perform other
services. One of these other services is the issuance of letters for underwriters,
which generally address the subjects described in paragraph .22. [Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 76,
September 1995.]
.12 Much of the uncertainty, and consequent risk of misunderstanding,
with regard to the nature and scope of comfort letters has arisen from a lack of
recognition of the necessarily limited nature of the comments that accountants
can properly make with respect to financial information, in a registration
statement or other offering document (hereafter referred to as a registration
statement), that has not been audited in accordance with generally accepted
auditing standards and, accordingly, is not covered by their opinion. In re
questing comfort letters, underwriters are generally seeking assistance on
matters of importance to them. They wish to perform a “reasonable investiga
tion” of financial and accounting data not “expertized”8 (that is, covered by a
report of independent accountants, who consent to be named as experts, based
on an audit performed in accordance with generally accepted auditing stand
8 See the auditing interpretation “Consenting to Be Named as an Expert in an Offering Docu
ment in Connection With Securities Offerings Other Than Those Registered Under the Securities Act
of 1933” (section 9711.12-.15). [Footnote renumbered by the issuance of Statement on Auditing
Standards No. 76, September 1995.]
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ards) as a defense against possible claims under section 11 of the Act.9 What
constitutes a reasonable investigation of unaudited financial information suf
ficient to satisfy an underwriter’s purposes has never been authoritatively
established. Consequently, only, the underwriter can determine what is suffi
cient for his or her purposes. Accountants will normally be willing to assist the
underwriter, but the assistance accountants can provide by way of comfort
letters is subject to limitations. One limitation is that independent accountants
can properly comment in their professional capacity only on matters to which
their professional expertise is substantially relevant. Another limitation is
that procedures short of an audit, such as those contemplated in a comfort
letter, provide the accountants with a basis for expressing, at the most,
negative assurance.1011
Such limited procedures may bring to the accountants’
attention significant matters affecting the financial information, but they do
not provide assurance that the accountants will become aware of any or all
significant matters that would be disclosed in an audit. Accordingly, there is
necessarily a risk that the accountants may have provided negative assurance
of the absence of conditions or matters that may prove to have existed.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]
.13 This section deals with several different kinds of matters. First, it
addresses whether, in a number of areas involving professional standards, it is
proper for independent accountants, acting in their professional capacity, to
comment in a comfort letter on specified matters, and, if so, the form such a
comment should take. Second, practical suggestions are offered on which form
of comfort letter is suitable in a given circumstance, procedural matters, the
dating of letters, and what steps may be taken when information that may
require special mention in a letter comes to the accountants’ attention.11 Third,
it suggests ways of reducing or avoiding the uncertainties, described in the
preceding paragraph, regarding the nature and extent of accountants’ respon
sibilities in connection with a comfort letter. Accountants who have been
requested to follow a course other than what has been recommended, with
regard to points not involving professional standards, would do well to consult
their legal counsel. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 76, September 1995.]
.14 Comfort letters are not required under the Act, and copies are not filed
with the SEC. It is nonetheless a common condition of an underwriting
agreement in connection with the offering for sale of securities registered with
the SEC under the Act that the accountants are to furnish a comfort letter.
Some underwriters do not make the receipt of a comfort letter a condition of the
9 See section 711, Filings Under Federal Securities Statutes, for a discussion of certain responsi
bilities of accountants that result from the inclusion of their reports in registration statements.
[Footnote renumbered by the issuance of Statement on Auditing Standards No. 76, September 1995.]
10 Negative assurance consists of a statement by accountants that, as a result of performing
specified procedures, nothing came to their attention that caused them to believe that specified
matters do not meet a specified standard (for example, that nothing came to their attention that
caused them to believe that any material modifications should be made to the unaudited financial
statements or unaudited condensed financial statements for them to be in conformity with generally
accepted accounting principles). [Footnote renumbered by the issuance of Statement on Auditing
Standards No. 76, September 1995.]
11 It is important to note that although the illustrations in this section describe procedures that
may be followed by accountants as a basis for their comments in comfort letters, this section does not
necessarily prescribe such procedures. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 76, September 1995.]
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underwriting agreement or purchase agreement (hereafter referred to as the
underwriting agreement) but nevertheless ask for such a letter.12 [Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 76,
September 1995.]
.15 The accountants should suggest to the underwriter that they meet
together with the client to discuss the procedures to be followed in connection
with a comfort letter; during this meeting, the accountants may describe
procedures that are frequently followed (see the examples in the appendix
[paragraph .64]). Because of the accountants’ knowledge of the client, such a
meeting may substantially assist the underwriter in reaching a decision about
procedures to be followed by the accountants. However, any discussion of
procedures should be accompanied by a clear statement that the accountants
cannot furnish any assurance regarding the sufficiency of the procedures for
the underwriter’s purposes, and the appropriate way of expressing this is
shown in paragraph 4 of Example A [paragraph .64]. [Paragraph renumbered
by the issuance of Statement on Auditing Standards No. 76, September 1995.]

.16 Because the underwriter will expect the accountants to furnish a
comfort letter of a scope to be specified in the underwriting agreement, a draft
of that agreement should be furnished to the accountants so that they can
indicate whether they will be able to furnish a letter in acceptable form. It is
desirable practice for the accountants, promptly after they have received the
draft of the agreement (or have been informed that a letter covering specified
matters, although not a condition of the agreement, will nonetheless be re
quested), to prepare a draft of the form of the letter they expect to furnish. To
the extent possible, the draft should deal with all matters to be covered in
the final letter and should use exactly the same terms as those to be used
in the final letter (subject, of course, to the understanding that the com
ments in the final letter cannot be determined until the procedures under
lying it have been performed). The draft letter should be identified as a
draft to avoid giving the impression that the procedures described therein
have been performed. This practice of furnishing a draft letter at an early
point permits the accountants to make clear to the client and the underwriter
what they may expect the accountants to furnish. Thus furnished with a draft
letter, the underwriter is afforded the opportunity to discuss further with
the accountants the procedures that the accountants have indicated they
expect to follow and to request any additional procedures that the underwriter
may desire. If the additional procedures pertain to matters relevant to the
accountants’ professional competence, the accountants would ordinarily be
willing to perform them, and it is desirable for them to furnish the underwriter
with an appropriately revised draft letter. The accountants may reasonably
assume that the underwriter, by indicating his or her acceptance of the draft
comfort letter, and subsequently, by accepting the letter in final form, consid
ers the procedures described sufficient for his or her purposes. It is important,
12 Except when the context otherwise requires, the word underwriter (or certain other request
ing parties, as described in paragraphs .03, .04, and .05), as used in this section refers to the
managing, or lead, underwriter, who typically negotiates the underwriting agreement for a group of
underwriters whose exact composition is not determined until shortly before a registration statement
becomes effective. In competitive bidding situations in which legal counsel for the underwriters acts
as the underwriters’ representative prior to opening and acceptance of the bid, the accountants
should carry out the discussions and other communications contemplated by this section with the
legal counsel until the underwriter is selected. [Footnote renumbered by the issuance of Statement
on Auditing Standards No. 76, September 1995.]
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therefore, that the procedures13 to be followed by the accountants be clearly
set out in the comfort letter, in both draft and final form, so that there will be
no misunderstanding about the basis on which the accountants’ comments
have been made and so that the underwriter can decide whether the proce
dures performed are sufficient for his or her purposes. For reasons explained
in paragraph .12, statements or implications that the accountants are carrying
out such procedures as they consider necessary should be avoided, since this
may lead to misunderstanding about the responsibility for the sufficiency of
the procedures for the underwriter’s purposes. The following is a suggested
form of legend that may be placed on the draft letter for identification and
explanation of its purposes and limitations.
This draft is furnished solely for the purpose of indicating the form of letter
that we would expect to be able to furnish [name of underwriter] in response to
their request, the matters expected to be covered in the letter, and the nature
of the procedures that we would expect to carry out with respect to such matters.
Based on our discussions with [name of underwriter], it is our understanding
that the procedures outlined in this draft letter are those they wish us to
follow.14 Unless [name of underwriter] informs us otherwise, we shall assume
that there are no additional procedures they wish us to follow. The text of the
letter itself will depend, of course, on the results of the procedures, which we
would not expect to complete until shortly before the letter is given and in no
event before the cutoff date indicated therein.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]

.17 Comfort letters are occasionally requested from more than one ac
countant (for example, in connection with registration statements to be used
in the subsequent sale of shares issued in recently effected mergers and from
predecessor auditors). At the earliest practicable date, the client should advise
any other accountants who may be involved about any letter that may be
required from them and should arrange for them to receive a draft of the
underwriting agreement so that they may make arrangements at an early date
for the preparation of a draft of their letter (a copy of which should be furnished
to the principal accountants) and for the performance of their procedures. In
addition, the underwriter may wish to meet with the other accountants for the
purposes discussed in paragraph .15. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 76, September 1995.]
.18 There may be situations in which more than one accountant is in
volved in the audit of the financial statements of a business and in which the
reports of more than one accountant appear in the registration statement. For
example, certain significant divisions, branches, or subsidiaries may be
audited by other accountants. The principal accountants (that is, those who
13 When the accountants have been requested to provide negative assurance on interim financial
information or capsule financial information and the procedures required for an SAS No. 71 [section
722] review have been performed, those procedures need not be specified. See paragraphs .37 through
.41. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 76, September
1995.]

14 In the absence of any discussions with the underwriter, the accountants should outline in the
draft letter those procedures specified in the underwriting agreement that they are willing to
perform. In that event, the sentence to which this footnote refers should be revised as follows: “In the
absence of any discussions with [name of underwriter], we have set out in this draft letter those
procedures referred to in the draft underwriting agreement (of which we have been furnished a copy)
that we are willing to follow.” [Footnote renumbered by the issuance of Statement on Auditing
Standards No. 76, September 1995.]
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report on the consolidated financial statements and, consequently, are asked
to give a comfort letter with regard to information expressed on a consolidated
basis) should read the letters of the other accountants reporting on significant
units. Such letters should contain statements similar to those contained in the
comfort letter prepared by the principal accountants, including statements
about their independence. The principal accountants should state in their
comfort letters that (a) reading letters of the other accountants was one of the
procedures followed, and (b) the procedures performed by the principal ac
countants (other than reading the letters of the other accountants) relate solely
to companies audited by the principal accountants and to the consolidated
financial statements. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 76, September 1995.]

.19 Regulations under the Act permit companies, in certain circum
stances, to register a designated amount of securities for continuous or delayed
offerings during an extended period by filing one “shelf” registration state
ment. At the effective date of a shelf registration statement, the registrant may
not have selected an underwriter (see footnote 12). A client or the legal counsel
designated to represent the underwriting group might, however, ask the
accountants to issue a comfort letter at the effective date of a shelf registration
statement to expedite the due diligence activities of the underwriter when he
or she is subsequently designated and to avoid later corrections of financial
information included in an effective prospectus. However, as stated in para
graph .12, only the underwriter can determine the procedures that will be
sufficient for his or her purposes. Under these circumstances, therefore, the
accountants should not agree to furnish a comfort letter addressed to the client,
legal counsel or a nonspecific addressee such as “any or all underwriters to be
selected.” The accountants may agree to furnish the client or legal counsel for
the underwriting group with a draft comfort letter describing the procedures
that the accountants have performed and the comments the accountants are
willing to express as a result of those procedures. The draft comfort letter
should include a legend, such as the following, describing the letter’s purpose
and limitations:
This draft describes the procedures that we have performed and represents a
letter we would be prepared to sign as of the effective date of the registration
statement if the managing underwriter had been chosen at that date and
requested such a letter. Based on our discussions with [name of client or legal
counsel], the procedures set forth are similar to those that experience indicates
underwriters often request in such circumstances. The text of the final letter
will depend, of course, on whether the managing underwriter who is selected
requests that other procedures be performed to meet his or her needs and
whether the managing underwriter requests that any of the procedures be
updated to the date of issuance of the signed letter.

A signed comfort letter may be issued to the underwriter selected for the portion
of the issue then being offered when the underwriting agreement for an offering
is signed and on each closing date. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 76, September 1995.]

.20 Accountants, when issuing a letter under the guidance provided in
this section, may not issue any additional letters or reports, under any other
section, to the underwriter or the other requesting parties identified in para
graphs .03, .04, and .05 (hereinafter referred to as the underwriter) in connec
tion with the offering or placement of securities, in which the accountants
comment on items for which commenting is otherwise precluded by this
section. [Paragraph renumbered by the issuance of Statement on Auditing
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Standards No. 76, September 1995. As amended, effective for comfort letters
issued on or after June 30,1998, by Statement on Auditing Standards No. 86.]

.21 While the guidance in this section generally addresses comfort letters
issued in connection with securities offerings registered pursuant to the Act, it
also provides guidance on comfort letters issued in other securities transac
tions. However, the guidance that specifically refers to compliance of the
information commented on with SEC rules and regulations, such as compli
ance with Regulation S-X15 or S-K,16 generally applies only to comfort letters
issued in connection with securities offerings registered pursuant to the Act.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]

Guidance on the Format and Contents of
Comfort Letters
.22 This section (paragraphs .22 through .62) provides guidance on the
format and possible contents of a typical comfort letter. It addresses how the
comfort letter should be dated, to whom it may be addressed, and the contents
of the introductory paragraph of the comfort letter. Further, it addresses the
subjects that may be covered in a comfort letter:

a.

The independence of the accountants (paragraphs .31 and .32)

b.

Whether the audited financial statements and financial statement
schedules included (incorporated by reference) in the registration
statement comply as to form in all material respects with the appli
cable accounting requirements of the Act and the related rules and
regulations adopted by the SEC (paragraphs .33 and .34)

c.

Unaudited financial statements, condensed interim financial infor
mation, capsule financial information, pro forma financial informa
tion, financial forecasts, management’s discussion and analysis
(MD&A), and changes in selected financial statement items during
a period subsequent to the date and period of the latest financial
statements included (incorporated by reference) in the registration
statement (paragraphs .29 and .35 through .53)

d.

Tables, statistics, and other financial information included (incorpo
rated by reference) in the registration statement (paragraphs .54
through .62)

e.

Negative assurance as to whether certain non-financial statement
information, included (incorporated by reference) in the registration
statement complies as to form in all material respects with Regula
tion S-K (paragraph .57)

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995. As amended, effective for comfort letters issued on or
after June 30, 1998, by Statement on Auditing Standards No. 86.]
15 Regulation S-X, “Form and Content of and Requirements for Financial Statements, Securities
Act of 1933, Securities Exchange Act of 1934, Public Utility Holding Company Act of 1935, Invest
ment Company Act of 1940, and Energy Policy and Conservation Act of 1975.” [Footnote renumbered
by the issuance of Statement on Auditing Standards No. 76, September 1995.]

16 Regulation S-K, “Standard Instructions for Filing Forms Under Securities Act of 1933, Securi
ties Exchange Act of 1934 and Energy Policy and Conservation Act of 1975.” [Footnote renumbered by
the issuance of Statement on Auditing Standards No. 76, September 1995.]
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Dating
.23 The letter ordinarily is dated on or shortly before the effective date
(that is, the date on which the registration statement becomes effective). On
rare occasions, letters have been requested to be dated at or shortly before the
filing date (that is, the date on which the registration statement is first filed
with the SEC). The underwriting agreement ordinarily specifies the date, often
referred to as the “cutoff date,” to which certain procedures described in the
letter are to relate (for example, a date five days before the date of the letter).
The letter should state that the inquiries and other procedures described in the
letter did not cover the period from the cutoff date to the date of the letter.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]
.24 An additional letter may also be dated at or shortly before the closing
date (that is, the date on which the issuer or selling security holder delivers the
securities to the underwriter in exchange for the proceeds of the offering). If
more than one letter is requested, it will be necessary to carry out the specified
procedures and inquiries as of the cutoff date for each letter. Although com
ments contained in an earlier letter may, on occasion, be incorporated by
reference in a subsequent letter (see Example C [paragraph .64]), any sub
sequent letter should relate only to information in the registration statement
as most recently amended. [Paragraph renumbered by the issuance of State
ment on Auditing Standards No. 76, September 1995.]

Addressee
.25 The letter should not be addressed or given to any parties other than
the client and the named underwriters,17 broker-dealer, financial intermedi
ary or buyer or seller. The appropriate addressee is the intermediary who has
negotiated the agreement with the client, and with whom the accountants will
deal in discussions regarding the scope and sufficiency of the letter. When a
comfort letter is furnished to other accountants, it should be addressed in
accordance with the guidance in this paragraph and copies should be furnished
to the principal accountants and their client. [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 76, September 1995.]

Introductory Paragraph
.26 It is desirable to include an introductory paragraph similar to the
following:
We have audited the [identify the financial statements and financial statement
schedules] included (incorporated by reference) in the registration statement
(no. 33-00000) on Form__________filed by the company under the Securities
Act of 1933 (the Act); our reports with respect thereto are also included
(incorporated by reference) in that registration statement. The registration
statement, as amended as of______________ , is herein referred to as the
registration statement.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]
17 An example of an appropriate form of address for this purpose is “The Blank Company and
XYZ & Company, as Representative of the Several Underwriters.” [Footnote renumbered by the
issuance of Statement on Auditing Standards No. 76, September 1995.]
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.27 When the report on the audited financial statements and financial
statement schedules included (incorporated by reference) in the registration
statement departs from the standard report, for instance, where one or more
explanatory paragraphs or a paragraph to emphasize a matter regarding the
financial statements have been added to the report, the accountants should
refer18 to that fact in the comfort letter and discuss the subject matter of the
paragraph.19 In those rare instances in which the SEC accepts a qualified
opinion on historical financial statements, the accountants should refer to the
qualification in the opening paragraph of the comfort letter and discuss the
subject matter of the qualification. (See also paragraph .35f.) [Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 76,
September 1995.]
.28 The underwriter occasionally requests the accountants to repeat in
the comfort letter their report on the audited financial statements included
(incorporated by reference) in the registration statement. Because of the
special significance of the date of the accountants’ report, the accountants
should not repeat their opinion.20 The underwriter sometimes requests nega
tive assurance regarding the accountants’ report. Because accountants have a
statutory responsibility with respect to their opinion as of the effective date of
a registration statement, and because the additional significance, if any, of
negative assurance is unclear and such assurance may therefore give rise to
misunderstanding, accountants should not give such negative assurance. Fur
thermore, the accountants should not give negative assurance with respect to
financial statements and financial statement schedules that have been audited
and are reported on in the registration statement by other accountants. [Para
graph renumbered by the issuance of Statement on Auditing Standards No. 76,
September 1995.]
.29 The accountants may refer in the introductory paragraphs of the
comfort letter to the fact that they have issued reports on—21

a.

Condensed financial statements that are derived from audited finan
cial statements (see section 552, Reporting on Condensed Financial
Statements and Selected Financial Data).

b.

Selected financial data (see section 552).

c.

Interim financial information (see section 722).

18 The accountants may also refer in the opening paragraph to expansions of their report that do
not affect their opinion on the basic financial statements, for example, expansions of their report
regarding (a) interim financial information accompanying or included in the notes to audited finan
cial statements (see section 722.50) or (b) required supplementary information described in section
558, Required Supplementary Information, paragraphs .08 through .11. See paragraph .30 of this
section. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 76, Septem
ber 1995. Footnote revised, September 2002, to reflect conforming changes necessary due to the
issuance of Statement on Auditing Standards No. 98. Footnote revised, November 2002, to reflect
conforming changes necessary due to the issuance of Statement on Auditing Standards No. 100.]

19 The accountants need not refer to or discuss explanatory paragraphs covering consistency of
application of accounting principles. [Footnote renumbered by the issuance of Statement on Auditing
Standards No. 76, September 1995.]
20 See section 530, Dating of the Independent Auditor’s Report, paragraphs .03 through .08.
[Footnote renumbered by the issuance of Statement on Auditing Standards No. 76, September 1995.]

21 Except for a review report on management’s discussion and analysis (MD&A), the accountants
should not refer to or attach to the comfort letter any restricted use report, such as a report on
agreed-upon procedures. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995. As amended, effective for comfort letters issued on or after June 30,1998, by
Statement on Auditing Standards No. 86.]

AU §634.27

Letters for Underwriters
d.

1031

Pro forma financial information (see AT section 401, Reporting on

Pro Forma Financial Information).
e.

A financial forecast (see AT section 301, Financial Forecasts and

Projections).
f.

Management’s discussion and analysis (see AT section 701, Manage

ment’s Discussion and Analysis).
Such a reference should be to the accountants’ reports that were previously
issued, and if the reports are not included (incorporated by reference) in the
registration statement, they may be attached to the comfort letter.22 In refer
ring to previously issued reports, the accountants should not repeat their
reports in the comfort letter or otherwise imply that they are reporting as of
the date of the comfort letter or that they assume responsibility for the
sufficiency of the procedures for the underwriter’s purposes. However, for
certain information on which they have reported, the accountants may agree
to comment regarding compliance with rules and regulations adopted by the
SEC (see paragraphs .33 and .34). Accountants should not mention in a comfort
letter reports issued in accordance with section 325, Communications About
Control Deficiencies in An Audit of Financial Statements, or any restricted use
reports issued to a client in connection with procedures performed on the
client’s internal control in accordance with AT section 501, Reporting on an
Entity’s Internal Control Over Financial Reporting.§ [Paragraph renumbered
by the issuance of Statement on Auditing Standards No. 76, September 1995.
As amended, effective for comfort letters issued on or after June 30, 1998, by
Statement on Auditing Standards No. 86. Revised, January 2001, to reflect
conforming changes necessary due to the issuance of Statement on Standards
for Attestation Engagements No. 10. As amended, effective for fiscal years
ending on or after November 15, 2004, by PCAOB Release No. 2004-008.]
.30 An underwriter may also request that the accountants comment in
their comfort letter on (a) unaudited interim financial information required by
item 302(a) of Regulation S-K, to which section 722 pertains or (b) required
supplementary information, to which section 558, Required Supplementary
Information, pertains. Section 722 and section 558 provide that the account
ants should expand the standard report on the audited financial statements to
refer to such information when the scope of their procedures with regard to the
information was restricted or when the information appears not to be pre
sented in conformity with generally accepted accounting principles or, for
required supplementary information, applicable guidelines. Such expansions
of the accountants’ standard report in the registration statement would ordi
narily be referred to in the opening paragraph of the comfort letter (see also
paragraph .35/). Additional comments on such unaudited information are
therefore unnecessary. However, if the underwriter requests that the account
ants perform procedures with regard to such information in addition to those
performed in connection with their review or audit as prescribed by sections
722 and 558, the accountants may do so and report their findings. [Paragraph
22 When the accountant does not perform a review or an examination of MD&A or does not attach
or refer to a report on MD&A, the accountant may perform agreed-upon procedures with respect to
items in MD&A, subject to controls over financial reporting (see paragraph .55). [Footnote added,
effective for comfort letters issued on or after June 30,1998, by Statement on Auditing Standards No.
86.]

§ AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that may be necessary.
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renumbered by the issuance of Statement on Auditing Standards No. 76,
September 1995.]

Independence
.31 It is customary in conjunction with SEC filings for the underwriting
agreement to provide for the accountants to make a statement in the letter
concerning their independence. This may be done substantially as follows:
We are independent certified public accountants with respect to The Blank
Company, Inc., within the meaning of the Act and the applicable rules and
regulations thereunder adopted by the SEC.

Regulation S-K requires disclosure in the prospectus and registration state
ment of interests of named experts (including independent accountants) in the
registrant. Regulation S-X precludes accountants who report on financial
statements included (incorporated by reference) in a registration statement
from having interests of the type requiring disclosure in the prospectus or
registration statement. Therefore, if the accountants make a statement in a
comfort letter that they are independent within the meaning of the Act and the
applicable rules and regulations thereunder adopted by the SEC, any addi
tional comments on independence would be unnecessary.22a In a non-SEC
filing, the accountants may refer to the AICPA’s Code of Professional Conduct
[ET section 101]. This may be done substantially as follows:
We are independent certified public accountants with respect to The Blank
Company, Inc., under rule 101 of the AICPA’s Code of Professional Conduct
and its interpretations and rulings.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]
.32 When comfort letters are requested from more than one accountant
(see paragraphs .17 and .18), each accountant must, of course, be sure he or she
is independent within the meaning of the Act and the applicable rules and
regulations thereunder adopted by the SEC. The accountants for previously
nonaffiliated companies recently acquired by the registrant would not be
required to have been independent with respect to the company whose shares
are being registered. In such a case, the accountants should modify the wording
suggested in paragraph .31 and make a statement regarding their inde
pendence along the following lines.
As of [insert date of the accountants’ most recent report on the financial
statements of their client] and during the period covered by the financial
statements on which we reported, we were independent certified public ac
countants with respect to [insert the name of their client] within the meaning
of the Act and the applicable rules and regulations thereunder adopted by the
SEC.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]
22a The SEC, in Financial Reporting Release No. 50 dated February 18, 1998, recognized the
establishment of the Independence Standards Board (ISB) and indicated that the SEC intends to look
to the ISB as the private sector body responsible for establishing independence standards and
interpretations for auditors of public entities. [Footnote added, June 1999, to acknowledge the SEC’s
recognition of the ISB.]
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Compliance With SEC Requirements
.33 The accountants may be requested to express an opinion on whether
the financial statements covered by their report comply as to form with the
pertinent accounting requirements adopted by the SEC.23 This may be done
substantially as follows:
In our opinion [include phrase “except as disclosed in the registration statement, ”
if applicable], the [identify the financial statements and financial statement
schedules] audited by us and included (incorporated by reference) in the
registration statement comply as to form in all material respects with the
applicable accounting requirements of the Act and the related rules and
regulations adopted by the SEC.24

If there is a material departure from the pertinent rules and regulations
adopted by the SEC, the departure should be disclosed in the letter.25 An
appropriate manner of doing this is shown in Example K [paragraph .64].
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]
.34 Accountants may provide positive assurance on compliance as to form
with requirements under the rules and regulations adopted by the SEC only
with respect to those rules and regulations applicable to the form and content
of financial statements and financial statement schedules that they have
audited. Accountants are limited to providing negative assurance on compli
ance as to form when the financial statements or financial statement
schedules have not been audited. (For guidance in commenting on compliance
as to form, see paragraph .37 regarding unaudited condensed interim financial
information, paragraph .42 regarding pro forma financial information, para
23 The phrase rules and regulations adopted by the SEC is used because accountants should not
be expected to be familiar with, or express assurances on compliance with, informal positions of the
SEC staff. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 76,
September 1995. Footnote subsequently renumbered and amended, effective for comfort letters
issued on or after June 30,1998, by Statement on Auditing Standards No. 86.]
24 Certain financial statements may be incorporated in a registration statement under the Act by
reference to filings under the Securities Exchange Act of 1934 (the 1934 Act). In those circumstances,
the accountants may refer to whether the audited financial statements and financial statement
schedules included (incorporated by reference) in the registration statement comply as to form in all
material respects with the applicable accounting requirements of the 1934 Act and the related rules
and regulations adopted by the SEC (see Example B [paragraph .64]). However, the accountants
should not refer to compliance with the provisions of the 1934 Act regarding internal accounting
control. See AT section 501, Reporting on an Entity’s Internal Control Over Financial Reporting,
paragraph .82.§ [Footnote renumbered by the issuance of Statement on Auditing Standards No. 76,
September 1995. Footnote subsequently renumbered and amended, effective for comfort letters
issued on or after June 30, 1998, by Statement on Auditing Standards No. 86. Footnote revised,
January 2001, to reflect conforming changes necessary due to the issuance of Statement on Stand
ards for Attestation Engagements No. 10.]
§ AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that may be necessary.
25 Departures from rules and regulations adopted by the SEC that require mention in a comfort
letter ordinarily do not affect fair presentation in conformity with generally accepted accounting
principles; however, if they do, the accountants will, of course, mention these departures in express
ing their opinion and in consenting to the use of their report in the registration statement. If
departures from rules and regulations adopted by the SEC that require mention in a comfort letter
either are not disclosed in the registration statement or have not been agreed to by representatives of
the SEC, the accountants should carefully consider whether a consent to the use of their report in the
registration statement should be issued. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 76, September 1995. Footnote subsequently renumbered and amended,
effective for comfort letters issued on or after June 30,1998, by Statement on Auditing Standards No.
86.]
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graph .44 regarding a forecast, and paragraph .57 regarding Regulation S-K
items.26) [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 76, September 1995.]

Commenting in a Comfort Letter on Information Other Than
Audited Financial Statements
General

.35 Comments included in the letter will often concern (a) unaudited con
densed interim financial information (see paragraphs .36 through .38),27 (b)
capsule financial information (see paragraphs .36 and .39 through .41), (c) pro
forma financial information (see paragraphs .42 and .43), (d) financial fore
casts (see paragraphs .36 and .44), and (e) changes in capital stock, increases
in long-term debt, and decreases in other specified financial statement items
(see paragraphs .36 and .45 through .53). For commenting on these matters,
the following guidance is important:
a.

As explained in paragraph .16, the agreed-upon procedures per
formed by the accountants should be set forth in the letter, except
that when the accountants have been requested to provide negative
assurance on interim financial information or capsule financial in
formation, the procedures involved in an SAS No. 71 [section 722]
review need not be specified (see paragraphs .37 through .41 of this
section and paragraph 4 of Example A [paragraph .64]).

b.

To avoid any misunderstanding about the responsibility for the
sufficiency of the agreed-upon procedures for the underwriter’s pur
poses, the accountants should not make any statements, or imply
that they have applied procedures that they have determined to be
necessary or sufficient for the underwriter’s purposes. If the account
ants state that they have performed an SAS No. 71 [section 722]
review, this does not imply that those procedures are sufficient for
the underwriter’s purposes. The underwriter may ask the account
ants to perform additional procedures. For example, if the under
writer requests the accountants to apply additional procedures and
specifies items of financial information to be reviewed and the
materiality level for changes in those items that would necessitate
further inquiry by the accountants, the accountants may perform
those procedures and should describe them in their letter. Descrip
tions of procedures in the comfort letter should include descriptions
of the criteria specified by the underwriter.

c.

Terms of uncertain meaning (such as general review, limited review,
reconcile, check, or test) should not be used in describing the work,

26 Accountants should not comment in a comfort letter on compliance as to form of MD&A with
rules and regulations adopted by the SEC; accountants may agree to examine or review MD&A in
accordance with AT section 701. [Footnote added, effective for comfort letters issued on or after June
30, 1998, by Statement on Auditing Standards No. 86. Footnote revised, January 2001, to reflect
conforming changes necessary due to the issuance of Statement on Standards for Attestation Engage
ments No. 10.]
27 The SEC requirements specify condensed financial statements. However, the guidance in
paragraphs .37 and .38 also applies to complete financial statements. For purposes of this section,
interim financial statements may be for a twelve-month period ending on a date other than the
entity’s normal year end. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995. Footnote subsequently renumbered by the issuance of Statement on
Auditing Standards No. 86, March 1998.]
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unless the procedures comprehended by these terms are described
in the comfort letter.

d.

The procedures performed with respect to interim periods may not
disclose changes in capital stock, increases in long-term debt or
decreases in the specified financial statement items, inconsistencies
in the application of generally accepted accounting principles, in
stances of noncompliance as to form with accounting requirements
of the SEC, or other matters about which negative assurance is
requested. An appropriate manner of making this clear is shown in
the last three sentences in paragraph 4 of Example A [paragraph
.64].

e.

Matters to be covered by the letter should be made clear in the
meetings with the underwriter and should be identified in the un
derwriting agreement and in the draft comfort letter. Since there is
no way of anticipating other matters that would be of interest to an
underwriter, accountants should not make a general statement in a
comfort letter that, as a result of carrying out the specified proce
dures, nothing else has come to their attention that would be of
interest to the underwriter.

f.

When the report on the audited financial statements and financial
statement schedules in the registration statement departs from the
auditor’s standard report, and the comfort letter includes negative
assurance with respect to subsequent unaudited condensed interim
financial information included (incorporated by reference) in the
registration statement or with respect to an absence of specified
subsequent changes, increases, or decreases, the accountant should
consider the effect thereon of the subject matter of the qualification,
explanatory paragraph(s), or paragraph(s) emphasizing a matter
regarding the financial statements. The accountant should also
follow the guidance in paragraph .27. An illustration of how this type
of situation may be dealt with is shown in Example I [paragraph .64].

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]

Knowledge of Internal Control
.36 The accountants should not comment in a comfort letter on (a) un
audited condensed interim financial information, (b) capsule financial infor
mation, (c) a financial forecast when historical financial statements provide a
basis for one or more significant assumptions for the forecast, or (d) changes in
capital stock, increases in long-term debt and decreases in selected financial
statement items, unless they have obtained knowledge of a client’s internal
control as it relates to the preparation of both annual and interim financial
information. Knowledge of the client’s internal control over financial reporting
includes knowledge of the control environment, risk assessment, control activi
ties, information and communication, and monitoring. Sufficient knowledge of
a client’s internal control as it relates to the preparation of annual financial
information ordinarily would have been acquired, and may have been acquired
with respect to interim financial information, by the accountants who have
audited a client’s financial statements for one or more periods. When the
accountants have not audited the most recent annual financial statements,
and thus have not acquired sufficient knowledge of the entity’s internal con
trol, the accountants should perform procedures to obtain that knowledge.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
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No. 76, September 1995. Revised, February 1997, to reflect conforming
changes necessary due to the issuance of Statement on Auditing Standards No.
78.]
Unaudited Condensed Interim Financial Information

.37 Comments concerning the unaudited condensed interim financial
information28 included (incorporated by reference) in the registration state
ment provide negative assurance as to whether (a) any material modifications
should be made to the unaudited condensed interim financial information for
it to be in conformity with generally accepted accounting principles and (b) the
unaudited condensed interim financial information complies as to form in all
material respects with the applicable accounting requirements of the Act and
the related rules and regulations adopted by the SEC. Accountants may
comment in the form of negative assurance only when they have conducted a
review of the interim financial information in accordance with section 722. The
accountants may (a) state in the comfort letter that they have performed the
procedures identified in section 722 for a review of interim financial informa
tion (see paragraphs 4a and 5a of Example A [paragraph .64] or (b) if the
accountants have issued a report on the review, they may mention that fact in
the comfort letter. If it is mentioned in the comfort letter, the accountants
should attach the review report to the letter unless the review report is already
included (incorporated by reference) in the registration statement. When the
accountants have not conducted a review in accordance with section 722, the
accountants may not comment in the form of negative assurance and are,
therefore, limited to reporting procedures performed and findings obtained
(see Example O [paragraph .64]). [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 76, September 1995.]
.38 The letter should specifically identify any unaudited condensed in
terim financial information and should state that the accountants have not
audited the condensed interim financial information in accordance with gener
ally accepted auditing standards and do not express an opinion concerning
such information. An appropriate manner of making this clear is shown in
paragraph 3 of Example A [paragraph .64]. [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 76, September 1995.]

Capsule Financial Information
.39 In some registration statements, the information shown in the
audited financial statements or unaudited condensed interim financial infor
mation is supplemented by unaudited summarized interim information for
subsequent periods (commonly called “capsule financial information”). This
capsule financial information (either in narrative or tabular form) often is
provided for the most recent interim period and for the corresponding period
of the prior year. With regard to selected capsule financial information, the
accountants—

a.

May give negative assurance with regard to conformity with gener
ally accepted accounting principles and may refer to whether the
dollar amounts were determined on a basis substantially consistent

28 When accountants are engaged to perform procedures on interim financial information, they
may have additional responsibilities under certain circumstances. The accountants should refer to
section 722 for guidance. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995. Footnote subsequently renumbered by the issuance of Statement on
Auditing Standards No. 86, March 1998.]
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with that of the corresponding amounts in the audited financial
statements if (1) the selected capsule financial information is pre
sented in accordance with the minimum disclosure requirements of
Accounting Principles Board (APB) Opinion No. 28, paragraph 30
[AC section I73.146], and (2) the accountants have performed an SAS
No. 71 [section 722] review of the financial statements underlying
the capsule financial information. If those conditions have not been
met, the accountants are limited to reporting procedures performed
and findings obtained.

b.

May give negative assurance as to whether the dollar amounts were
determined on a basis substantially consistent with that of the
corresponding amounts in the audited financial statements if the
selected capsule financial information is more limited than the
minimum disclosures described in APB Opinion 28, paragraph 30
(see Example L [paragraph .64]), as long as the accountants have
performed an SAS No. 71 [section 722] review of the financial
statements underlying the capsule financial information. If an SAS
No. 71 [section 722] review has not been performed, the accountants
are limited to reporting procedures performed and findings obtained.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]

.40 The underwriter occasionally asks the accountants to give negative
assurance with respect to the unaudited interim financial statements or un
audited condensed interim financial information (see paragraph .37 and the
interim financial information requirements of Regulation S-X) that underlie
the capsule financial information and asks the accountants to state that the
capsule financial information agrees with amounts set forth in such state
ments. Paragraphs 46 and 56 in Example L [paragraph .64] provide an exam
ple of the accountants’ comments in these circumstances. [Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 76,
September 1995.]

.41 The underwriter might ask the accountants to give negative assur
ance on the unaudited condensed interim financial information, or information
extracted therefrom, for a monthly period ending after the latest financial
statements included (incorporated by reference) in the registration statement.
In those cases, the guidance in paragraph .37 is applicable. The unaudited
condensed interim financial information should be attached to the comfort
letter so that it is clear what financial information is being referred to; if the
client requests, the unaudited condensed interim financial information may be
attached only to the copy of the letter intended for the managing underwriter.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]
Pro Forma Financial Information
.42 Accountants should not comment in a comfort letter on pro forma
financial information unless they have an appropriate level of knowledge of the
accounting and financial reporting practices of the entity (or, in the case of a
business combination, of a significant constituent part of the combined entity).
This would ordinarily have been obtained by the accountants auditing or
reviewing historical financial statements of the entity for the most recent
annual or interim period for which the pro forma financial information is
presented. Accountants should not give negative assurance in a comfort letter
on the application of pro forma adjustments to historical amounts, the compi
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lation of pro forma financial information, whether the pro forma financial
information complies as to form in all material respects with the applicable
accounting requirements of rule 11-02 of Regulation S-X or otherwise provide
negative assurance with respect to pro forma financial information unless they
have obtained the required knowledge described above and they have per
formed an audit of the annual financial statements, or an SAS No. 71 [section
722] review of the interim financial statements, of the entity (or, in the case of
a business combination, of a significant constituent part of the combined
entity) to which the pro forma adjustments were applied. In the case of a
business combination, the historical financial statements of each constituent
part of the combined entity on which the pro forma financial information is
based should be audited or reviewed. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 76, September 1995.]
.43 If the accountants have obtained the required knowledge as described
in paragraph .36, but have not met the requirements for giving negative
assurance, the accountants are limited to reporting procedures performed and
findings obtained. (See Example O [paragraph .64].) The accountants should
comply with the relevant guidance on reporting the results of agreed-upon
procedures in AT section 201. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 76, September 1995. Revised, January
2001, to reflect conforming changes necessary due to the issuance of Statement
on Standards for Attestation Engagements No. 10.]

Financial Forecasts

.44 For accountants to perform agreed-upon procedures on a financial
forecast and comment thereon in a comfort letter, they should obtain the
knowledge described in paragraph .36 and then perform procedures prescribed
in AT section 301.69, for reporting on compilation of a forecast. Having per
formed these procedures, they should follow the guidance in AT section 301.18
and .19 regarding reports on compilations of prospective financial information
and should attach their report29 thereon to the comfort letter.30 Then they can
perform additional procedures and report their findings in the comfort letter
(see Examples E and O [paragraph .64]). Accountants may not provide nega
tive assurance on the results of procedures performed. Further, accountants
may not provide negative assurance with respect to compliance of the forecast
with rule 11-03 of Regulation S-X unless they have performed an examination
of the forecast in accordance with AT section 301. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 76, September 1995.
29 For purposes of issuing a comfort letter, if the forecast is included in the registration state
ment, the forecast must be accompanied by an indication that the accountants have not examined the
forecast and therefore do not express an opinion on it. If a compilation report on the forecast has been
issued in connection with the comfort letter, the report need not be included in the registration
statement. [Footnote renumbered by the issuance of Statement on Auditing Standards No. 76,
September 1995. Footnote subsequently renumbered by the issuance of Statement on Auditing
Standards No. 86, March 1998.]
30 When a client’s securities are subject to regulation by the SEC, the accountants should be
aware of the SEC’s views regarding independence when agreeing to perform a compilation of a
forecast. Independence may be deemed to be impaired when services include preparation or assembly
of financial forecasts. The SEC generally will not question the accountants’ independence, however,
when services are limited to issuing a report on a forecast as a result of performing the procedures
stated in paragraph 5 of AT section 301.69. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 76, September 1995. Footnote subsequently renumbered by the issuance of
Statement on Auditing Standards No. 86, March 1998. Footnote revised, January 2001, to reflect
conforming changes necessary due to the issuance of Statement on Standards for Attestation Engage
ments No. 10.]
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Revised, January 2001, to reflect conforming changes necessary due to the
issuance of Statement on Standards for Attestation Engagements No. 10.]
Subsequent Changes
.45 Comments regarding subsequent changes typically relate to whether
there has been any change in capital stock, increase in long-term debt or
decreases in other specified financial statement items during a period, known
as the “change period,” subsequent to the date and period of the latest financial
statements included (incorporated by reference) in the registration statement
(see paragraph .50). These comments would also address such matters as
subsequent changes in the amounts of (a) net current assets or stockholders’
equity and (b) net sales and the total and per-share amounts of income before
extraordinary items and of net income. The accountants ordinarily will be
requested to read minutes and make inquiries of company officials relating to
the whole of the change period.31 For the period between the date of the latest
financial statements made available and the cutoff date, the accountants must
base their comments solely on the limited procedures actually performed with
respect to that period (which, in most cases, will be limited to the reading of
minutes and the inquiries of company officials referred to in the preceding
sentence), and their comfort letter should make this clear (see paragraph 6 of
Example A [paragraph .64]). [Paragraph renumbered by the issuance of State
ment on Auditing Standards No. 76, September 1995.]
.46 If the underwriter requests negative assurance as to subsequent
changes in specified financial statement items as of a date less than 135 days
from the end of the most recent period for which the accountants have per
formed an audit or a review, the accountants may provide such negative
assurance in the comfort letter. For instance—
•

When the accountants have audited the December 31,19X6, financial
statements, the accountants may provide negative assurance on in
creases and decreases of specified financial statement items as of any
date up to May 14 (135 days subsequent to December 31).

•

When the accountants have audited the December 31,19X6, financial
statements and have also conducted an SAS No. 71 [section 722]
review of the interim financial information as of and for the quarter
ended March 31, 19X7, the accountants may provide negative assur
ance as to increases and decreases of specified financial statement
items as of any date up to August 14, 19X7 (135 days subsequent to
March 31).

An appropriate manner of expressing negative assurance regarding sub
sequent changes is shown in paragraphs 5b and 6 of Example A [paragraph
.64], if there has been no decrease and in Example M [paragraph .64], if there
has been a decrease. [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 76, September 1995.]

.47 However, if the underwriter requests negative assurance as to sub
sequent changes in specified financial statement items as of a date 135 days or
31 The answers to these inquiries generally should be supported by appropriate written repre
sentations of the company officials. [Footnote renumbered by the issuance of Statement on Auditing
Standards No. 76, September 1995. Footnote subsequently renumbered by the issuance of Statement
on Auditing Standards No. 86, March 1998.]
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more subsequent to the end of the most recent period for which the accountants
have performed an audit or a review, the accountants may not provide negative
assurance but are limited to reporting procedures performed and findings
obtained (see Example O [paragraph .64]). [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 76, September 1995.]
.48 In order that comments on subsequent changes be unambiguous and
their determination be within accountants’ professional expertise, the com
ments should not relate to “adverse changes,” since that term has not acquired
any clearly understood meaning. If there has been a change in an accounting
principle during the change period, the accountants should note that fact in the
letter. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 76, September 1995.]
.49 Comments on the occurrence of changes in capital stock, increases in
long-term debt, and decreases in other specified financial statement items are
limited to changes, increases, or decreases not disclosed in the registration
statement. Accordingly, the phrase “except for changes, increases, or decreases
that the registration statement discloses have occurred or may occur” should
be included in the letter when it has. come to the accountants’ attention that a
change, increase, or decrease has occurred during the change period, and the
amount of such change, increase, or decrease is disclosed in the registration
statement. This phrase need not be included in the letter when no changes,
increases, or decreases in the specified financial statement items are disclosed
in the registration statement. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 76, September 1995.]

.50 Change period. In the context of a comfort letter, a decrease occurs
when the amount of a financial statement item at the cutoff date or for the
change period (as if financial statements had been prepared at that date and
for that period) is less than the amount of the same item at a specified earlier
date or for a specified earlier period. With respect to the items mentioned in
paragraph .45, the term decrease means (a) any combination of changes in
amounts of current assets and current liabilities that results in decreased net
current assets, (b) any combination of changes in amounts of assets and
liabilities that results in decreased stockholders’ equity, (c) decreased net
sales, and (d) any combination of changes in amounts of sales, expenses and
outstanding shares that results in decreased total and per-share amounts of
income before extraordinary items and of net income (including, in each
instance, a greater loss or other negative amount). The change period for which
the accountants give negative assurance in the comfort letter ends on the cutoff
date (see paragraph .23) and ordinarily begins, for balance sheet items, imme
diately after the date of the latest balance sheet in the registration statement
and, for income statement items, immediately after the latest period for which
such items are presented in the registration statement. The comparison relates
to the entire period and not to portions of that period. A decrease during one
part of the period may be offset by an equal or larger increase in another part
of the period; however, because there was no decrease for the period as a whole,
the comfort letter would not report the decrease occurring during one part of
the period (see, however, paragraph .62). [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 76, September 1995.]
.51 The underwriting agreement usually specifies the dates as of which,
and periods for which, data at the cutoff date and data for the change period
are to be compared. For balance sheet items, the comparison date is normally that
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of the latest balance sheet included (incorporated by reference) in the registra
tion statement (that is, immediately prior to the beginning of the change
period). For income statement items, the comparison period or periods might
be one or more of the following: (a) the corresponding period of the preceding
year, (b) a period of corresponding length immediately preceding the change
period, (c) a proportionate part of the preceding fiscal year, or (d) any other
period of corresponding length chosen by the underwriter. Whether or not
specified in the underwriting agreement, the date and period used in compari
son should be identified in the comfort letter in both draft and final form so
that there is no misunderstanding about the matters being compared and so
that the underwriter can determine whether the comparison period is suitable
for his or her purposes. [Paragraph renumbered by the issuance of Statement
on Auditing Standards No. 76, September 1995.]
.52 The underwriter occasionally requests that the change period begin
immediately after the date of the latest audited balance sheet (which is,
ordinarily, also the closing date of the latest audited statement of income) in
the registration statement, even though the registration statement includes a
more recent unaudited condensed balance sheet and condensed statement of
income. The use of the earlier date may defeat the underwriter’s purpose, since
it is possible that an increase in one of the items referred to in paragraph .45
occurring between the dates of the latest audited and unaudited balance sheets
included (incorporated by reference) in the registration statement might more
than offset a decrease occurring after the latter date. A similar situation might
arise in the comparison of income statement items. In these circumstances, the
decrease occurring after the date of the latest unaudited condensed interim
financial statements included (incorporated by reference) in the registration
statement would not be reported in the comfort letter. It is desirable for the
accountants to explain the foregoing considerations to the underwriter; how
ever, if the underwriter nonetheless requests the use of a change period or
periods other than those described in paragraph .50, the accountants may use
the period or periods requested. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 76, September 1995.]

.53 When other accountants are involved and their letters do not disclose
matters that affect the negative assurance given, an appropriate manner of
expressing these comments is shown in Example J [paragraph .64]. When
appropriate, the principal accountants may comment that there were no
decreases in the consolidated financial statement items despite the possibility
that decreases have been mentioned by the other accountants. In such a case,
the principal accountants could make a statement that “nothing came to our
attention regarding the consolidated financial statements as a result of the
specified procedures (which, so far as the related company was concerned,
consisted solely of reading the other accountants’ letter) that caused us to
believe that....” [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 76, September 1995.]

Tables, Statistics, and Other Financial Information
.54 The underwriting agreement sometimes calls for a comfort letter that
includes comments on tables, statistics, and other financial information ap
pearing in the registration statement. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 76, September 1995.]

.55 The accountants should refrain from commenting on certain matters
in a comfort letter. Except as indicated in the next sentence, they should
comment only with respect to information (a) that is expressed in dollars (or
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percentages derived from such dollar amounts) and that has been obtained
from accounting records that are subject to the entity’s controls over financial
reporting or (b) that has been derived directly from such accounting records by
analysis or computation. The accountants may also comment on quantitative
information that has been obtained from an accounting record if the informa
tion is subject to the same controls over financial reporting as the dollar
amounts. The accountants should not comment on matters merely because
they happen to be present and are capable of reading, counting, measuring, or
performing other functions that might be applicable. Examples of matters that,
unless subjected to the entity’s controls over financial reporting (which is not
ordinarily the case), should not be commented on by the accountants include
the square footage of facilities, number of employees (except as related to a
given payroll period), and backlog information.32 The accountants should not
comment on tables, statistics, and other financial information relating to an
unaudited period unless (a) they have performed an audit of the client’s
financial statements for a period including or immediately prior to the un
audited period or have completed an audit for a later period or (b) they have
otherwise obtained knowledge of the client’s internal control as provided for in
paragraph .36 herein. In addition, the accountants should not comment on
information subject to legal interpretation, such as beneficial share ownership.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995. As amended, effective for comfort letters issued on or
after June 30, 1998, by Statement on Auditing Standards No. 86.]

.56 As with comments relating to financial statement information, it is
important that the procedures followed by the accountants with respect to
other information be clearly set out in the comfort letter, in both draft and final
form, so that there will be no misunderstanding about the basis of the com
ments on the information. Further, so that there will be no implication that the
accountants are furnishing any assurance with respect to the sufficiency of the
procedures for the underwriter’s intended purpose, the comfort letter should
contain a statement to this effect. An appropriate way of expressing this is
shown in paragraph 10 of Example F [paragraph .64] (see also paragraph .16
of this section). [Paragraph renumbered by the issuance of Statement on
Auditing Standards No. 76, September 1995.]
.57 Certain financial information in registration statements is included
because of specific requirements of Regulation S-K. Accountants may comment
as to whether this information is in conformity with the disclosure require
ments of Regulation S-K if the following conditions are met:
a.

The information is derived from the accounting records subject to the
entity’s controls over financial reporting, or has been derived directly
from such accounting records by analysis or computation.

b.

This information is capable of evaluation against reasonable criteria
that have been established by the SEC.

32 Accountants generally will be unable to comment on nonfinancial data presented in MD&A.
However, when the accountants have conducted an examination or a review of MD&A in accordance
with AT section 701, they may agree to trace nonfinancial data presented outside MD&A to similar
data included in the MD&A presentation. When the accountant does not perform a review or an
examination of MD&A or does not attach or refer to a report on MD&A, the accountant may perform
agreed-upon procedures with respect to items in MD&A subject to controls over financial reporting.
[Footnote added, effective for comfort letters issued on or after June 30, 1998, by Statement on
Auditing Standards No. 86. Footnote revised, January 2001, to reflect conforming changes necessary
due to the issuance of Statement on Standards for Attestation Engagements No. 10.]
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The following are the disclosure requirements of Regulation S-K33 that
generally meet these conditions:

•

Item 301, “Selected Financial Data”

•

Item 302, “Supplementary Financial Information”

•

Item 402, “Executive Compensation”

•

Item 503(d), “Ratio of Earnings to Fixed Charges”

Accountants may not give positive assurance on conformity with the disclosure
requirements of Regulation S-K; they are limited to giving negative assurance,
since this information is not given in the form of financial statements and
generally has not been audited by the accountants. Even with respect to the
above-mentioned items, there may be situations in which it would be inappro
priate to provide negative assurance with respect to conformity of this infor
mation with Regulation S-K because conditions (a) and (b) above have not been
met. Since information relevant to Regulation S-K disclosure requirements
other than those noted previously is generally not derived from the accounting
records subject to the entity’s controls over financial reporting, it is not appro
priate for the accountants to comment on conformity of this information with
Regulation S-K. The accountants’ inability to comment on conformity with
Regulation S-K does not preclude accountants from performing procedures and
reporting findings with respect to this information. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 76, September 1995.]

.58 To avoid ambiguity, the specific information commented on in the
letter should be identified by reference to specific captions, tables, page num
bers, paragraphs, or sentences. Descriptions of the procedures followed and the
findings obtained may be stated individually for each item of specific informa
tion commented on. Alternatively, if the procedures and findings are ade
quately described, some or all of the descriptions may be grouped or
summarized, as long as the applicability of the descriptions to items in the
registration statement is clear and the descriptions do not imply that the
accountants assume responsibility for the adequacy of the procedures. It would
also be appropriate to present a matrix listing the financial information and
common procedures employed and indicating the procedures applied to the
specific items. Another presentation that could be used identifies procedures
performed with specified symbols and identifies items to which those proce
dures have been applied directly on a copy of the prospectus which is attached
to the comfort letter. (See Examples F, G, and H [paragraph .64]). [Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 76,
September 1995.]
.59 Comments in the comfort letter concerning tables, statistics, and
other financial information included (incorporated by reference) in the regis
tration statement should be made in the form of a description of the procedures
followed; the findings (ordinarily expressed in terms of agreement between
items compared); and in some cases, as described below, statements with
respect to the acceptability of methods of allocation used in deriving the figures
33 Accountants should not comment in a comfort letter on compliance as to form of MD&A with
rules and regulations adopted by the SEC; accountants may agree to examine or review MD&A in
accordance with AT section 701. [Footnote added, effective for comfort letters issued on or after June
30, 1998, by Statement on Auditing Standards No. 86. Footnote revised, January 2001, to reflect
conforming changes necessary due to the issuance of Statement on Standards for Attestation Engage
ments No. 10.]
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commented on. Whether comments on the allocation of income or expense
items between categories of sales (such as military and commercial sales) may
appropriately be made will depend on the extent to which such allocation is
made in, or can be derived directly by analysis or computation from, the client’s
accounting records. In any event, such comments, if made, should make clear
that such allocations are to a substantial extent arbitrary, that the method of
allocation used is not the only acceptable one, and that other acceptable
methods of allocation might produce significantly different results. Further
more, no comments should be made regarding segment information (or the
appropriateness of allocations made to derive segment information) included
in financial statements, since the accountants’ report encompasses that infor
mation (see section 435, Segment Information).34 Appropriate ways of express
ing comments on tables, statistics, and other financial information are shown
in Examples F, G, and H [paragraph .64]. [Paragraph renumbered by the
issuance of Statement on Auditing Standards No. 76, September 1995 ]

.60 In comments concerning tables, statistics, and other financial infor
mation, the expression “presents fairly” (or a variation of it) should not be used.
That expression, when used by independent accountants, ordinarily relates to
presentations of financial statements and should not be used in commenting
on other types of information. Except with respect to requirements for financial
statements and certain Regulation S-K items discussed in paragraph .57, the
question of what constitutes appropriate information for compliance with the
requirements of a particular item of the registration statement form is a
matter of legal interpretation outside the competence of accountants. Conse
quently, the letter should state that the accountants make no representations
regarding any matter of legal interpretation. Since the accountants will not be
in a position to make any representations about the completeness or adequacy
of disclosure or about the adequacy of the procedures followed, the letter should
so state. It should point out, as well, that such procedures would not necessar
ily disclose material misstatements or omissions in the information to which
the comments relate. An appropriate manner of expressing the comments is
shown in Examples F, G, and H [paragraph .64]. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 76, September 1995.]

Concluding Paragraph
.61 In order to avoid misunderstanding of the purpose and intended use
of the comfort letter, it is desirable that the letter conclude with a paragraph
along the following lines:
This letter is solely for the information of the addressees and to assist the
underwriters35 in conducting and documenting their investigation of the
affairs of the company in connection with the offering of the securities covered
by the registration statement, and it is not to be used, circulated, quoted, or
34 See paragraph .30 regarding requests by an underwriter for comments on interim financial
information required by item 302(a) of Regulation S-K and required supplementary information
described in section 558. [Footnote renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995. Footnote subsequently renumbered by the issuance of Statement on
Auditing Standards No. 86, March 1998.]

35 When the letter is furnished by the accountants for a subsidiary and they are not also
accountants for the parent company, the letter should include the following phrase at this point: “and
for the use of the accountants for [name of issuer] in furnishing their letter to the underwriters.”
[Footnote renumbered by the issuance of Statement on Auditing Standards No. 76, September 1995.
Footnote subsequently renumbered by the issuance of Statement on Auditing Standards No. 86,
March 1998.]
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otherwise referred to within or without the underwriting group for any other
purpose, including, but not limited to, the registration, purchase, or sale of
securities, nor is it to be filed with or referred to in whole or in part in the
registration statement or any other document, except that reference may be
made to it in the underwriting agreement or in any list of closing documents
pertaining to the offering of the securities covered by the registration state
ment.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 76, September 1995.]

Disclosure of Subsequently Discovered Matters
.62 Accountants who discover matters that may require mention in the
final comfort letter but that are not mentioned in the draft letter that has been
furnished to the underwriter, such as changes, increases, or decreases in
specified items not disclosed in the registration statement (see paragraphs .45
and .49), will naturally want to discuss them with their client so that consid
eration can be given to whether disclosure should be made in the registration
statement. If disclosure is not to be made, the accountants should inform the
client that the matters will be mentioned in the comfort letter and should
suggest that the underwriter be informed promptly. It is recommended that
the accountants be present when the client and the underwriter discuss such
matters. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 76, September 1995.]

Effective Date
.63 This section is effective for comfort letters issued on or after June 30,
1993. Early application of this section is encouraged. [Paragraph renumbered
by the issuance of Statement on Auditing Standards No. 76, September 1995.]
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Appendix

Examples
.64

1. The contents of comfort letters vary, depending on the extent of the
information in the registration statement and the wishes of the underwriter or
other requesting party. Shelf registration statements may have several closing
dates and different underwriters. Descriptions of procedures and findings
regarding interim financial statements, tables, statistics, or other financial
information that is incorporated by reference from previous 1934 Act filings
may have to be repeated in several comfort letters. To avoid restating these
descriptions in each comfort letter, accountants may initially issue the com
ments in a format (such as an appendix) that can be referred to in, and attached
to, subsequently issued comfort letters.
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Example A: Typical Comfort Letter
2. A typical comfort letter includes—
a.

A statement regarding the independence of the accountants (para
graphs .31 and .32).

b.

An opinion regarding whether the audited financial statements and
financial statement schedules included (incorporated by reference)
in the registration statement comply as to form in all material
respects with the applicable accounting requirements of the Act and
related rules and regulations adopted by the SEC (paragraphs .33
and .34).

c.

Negative assurance on whether—

d.

1.

The unaudited condensed interim financial information in
cluded (incorporated by reference) in the registration statement
(paragraph .37) complies as to form in all material respects with
the applicable accounting requirements of the Act and the re
lated rules and regulations adopted by the SEC.

2.

Any material modifications should be made to the unaudited
condensed consolidated financial statements included (incorpo
rated by reference) in the registration statement for them to be
in conformity with generally accepted accounting principles.

Negative assurance on whether, during a specified period following
the date of the latest financial statements in the registration state
ment and prospectus, there has been any change in capital stock,
increase in long-term debt or any decrease in other specified financial
statement items (paragraphs .45 through .53).

Example A is a letter covering all these items. Letters that cover some of the
items may be developed by omitting inapplicable portions of Example A.
Example A assumes the following circumstances.1 The prospectus (part I of the
registration statement) includes audited consolidated balance sheets as of
December 31,19X5 and 19X4, and audited consolidated statements of income,
retained earnings (stockholders’ equity), and cash flows for each of the three
years in the period ended December 31,19X5. Part I also includes an unaudited
condensed consolidated balance sheet as of March 31, 19X6, and unaudited
condensed consolidated statements of income, retained earnings (stockholders’
equity), and cash flows for the three-month periods ended March 31,19X6 and
19X5, reviewed in accordance with section 722 but not previously reported on
by the accountants. Part II of the registration statement includes audited
consolidated financial statement schedules for the three years ended December
31, 19X5. The cutoff date is June 23, 19X6, and the letter is dated June 28,
19X6. The effective date is June 28, 19X6.

Each of the comments in the letter is in response to a requirement of the
underwriting agreement. For purposes of Example A, the income statement
items of the current interim period are to be compared with those of the
corresponding period of the preceding year.
1 The example includes financial statements required by SEC regulations to be included in the
filing. If additional financial information is covered by the comfort letter, appropriate modifications
should be made.
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June 28, 19X6
[Addressee]

Dear Sirs:
We have audited the consolidated balance sheets of The Blank Company, Inc.
(the company) and subsidiaries as of December 31, 19X5 and 19X4, and the
consolidated statements of income, retained earnings (stockholders’ equity),
and cash flows for each of the three years in the period ended December 31,
19X5, and the related financial statement schedules all included in the regis
tration statement (no. 33-00000) on Form S-1 filed by the company under the
Securities Act of 1933 (the Act); our reports with respect thereto are also
included in that registration statement. The registration statement, as
amended on June 28,19X6, is herein referred to as the registration statement.2

In connection with the registration statement—

1. We are independent certified public accountants with respect to the
company within the meaning of the Act and the applicable rules and regulations
thereunder adopted by the SEC.
2. In our opinion [include the phrase “except as disclosed in the registration
statement,” if applicable], the consolidated financial statements and financial
statement schedules audited by us and included in the registration statement
comply as to form in all material respects with the applicable accounting
requirements of the Act and the related rules and regulations adopted by the
SEC.

3. We have not audited any financial statements of the company as of any
date or for any period subsequent to December 31, 19X5; although we have
conducted an audit for the year ended December 31, 19X5, the purpose (and
therefore the scope) of the audit was to enable us to express our opinion on the
consolidated financial statements as of December 31, 19X5, and for the year
then ended, but not on the financial statements for any interim period within
that year. Therefore, we are unable to and do not express any opinion on the
unaudited condensed consolidated balance sheet as of March 31,19X6, and the
unaudited condensed consolidated statements of income, retained earnings
(stockholders’ equity), and cash flows for the three-month periods ended March
31, 19X6 and 19X5, included in the registration statement, or on the financial
position, results of operations, or cash flows as of any date or for any period
subsequent to December 31,19X5.
4. For purposes of this letter we have read the 19X6 minutes of meetings
of the stockholders, the board of directors, and [include other appropriate
committees, ifany] of the company and its subsidiaries as set forth in the minute
books at June 23, 19X6, officials of the company having advised us that the
minutes of all such meetings3 through that date were set forth therein; we have

2 The example assumes that the accountants have not previously reported on the interim
financial information. If the accountants have previously reported on the interim financial informa
tion, they may refer to that fact in the introductory paragraph of the comfort letter as follows:
Also, we have reviewed the unaudited condensed consolidated financial statements as of March
31,19X6 and 19X5, and for the three-month periods then ended, as indicated in our report dated
May 15,19X6, which is included (incorporated by reference) in the registration statement. The
report may be attached to the comfort letter (see paragraph .29). The accountants may agree to
comment in the comment letter on whether the interim financial information complies as to form
in all material respects with the applicable accounting requirements of the rules and regulations
adopted by the SEC.

3 The accountants should discuss with the secretary those meetings for which minutes have not
been approved. The letter should be modified to identify specifically the unapproved minutes of
meetings that the accountants have discussed with the secretary.
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carried out other procedures to June 23, 19X6, as follows (our work did not
extend to the period from June 24, 19X6, to June 28, 19X6, inclusive):

a. With respect to the three-month periods ended March 31, 19X6 and
19X5, we have—
(i)

Performed the procedures specified by the American Institute of
Certified Public Accountants for a review of interim financial
information as described in SAS No. 71, Interim Financial
Information, on the unaudited condensed consolidated balance
sheet as of March 31, 19X6, and unaudited condensed consoli
dated statements of income, retained earnings (stockholders’
equity), and cash flows for the three-month periods ended March
31, 19X6 and 19X5, included in the registration statement.

(ii) Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether the un
audited condensed consolidated financial statements referred to
in a(i) comply as to form in all material respects with the
applicable accounting requirements of the Act and the related
rules and regulations adopted by the SEC.

b. With respect to the period from April 1, 19X6, to May 31, 19X6, we
have—
(i)

Read the unaudited consolidated financial statements4 of the
company and subsidiaries for April and May of both 19X5 and
19X6 furnished us by the company, officials of the company
having advised us that no such financial statements as of any
date or for any period subsequent to May 31, 19X6, were avail
able.

(ii)

Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether the un
audited consolidated financial statements referred to in b(i) are
stated on a basis substantially consistent with that of the
audited consolidated financial statements included in the regis
tration statement.

The foregoing procedures do not constitute an audit conducted in accordance
with generally accepted auditing standards. Also, they would not necessarily
reveal matters of significance with respect to the comments in the following
paragraph. Accordingly, we make no representations regarding the sufficiency
of the foregoing procedures for your purposes.

5. Nothing came to our attention as a result of the foregoing procedures,
however, that caused us5 to believe that—
(i)

Any material modifications should be made to the unaudited
condensed consolidated financial statements described in 4a(i),
included in the registration statement, for them to be in con
formity with generally accepted accounting principles.6

4 If the interim financial information is incomplete, a sentence similar to the following should be
added: “The financial information for April and May is incomplete in that it omits the statements of
cash flows and other disclosures.”

5 If there has been a change in accounting principle during the interim period, a reference to that
change should be included herein.
6 Section 722 does not require the accountants to modify the report on a review of interim
financial information for a lack of consistency in the application of accounting principles provided
that the interim financial information appropriately discloses such matters.
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(ii) The unaudited condensed consolidated financial statements de
scribed in 4a(i) do not comply as to form in all material respects
with the applicable accounting requirements of the Act and the
related rules and regulations adopted by the SEC.

b.
(i)

At May 31, 19X6, there was any change in the capital stock,
increase in long-term debt, or decrease in consolidated net
current assets or stockholders’ equity of the consolidated com
panies as compared with amounts shown in the March 31,19X6,
unaudited condensed consolidated balance sheet included in the
registration statement, or

(ii) for the period from April 1, 19X6, to May 31, 19X6, there were
any decreases, as compared to the corresponding period in the
preceding year, in consolidated net sales or in the total or
per-share amounts of income before extraordinary items or of
net income, except in all instances for changes, increases, or
decreases that the registration statement discloses have oc
curred or may occur.

6. As mentioned in 4b, company officials have advised us that no consoli
dated financial statements as of any date or for any period subsequent to May
31, 19X6, are available; accordingly, the procedures carried out by us with
respect to changes in financial statement items after May 31, 19X6, have, of
necessity, been even more limited than those with respect to the periods
referred to in 4. We have inquired of certain officials of the company who have
responsibility for financial and accounting matters whether (a) at June 23,
19X6, there was any change in the capital stock, increase in long-term debt or
any decreases in consolidated net current assets or stockholders’ equity of the
consolidated companies as compared with amounts shown on the March 31,
19X6, unaudited condensed consolidated balance sheet included in the regis
tration statement or (6) for the period from April 1, 19X6, to June 23, 19X6,
there were any decreases, as compared with the corresponding period in the
preceding year, in consolidated net sales or in the total or per-share amounts
of income before extraordinary items or of net income. On the basis of these
inquiries and our reading of the minutes as described in 4, nothing came to our
attention that caused us to believe that there was any such change, increase,
or decrease, except in all instances for changes, increases, or decreases that the
registration statement discloses have occurred or may occur.

7. This letter is solely for the information of the addressees and to assist
the underwriters in conducting and documenting their investigation of the
affairs of the company in connection with the offering of the securities covered
by the registration statement, and it is not to be used, circulated, quoted, or
otherwise referred to within or without the underwriting group for any purpose,
including but not limited to the registration, purchase, or sale of securities, nor
is it to be filed with or referred to in whole or in part in the registration
statement or any other document, except that reference may be made to it in
the underwriting agreement or in any list of closing documents pertaining to
the offering of the securities covered by the registration statement.
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Example B: Letter When a Short-Form Registration Statement
Is Filed Incorporating Previously Filed Forms 10-K and
10-Q by Reference
3. Example B is applicable when a registrant uses a short-form registration
statement (Form S-2 or S-3) which, by reference, incorporates previously filed
Forms 10-K and 10-Q. It assumes that the short-form registration statement
and prospectus include the Form 10-K for the year ended December 31, 19X5,
and Form 10-Q for the quarter ended March 31, 19X6, which have been
incorporated by reference. In addition to the information presented below, the
letter would also contain paragraphs 6 and 7 of the typical letter in Example
A. A Form S-2 registration statement will often both incorporate and include
the registrant’s financial statements. In such situations, the language in the
following example should be appropriately modified to refer to such information
as being both incorporated and included.
June 28, 19X6
[Addressee]

Dear Sirs:
We have audited the consolidated balance sheets of The Blank Company, Inc.
(the company) and subsidiaries as of December 31, 19X5 and 19X4, and the
consolidated statements of income, retained earnings (stockholders’ equity),
and cash flows for each of the three years in the period ended December 31,
19X5, and the related financial statement schedules, all included (incorporated
by reference) in the company’s annual report on Form 10-K for the year ended
December 31,19X5, and incorporated by reference in the registration statement
(no. 33-00000) on Form S-3 filed by the company under the Securities Act of
1933 (the Act); our report with respect thereto is also incorporated by reference
in that registration statement. The registration statement, as amended on June
28, 19X6, is herein referred to as the registration statement.

In connection with the registration statement—

1. We are independent certified public accountants with respect to the
company within the meaning of the Act and the applicable rules and regulations
thereunder adopted by the SEC.
2. In our opinion, the consolidated financial statements and financial
statement schedules audited by us and incorporated by reference in the
registration statement comply as to form in all material respects with the
applicable accounting requirements of the Act and the Securities Exchange Act
of 1934 and the related rules and regulations adopted by the SEC.
3. We have not audited any financial statements of the company as of any
date or for any period subsequent to December 31, 19X5; although we have
conducted an audit for the year ended December 31, 19X5, the purpose (and
therefore the scope) of the audit was to enable us to express our opinion on the
consolidated financial statements as of December 31, 19X5, and for the year
then ended, but not on the consolidated financial statements for any interim
period within that year. Therefore, we are unable to and do not express any
opinion on the unaudited condensed consolidated balance sheet as of March 31,
19X6, and the unaudited condensed consolidated statements of income, re
tained earnings (stockholders’ equity), and cash flows for the three-month
periods ended March 31, 19X6 and 19X5, included in the company’s quarterly
report on Form 10-Q for the quarter ended March 31, 19X6, incorporated by
reference in the registration statement, or on the financial position, results of
operations, or cash flows as of any date or for any period subsequent to
December 31, 19X5.
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4. For purposes of this letter, we have read the 19X6 minutes of the
meetings of the stockholders, the board of directors, and [include other appro
priate committees, if any] of the company and its subsidiaries as set forth in the
minute books at June 23,19X6, officials of the company having advised us that
the minutes of all such meetings7 through that date were set forth therein; we
have carried out other procedures to June 23, 19X6, as follows (our work did
not extend to the period from June 24, 19X6, to June 28, 19X6, inclusive):
a. With respect to the three-month periods ended March 31, 19X6 and
19X5, we have—
(i)

Performed the procedures specified by the American Institute of
Certified Public Accountants for a review of interim financial
information as described in SAS No. 71, Interim Financial
Information, on the unaudited condensed consolidated financial
statements for these periods, described in 3, included in the
company’s quarterly report on Form 10-Q for the quarter ended
March 31, 19X6, incorporated by reference in the registration
statement.

(ii)

Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether the un
audited condensed consolidated financial statements referred to
in a(i) comply as to form in all material respects with the
applicable accounting requirements of the Securities Exchange
Act of 1934 as it applies to Form 10-Q and the related rules and
regulations adopted by the SEC.

b. With respect to the period from April 1, 19X6, to May 31, 19X6, we
have—
(i)

Read the unaudited consolidated financial statements8 of the
company and subsidiaries for April and May of both 19X5 and
19X6 furnished us by the company, officials of the company
having advised us that no such financial statements as of any
date or for any period subsequent to May 31, 19X6, were avail
able.

(ii) Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether the un
audited consolidated financial statements referred to in b(i) are
stated on a basis substantially consistent with that of the
audited consolidated financial statements incorporated by ref
erence in the registration statement.
The foregoing procedures do not constitute an audit conducted in accordance
with generally accepted auditing standards. Also, they would not necessarily
reveal matters of significance with respect to the comments in the following
paragraph. Accordingly, we make no representations about the sufficiency of
the foregoing procedures for your purposes.

5. Nothing came to our attention as a result of the foregoing procedures,
however, that caused us to believe that—

(i)

Any material modifications should be made to the unaudited
condensed consolidated financial statements described in 3,
incorporated by reference in the registration statement, for them

7 See footnote 3 of the Appendix.

8 See footnote 4 of the Appendix.
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to be in conformity with generally accepted accounting princi
ples.
(ii) The unaudited condensed consolidated financial statements de
scribed in 3 do not comply as to form in all material respects
with the applicable accounting requirements of the Securities
Exchange Act of 1934 as it applies to Form 10-Q and the related
rules and regulations adopted by the SEC.

b.

(i)

At May 31, 19X6, there was any change in the capital stock,
increase in long-term debt, or any decreases in consolidated net
current assets or stockholders’ equity of the consolidated com
panies as compared with amounts shown in the March 31,19X6
unaudited condensed consolidated balance sheet incorporated
by reference in the registration statement or

(ii) for the period from April 1, 19X6, to May 31, 19X6, there were
any decreases, as compared with the corresponding period in the
preceding year, in consolidated net sales or in the total or
per-share amounts of income before extraordinary items or of
net income, except in all instances for changes, increases, or
decreases that the registration statement discloses have oc
curred or may occur.
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Example C: Letter Reaffirming Comments in Example A as of a
Later Date
4. If more than one comfort letter is requested, the later letter may, in
appropriate situations, refer to information appearing in the earlier letter
without repeating such information (see paragraph .24 and paragraph 1 of the
Appendix). Example C reaffirms and updates the information in Example A.
July 25, 19X6

[Addressee]
Dear Sirs:
We refer to our letter of June 28, 19X6, relating to the registration statement
(no. 33-00000) of The Blank Company, Inc. (the company). We reaffirm as of
the date hereof (and as though made on the date hereof) all statements made
in that letter except that, for the purposes of this letter—

a.

The registration statement to which this letter relates is as amended
on July 13, 19X6 [effective date].

b.

The reading of minutes described in paragraph 4 of that letter has been
carried out through July 20, 19X6 [the new cutoff date].

c.

The procedures and inquiries covered in paragraph 4 of that letter were
carried out to July 20, 19X6 [the new cutoff date] (our work did not
extend to the period from July 21,19X6, to July 25,19X6 [date of letter],
inclusive).

d.

The period covered in paragraph 46 of that letter is changed to the period
from April 1, 19X6, to June 30, 19X6, officials of the company having
advised us that no such financial statements as of any date or for any
period subsequent to June 30, 19X6, were available.

e.

The references to May 31, 19X6, in paragraph 56 of that letter are
changed to June 30, 19X6.

f.

The references to May 31, 19X6, and June 23, 19X6, in paragraph 6 of
that letter are changed to June 30, 19X6, and July 20, 19X6, respec
tively.

This letter is solely for the information of the addressees and to assist the
underwriters in conducting and documenting their investigation of the affairs
of the company in connection with the offering of the securities covered by the
registration statement, and it is not to be used, circulated, quoted, or otherwise
referred to within the underwriting group for any other purpose, including but
not limited to the registration, purchase, or sale of securities, nor is it to be filed
with or referred to in whole or in part in the registration statement or any other
document, except that reference may be made to it in the underwriting
agreement or any list of closing documents pertaining to the offering of the
securities covered by the registration statement.
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Example D: Comments on Pro Forma Financial Information
5. Example D is applicable when the accountants are asked to comment on
(a) whether the pro forma financial information included in a registration
statement complies as to form in all material respects with the applicable
accounting requirements of rule 11-02 of Regulation S-X, and (b) the application
of pro forma adjustments to historical amounts in the compilation of the pro
forma financial information (see paragraphs .42 and .43). The material in this
example is intended to be inserted between paragraphs 6 and 7 in Example A.
The accountants have audited the December 31, 19X5, financial statements
and have conducted an SAS No. 71 [section 722] review of the March 31,19X6,
interim financial information of the acquiring company. Other accountants
conducted a review of the March 31,19X6, interim financial information of XYZ
Company, the company being acquired. The example assumes that the account
ants have not previously reported on the pro forma financial information. If the
accountants did previously report on the pro forma financial information, they
may refer in the introductory paragraph of the comfort letter to the fact that
they have issued a report, and the report may be attached to the comfort letter
(see paragraph .29). In that circumstance, therefore, the procedures in 7b(i) and
7c ordinarily would not be performed, and the accountants should not sepa
rately comment on the application of pro forma adjustments to historical
financial information, since that assurance is encompassed in the accountants’
report on pro forma financial information. The accountants may, however,
agree to comment on compliance as to form with the applicable accounting
requirements of rule 11-02 of Regulation S-X.
7. At your request, we have—

a. Read the unaudited pro forma condensed consolidated balance sheet
as of March 31, 19X6, and the unaudited pro forma condensed
consolidated statements of income for the year ended December 31,
19X5, and the three-month period ended March 31, 19X6, included
in the registration statement.
b. Inquired of certain officials of the company and of XYZ Company (the
company being acquired) who have responsibility for financial and
accounting matters about—
(i)

The basis for their determination of the pro forma adjustments,
and

(ii) Whether the unaudited pro forma condensed consolidated finan
cial statements referred to in 7a comply as to form in all material
respects with the applicable accounting requirements of rule
11-02 of Regulation S-X.
c. Proved the arithmetic, accuracy of the application of the pro forma
adjustments to the historical amounts in the unaudited pro forma
condensed consolidated financial statements.
The foregoing procedures are substantially less in scope than an examination,
the objective of which is the expression of an opinion on management’s assump
tions, the pro forma adjustments, and the application of those adjustments to
historical financial information. Accordingly, we do not express such an opin
ion. The foregoing procedures would not necessarily reveal matters of signifi
cance with respect to the comments in the following paragraph. Accordingly,
we make no representation about the sufficiency of such procedures for your
purposes.
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8. Nothing came to our attention as a result of the procedures specified in
paragraph 7, however, that caused us to believe that the unaudited pro forma
condensed consolidated financial statements referred to in 7a included in the
registration statement do not comply as to form in all material respects with
the applicable accounting requirements of rule 11-02 of Regulation S-X and
that the pro forma adjustments have not been properly applied to the historical
amounts in the compilation of those statements. Had we performed additional
procedures or had we made an examination of the pro forma condensed
consolidated financial statements, other matters might have come to our
attention that would have been reported to you.
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Example E: Comments on a Financial Forecast
6. Example E is applicable when accountants are asked to comment on a
financial forecast (see paragraph .44). The material in this example is intended
to be inserted between paragraphs 6 and 7 in Example A. The example assumes
that the accountants have previously reported on the compilation of the
financial forecast and that the report is attached to the letter (see paragraph
.29 and Example O).
7. At your request, we performed the following procedure with respect to
the forecasted consolidated balance sheet and consolidated statements of
income and cash flows as of December 31, 19X6, and for the year then ending.
With respect to forecasted rental income, we compared the occupancy statistics
about expected demand for rental of the housing units to statistics for existing
comparable properties and found them to be the same.
8. Because the procedure described above does not constitute an examina
tion of prospective financial statements in accordance with standards estab
lished by the American Institute of Certified Public Accountants, we do not
express an opinion on whether the prospective financial statements are pre
sented in conformity with AICPA presentation guidelines or on whether the
underlying assumptions provide a reasonable basis for the presentation.
Had we performed additional procedures or had we made an examination of
the forecast in accordance with standards established by the American Insti
tute of Certified Public Accountants, matters might have come to our attention
that would have been reported to you. Furthermore, there will usually be
differences between the forecasted and actual results, because events and
circumstances frequently do not occur as expected, and those differences may
be material.
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Example F: Comments on Tables, Statistics, and Other Financial
Information—Complete Description of Procedures and Findings
7. Example F is applicable when the accountants are asked to comment on
tables, statistics, or other compilations of information appearing in a registra
tion statement (paragraphs .54 through .60). Each of the comments is in
response to a specific request. The paragraphs in Example F are intended to
follow paragraph 6 in Example A.
7. For purposes of this letter, we have also read the following, set forth in
the registration statement on the indicated pages.9
Item

Page

a

4

“Capitalization.” The amounts under the captions
“Amount Outstanding as of June 15, 19X6” and “As
Adjusted.” The related notes, except the following in Note
2: “See ‘Transactions With Interested Persons.’ From the
proceeds of this offering the company intends to prepay
$900,000 on these notes, pro rata. See ‘Use of Proceeds.’”

b

13

“History and Business—Sales and Marketing.” The table
following the first paragraph.

c

22

d

33

“Executive Compensation—19X5 Compensation.”
“Selected Financial Data.”10

Description

8. Our audit of the consolidated financial statements for the periods referred to in the introductory paragraph of this letter comprised audit tests and
procedures deemed necessary for the purpose of expressing an opinion on such
financial statements taken as a whole. For none of the periods referred to therein,
or any other period, did we perform audit tests for the purpose of expressing an
opinion on individual balances of accounts or summaries of selected transactions
such as those enumerated above, and, accordingly, we express no opinion thereon.
9. However, for purposes of this letter we have performed the following
additional procedures, which were applied as indicated with respect to the items
enumerated above.

Item in 7

a

Procedures and Findings

We compared the amounts and numbers of shares listed under the caption
“Amount Outstanding as of June 15, 19X6” with the balances in the
appropriate accounts in the company’s general ledger at May 31,19X6 (the
latest date for which posting had been made), and found them to be in
agreement. We were informed by company officials who have responsibil
ity for financial and accounting matters that there have been no changes
in such amounts and numbers of shares between May 31,19X6, and June
15, 19X6. We compared the amounts and numbers of shares listed under

9 In some cases it may be considered desirable to combine in one paragraph the substance of
paragraphs 7 and 9. This may be done by expanding the identification of items in paragraph 9 to
provide the identification information contained in paragraph 7. In such cases, the introductory
sentences in paragraphs 7 and 9 and the text of paragraph 8 might be combined as follows: “For
purposes of this letter, we have also read the following information and have performed the additional
procedures stated below with respect to such information. Our audit of the consolidated financial
statements.. .”
10 In some cases the company or the underwriter may request that the independent accountants
report on “selected financial data” as described in section 552, Reporting on Condensed Financial
Statements and Selected Financial Data. When the accountants report on this data and the report is
included in the registration statement, separate comments should not be included in the comfort
letter (see paragraph .30).
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Procedures and Findings

the caption “Amount Outstanding as of June 15, 19X6,” adjusted for the
issuance of the debentures to be offered by means of the registration
statement and for the proposed use of a portion of the proceeds thereof to
prepay portions of certain notes, as described under “Use of Proceeds,”
with the amounts and numbers of shares shown under the caption “As
Adjusted” and found such amounts and numbers of shares to be in
agreement. (However, we make no comments regarding the reasonable
ness of the “Use of Proceeds” or whether such use will actually take place.)
We compared the description of the securities and the information (except
certain information in Note 2, referred to in 7) included in the notes to the
table with the corresponding descriptions and information in the com
pany’s consolidated financial statements, including the notes thereto
included in the registration statement, and found such description and
information to be in agreement.
b

We compared the amounts of military sales, commercial sales, and total
sales shown in the registration statement with the balances in the appro
priate accounts in the company’s accounting records for the respective
fiscal years and for the unaudited interim periods and found them to be
in agreement. We proved the arithmetic accuracy of the percentages of
such amounts of military sales and commercial sales to total sales for the
respective fiscal years and for the unaudited interim periods. We compared
such computed percentages with the corresponding percentages appearing
in the registration statement and found them to be in agreement.

c

We compared the dollar amounts of compensation (salary, bonus, and
other compensation) for each individual listed in the table “Annual Com
pensation” with the corresponding amounts shown by the individual
employee earnings records for the year 19X5 and found them to be in
agreement. We compared the dollar amount of aggregate executive offi
cers’ cash compensation on page 22 with the corresponding amount shown
in an analysis prepared by the company and found the amounts to be in
agreement. We traced every item over $10,000 on the analysis to the
individual employee records for 19X5. We compared the dollar amounts
shown under the heading of “Long-Term Compensation” on page 24 for
each listed individual and the aggregate amounts for executive officers
with corresponding amounts shown in an analysis prepared by the com
pany and found such amounts to be in agreement.

We compared the executive compensation information with the require
ments of item 402 of Regulation S-K. We also inquired of certain officials
of the company who have responsibility for financial and accounting
matters whether the executive compensation information conforms in all
material respects with the disclosure requirements of item 402 of Regula
tion S-K. Nothing came to our attention as a result of the foregoing
procedures that caused us to believe that this information does not conform
in all material respects with the disclosure requirements of item 402 of
Regulation S-K.
d

We compared the amounts of net sales, income from continuing operations,
income from continuing operations per common share, and cash dividends
declared per common share for the years ended December 31,19X5,19X4,
and 19X3, with the respective amounts in the consolidated financial
statements on pages 27 and 28 and the amounts for the years ended
December 31,19X2, and 19X1, with the respective amounts in the consoli
dated financial statements included in the company’s annual reports to
stockholders for 19X2 and 19X1 and found them to be in agreement.
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Item in 7

Procedures and Findings
We compared the amounts of total assets, long-term obligations, and
redeemable preferred stock at December 31, 19X5 and 19X4, with the
respective amounts in the consolidated financial statements on pages 27
and 28 and the amounts at December 31,19X3, and 19X2, and 19X1 with
the corresponding amounts in the consolidated financial statements in
cluded in the company’s annual reports to stockholders for 19X3, 19X2,
and 19X1 and found them to be in agreement.

We compared the information included under the heading “Selected Fi
nancial Data” with the requirements of item 301 of Regulation S-K. We
also inquired of certain officials of the company who have responsibility
for financial and accounting matters whether this information conforms
in all material respects with the disclosure requirements of item 301 of
Regulation S-K. Nothing came to our attention as a result of the foregoing
procedures that caused us to believe that this information does not conform
in all material respects with the disclosure requirements of item 301 of
Regulation S-K.
10. It should be understood that we make no representations regarding
questions of legal interpretation or regarding the sufficiency for your purposes
of the procedures enumerated in the preceding paragraph; also, such proce
dures would not necessarily reveal any material misstatement of the amounts
or percentages listed above. Further, we have addressed ourselves solely to the
foregoing data as set forth in the registration statement and make no repre
sentations regarding the adequacy of disclosure or regarding whether any
material facts have been omitted.
11. This letter is solely for the information of the addressees and to assist
the underwriters in conducting and documenting their investigation of the
affairs of the company in connection with the offering of the securities covered
by the registration statement, and it is not to be used, circulated, quoted, or
otherwise referred to within or without the underwriting group for any other
purpose, including but not limited to the registration, purchase, or sale of
securities, nor is it to be filed with or referred to in whole or in part in the
registration statement or any other document, except that reference may be
made to it in the underwriting agreement or in any list of closing documents
pertaining to the offering of the securities covered by the registration state
ment.
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Example G: Comments on Tables, Statistics, and Other Financial
Information—Summarized Description of Procedures and
Findings Regarding Tables, Statistics, and Other Financial
Information
8. Example G illustrates, in paragraph 9a, a method of summarizing the
descriptions of procedures and findings regarding tables, statistics, and other
financial information in order to avoid repetition in the comfort letter. The
summarization of the descriptions is permitted by paragraph .58. Each of the
comments is in response to a specific request. The paragraphs in Example G
are intended to follow paragraph 6 in Example A.11
7. For purposes of this letter, we have also read the following, set forth in
the registration statement on the indicated pages.
Item

Page

a

4

b

13

c
d

22
33

Description
“Capitalization.” The amounts under the captions
“Amount Outstanding as of June 15, 19X6” and “As
Adjusted.” The related notes, except the following in Note
2: “See ‘Transactions With Interested Persons.’ From the
proceeds of this offering the company intends to prepay
$900,000 on these notes, pro rata. See ‘Use of Proceeds.’”
“History and Business—Sales and Marketing.” The table
following the first paragraph.
“Executive Compensation—19X5 Compensation.”
“Selected Financial Data.”11
12

8. Our audit of the consolidated financial statements for the periods re
ferred to in the introductory paragraph of this letter comprised audit tests and
procedures deemed necessary for the purpose of expressing an opinion on such
financial statements taken as a whole. For none of the periods referred to
therein, or any other period, did we perform audit tests for the purpose of
expressing an opinion on individual balances of accounts or summaries of
selected transactions such as those enumerated above, and, accordingly, we
express no opinion thereon.
9. However, for purposes of this letter and with respect to the items
enumerated in 7 above—

a. Except for item 7a, we have (i) compared the dollar amounts either
with the amounts in the audited consolidated financial statements
described in the introductory paragraph of this letter or, for prior
years, included in the company’s annual report to stockholders for
the years 19X1, 19X2, and 19X3, or with amounts in the unaudited
consolidated financial statements described in paragraph 3 to the
extent such amounts are included in or can be derived from such
statements and found them to be in agreement; (ii) compared the
amounts of military sales, commercial sales, and total sales and the
dollar amounts of compensation for each listed individual with
amounts in the company’s accounting records and found them to be
in agreement; (iii) compared other dollar amounts with amounts
11 Other methods of summarizing the descriptions may also be appropriately used. For example,
the letter may present a matrix listing the financial information and common procedures employed
and indicating the procedures applied to specific items.
12 See footnote 10 of the Appendix.
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shown in analyses prepared by the company and found them to be in
agreement; and (iv) proved the arithmetic accuracy of the percentages
based on the data in the above-mentioned financial statements,
accounting records, and analyses.

We compared the information in items 7c and 7d with the disclosure
requirements of Regulation S-K. We also inquired of certain officials
of the company who have responsibility for financial and accounting
matters whether this information conforms in all material respects
with the disclosure requirements of Regulation S-K. Nothing came to
our attention as a result of the foregoing procedures that caused us
to believe that this information does not conform in all material
respects with the disclosure requirements of items 402 and 301,
respectively, of Regulation S-K.

b. With respect to item 7a, we compared the amounts and numbers of
shares listed under the caption “Amount Outstanding as of June 15,
19X6” with the balances in the appropriate accounts in the company’s
general ledger at May 31, 19X6 (the latest date for which postings
had been made), and found them to be in agreement. We were
informed by officials of the company who have responsibility for
financial and accounting matters that there had been no changes in
such amounts and numbers of shares between May 31, 19X6, and
June 15, 19X6. We compared the amounts and numbers of shares
listed under the caption “Amount Outstanding as of June 15, 19X6”
adjusted for the issuance of the debentures to be offered by means of
the registration statement and for the proposed use of a portion of
the proceeds thereof to prepay portions of certain notes, as described
under “Use of Proceeds,” with the amounts and numbers of shares
shown under the caption “As Adjusted” and found such amounts and
numbers of shares to be in agreement. (However, we make no com
ments regarding the reasonableness of “Use of Proceeds” or whether
such use will actually take place.) We compared the description of the
securities and the information (except certain information in Note 2,
referred to in 7) included in the notes to the table with the correspond
ing descriptions and information in the company’s consolidated finan
cial statements, including the notes thereto, included in the
registration statement and found such descriptions and information
to be in agreement.

10. It should be understood that we make no representations regarding
questions of legal interpretation or regarding the sufficiency for your purposes
of the procedures enumerated in the preceding paragraph; also, such proce
dures would not necessarily reveal any material misstatement of the amounts
or percentages listed above. Further, we have addressed ourselves solely to the
foregoing data as set forth in the registration statement and make no repre
sentations regarding the adequacy of disclosure or regarding whether any
material facts have been omitted.
11. This letter is solely for the information of the addressees and to assist
the underwriters in conducting and documenting their investigation of the
affairs of the company in connection with the offering of the securities covered
by the registration statement, and it is not to be used, circulated, quoted, or
otherwise referred to within or without the underwriting group for any other
purpose, including but not limited to the registration, purchase, or sale of
securities, nor is it to be filed with or referred to in whole or in part in the
registration statement or any other document, except that reference may be
made to it in the underwriting agreement or in any list of closing documents
pertaining to the offering of the securities covered by the registration state
ment.
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Example H: Comments on Tables, Statistics, and Other Financial
Information: Descriptions of Procedures and Findings Regarding
Tables, Statistics, and Other Financial Information—Attached
Registration Statement (or Selected Pages) Identifies With
Designated Symbols Items to Which Procedures Were Applied
9. This example illustrates an alternate format which could facilitate
reporting when the accountant is requested to perform procedures on numerous
statistics included in a registration statement. This format is permitted by
paragraph .58. Each of the comments is in response to a specific request. The
paragraph in Example H is intended to follow paragraph 6 in Example A.
7. For purposes of this letter, we have also read the items identified by you
on the attached copy of the registration statement (prospectus), and have
performed the following procedures, which were applied as indicated with
respect to the symbols explained below:

Compared the amount with the XYZ (Predecessor Company) finan
cial statements for the period indicated and found them to be in
agreement.
Compared the amount with the XYZ (Predecessor Company) finan
cial statements for the period indicated contained in the registration
statement and found them to be in agreement.

.

Compared the amount with ABC Company’s financial statements for
the period indicated contained in the registration statement and
found them to be in agreement.
Compared with a schedule or report prepared by the Company and
found them to be in agreement.

The letter would also contain paragraphs 8,10, and 11 of the letter in Example F.
[The following is an extract from a registration statement that illustrates how
an accountant can document procedures performed on numerous statistics
included in the registration statement.]
The following summary is qualified in its entirety by the financial statements
and detailed information appearing elsewhere in this Prospectus.
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The Company
ABC Company (the “Company”) designs, constructs, sells, and finances single
family homes for the entry-level and move-up homebuyer. The Company and
its predecessor have built and delivered more single-family homes in the
metropolitan area than any other homebuilder for each of the last five years.
The Company delivered 1,000 homes in the year ending December 31, 19X5,
and at December 31,19X5, had 500 homes13 under contract with an aggregate
sales price of approximately $45,000,000. The Company’s wholly owned mort
gage banking subsidiary, which commenced operations in March 19X5, cur
rently originates a substantial portion of the mortgages for homes sold by the
Company.
The Company typically does not engage in land development without related
homebuilding operations and limits speculative building. The Company pur
chases only that land which it is prepared to begin developing immediately for
home production. A substantial portion of the Company’s homes are under
contract for sale before construction commences.
The DEF area has been among the top five markets in the country in housing
starts for each of the last five years, with more than 90,000 single-family starts
during that period. During the same period, the DEF metropolitan area has
experienced increases in population, personal income, and employment at rates
above the national average. The Company is a major competitive factor in three
of the seven market areas, and is expanding significantly in a fourth area.

The Offering
750,000
shares of Common
Stock—$.01 par value (the
“Common Stock”)

Stock Offered by the Company . . .

Common Stock to Be Outstanding.

3,250,000

Use of Proceeds...............................

To repay indebtedness incurred
for the acquisition of the Com
pany.

Proposed NASDAQ Symbol..........

ABC

*
shares

Assumes no exercise of the Underwriters’ overallotment option. See “Underwriting.”

Summary Financial Information
(In thousands, except per-share data)

XYZ (Predecessor Company)
Year Ended December 31,
Income Statement Data
Revenue from
home sales

Gross profit from sales
Income from home
building net of tax
Earnings per share

13 See paragraph .55.
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ABC Company
Year Ended
December 31

19X1

19X2

19X3

19X4

19X5

$106,603

$88,970

$104,110

$115,837

$131,032

15,980

21,138

23,774

17,099

22,407

3,473

7,029

1,000

490

3,425
$
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Example I: Alternate Wording When Accountants' Report on
Audited Financial Statements Contains an Explanatory
Paragraph
10. Example I is applicable when the accountants’ report on the audited
financial statements included in the registration statement contains an ex
planatory paragraph regarding a matter that would also affect the unaudited
condensed consolidated interim financial statements included in the registra
tion statement. The introductory paragraph of Example A would be revised as
follows:
Our reports with respect thereto (which contain an explanatory paragraph that
describes a lawsuit to which the Company is a defendant, discussed in note 8
to the consolidated financial statements) are also included in the registration
statement.

The matter described in the explanatory paragraph should also be evaluated
to determine whether it also requires mention in the comments on the un
audited condensed consolidated interim financial information (paragraph 5b of
Example A). If it is concluded that mention of such a matter in the comments
on unaudited condensed consolidated financial statements is appropriate, a
sentence should be added at the end of paragraph 56 in Example A:
Reference should be made to the introductory paragraph of this letter which
states that our audit report covering the consolidated financial statements as
of and for the year ended December 31, 19X5, includes an explanatory para
graph that describes a lawsuit to which the company is a defendant, discussed
in note 8 to the consolidated financial statements.
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Example J: Alternate Wording When More Than One
Accountant Is Involved
11. Example J applies when more than one accountant is involved in the
audit of the financial statements of a business and the principal accountants
have obtained a copy of the comfort letter of the other accountants (see
paragraph .18). Example J consists of an addition to paragraph 4c, a substitu
tion for the applicable part of paragraph 5, and an addition to paragraph 6 of
Example A.
[4]c. We have read the letter dated_________of [the other accountants]
with regard to [the related company].
5. Nothing came to our attention as a result of the foregoing procedures
(which, so far as [the related company] is concerned, consisted solely of reading
the letter referred to in 4c), however, that caused us to believe that....
6. . . .On the basis of these inquiries and our reading of the minutes and
the letter dated________of [the other accountants] with regard to [the related
company], as described in 4, nothing came to our attention that caused us to
believe that there was any such change, increase, or decrease, except in all
instances for changes, increases, or decreases that the registration statement
discloses have occurred or may occur.
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Example K: Alternate Wording When the SEC Has Agreed to a
Departure From Its Accounting Requirements
12. Example K is applicable when (a) there is a departure from the
applicable accounting requirements of the Act and the related rules and
regulations adopted by the SEC and (b) representatives of the SEC have agreed
to the departure. Paragraph 2 of Example A would be revised to read as follows:
2. In our opinion [include the phrase “except as disclosed in the registration
statement,” if applicable], the consolidated financial statements and financial
statement schedules audited by us and included (incorporated by reference) in
the registration statement comply as to form in all material respects with the
applicable accounting requirements of the Act and the related rules and
regulations adopted by the SEC; however, as agreed to by representatives of
the SEC, separate financial statements and financial statement schedules of
ABC Company (an equity investee) as required by rule 3-09 of Regulation S-X
have been omitted.
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Example L: Alternate Wording When Recent Earnings Data Are
Presented in Capsule Form
13. Example L is applicable when (a) the statement of income in the
registration statement is supplemented by later information regarding sales
and earnings (capsule financial information), (b) the accountants are asked to
comment on that information (paragraphs .39 through .41), and (c) the account
ants have conducted a review in accordance with section 722 of the financial
statements from which the capsule financial information is derived. The same
facts exist as in Example A, except for the following:

a.

Sales, net income (no extraordinary items), and earnings per share
for the six-month periods ended June 30, 19X6 and 19X5 (both
unaudited), are included in capsule form more limited than that
specified by APB Opinion 28 [AC section I73.146].

b.

No financial statements later than those for June 19X6 are available.

c.

The letter is dated July 25,19X6, and the cutoff date is July 20,19X6.

Paragraphs 4, 5, and 6 of Example A should be revised to read as follows:
4. For purposes of this letter we have read the 19X6 minutes of the
meetings of the stockholders, the board of directors, and {include other appro
priate committees, if any] of the company and its subsidiaries as set forth in the
minute books at July 20,19X6, officials of the company having advised us that
the minutes of all such meetings14 through that date were set forth therein;
we have carried out other procedures to July 20, 19X6, as follows (our work did
not extend to the period from July 21, 19X6, to July 25, 19X6, inclusive):
a. With respect to the three-month periods ended March 31, 19X6 and
19X5, we have—
(i)

Performed the procedures specified by the American Institute of
Certified Public Accountants for a review of interim financial
information as described in SAS No. 71, Interim Financial
Information, on the unaudited condensed consolidated balance
sheet as of March 31, 19X6, and the unaudited condensed
consolidated statements of income, retained earnings (stock
holders’ equity), and cash flows for the three-month periods
ended March 31, 19X6 and 19X5, included in the registration
statement.

(ii)

Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether the un
audited condensed consolidated financial statements referred to
in (i) comply as to form in all material respects with the appli
cable accounting requirements of the Act and the related rules
and regulations adopted by the SEC.

b. With respect to the six-month periods ended June 30,19X6 and 19X5,
we have—
(i)

Read the unaudited amounts for sales, net income, and earnings
per share for the six-month periods ended June 30, 19X6 and
19X5, as set forth in paragraph [identify location].

14 See footnote 3 of the Appendix.
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(ii)

Performed the procedures specified by the American Institute of
Certified Public Accountants for a review of financial informa
tion as described in SAS No. 71, Interim Financial Information,
on the unaudited condensed consolidated balance sheet as of
June 30, 19X6 and the unaudited condensed consolidated state
ments of income, retained earnings (stockholders’ equity), and
cash flows for the six-month periods ended June 30, 19X6 and
19X5 from which the unaudited amounts referred to in b(i) are
derived.

(iii) Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether the un
audited amounts referred to in (i) are stated on a basis
substantially consistent with that of the corresponding amounts
in the audited consolidated statements of income.

The foregoing procedures do not constitute an audit conducted in accordance
with generally accepted auditing standards. Also, they would not necessarily
reveal matters of significance with respect to the comments in the following
paragraph. Accordingly, we make no representations regarding the sufficiency
of the foregoing procedures for your purposes.
5. Nothing came to our attention as a result of the foregoing procedures,
however, that caused us to believe that—

a.

(i)

Any material modifications should be made to the unaudited
condensed consolidated financial statements described in 4a(i),
included in the registration statement, for them to be in con
formity with generally accepted accounting principles.

(ii)

The unaudited condensed consolidated financial statements de
scribed in 4a(i) do not comply as to form in all material respects
with the applicable accounting requirements of the Act and the
related rules and regulations adopted by the SEC.

(i)

The unaudited amounts for sales, net income and earnings per
share for the six-month periods ended June 30, 19X6 and 19X5,
referred to in 4b(i) do not agree with the amounts set forth in
the unaudited consolidated financial statements for those same
periods.

b.

(ii) The unaudited amounts referred to in b(i) were not determined
on a basis substantially consistent with that of the correspond
ing amounts in the audited consolidated statements of income.

c. At June 30,19X6, there was any change in the capital stock, increase
in long-term debt or any decreases in consolidated net current assets
or stockholders’ equity of the consolidated companies as compared
with amounts shown in the March 31, 19X6, unaudited condensed
consolidated balance sheet included in the registration statement,
except in all instances for changes, increases, or decreases that the
registration statement discloses have occurred or may occur.

6. Company officials have advised us that no consolidated financial state
ments as of any date or for any period subsequent to June 30, 19X6, are
available; accordingly, the procedures carried out by us with respect to changes
in financial statement items after June 30, 19X6, have been, of necessity, even
more limited than those with respect to the periods referred to in 4. We have
inquired of certain officials of the company who have responsibility for financial
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and accounting matters regarding whether (a) at July 20,19X6, there was any
change in the capital stock, increase in long-term debt or any decreases in
consolidated net current assets or stockholders’ equity of the consolidated
companies as compared with amounts shown on the March 31,19X6 unaudited
condensed consolidated balance sheet included in the registration statement;
or (b) for the period from July 1, 19X6, to July 20, 19X6, there were any
decreases, as compared with the corresponding period in the preceding year,
in consolidated net sales or in the total or per-share amounts of income before
extraordinary items or of net income. On the basis of these inquiries and our
reading of the minutes as described in 4, nothing came to our attention that
caused us to believe that there was any such change, increase, or decrease,
except in all instances for changes, increases, or decreases that the registration
statement discloses have occurred or may occur.
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Example M: Alternate Wording When Accountants Are Aware
of a Decrease in a Specified Financial Statement Item
14. Example M covers a situation in which accountants are aware of a
decrease in a financial statement item on which they are requested to comment
(see paragraphs .45 through .53). The same facts exist as in Example A, except
for the decrease covered in the following change in paragraph 5b.
b.
(i)

At May 31, 19X6, there was any change in the capital stock,
increase in long-term debt or any decrease in consolidated
stockholders’ equity of the consolidated companies as compared
with amounts shown in the March 31, 19X6, unaudited con
densed consolidated balance sheet included in the registration
statement, or

(ii) for the period from April 1, 19X6, to May 31, 19X6, there were
any decreases, as compared with the corresponding period in the
preceding year, in consolidated net sales or the total or per-share
amounts of income before extraordinary items or of net income,
except in all instances for changes, increases, or decreases that
the registration statement discloses have occurred or may occur
and except that the unaudited consolidated balance sheet as of
May 31,19X6, which we were furnished by the company, showed
a decrease from March 31, 19X6, in consolidated net current
assets as follows (in thousands of dollars):

Current
Assets
March 31, 19X6
May 31, 19X6

$4,251
3,986

Current
Liabilities

Net Current
Assets

$1,356
1,732

$2,895
2,254

6. As mentioned in 4b, company officials have advised us that no consoli
dated financial statements as of any date or for any period subsequent to May
31, 19X6, are available; accordingly, the procedures carried out by us with
respect to changes in financial statement items after May 31,19X6, have been,
of necessity, even more limited than those with respect to the periods referred
to in 4. We have inquired of certain officials of the company who have respon
sibility for financial and accounting matters regarding whether (a) there was
any change at June 23, 19X6, in the capital stock, increase in long-term debt
or any decreases in consolidated net current assets or stockholders’ equity of
the consolidated companies as compared with amounts shown on the March
31, 19X6, unaudited condensed consolidated balance sheet included in the
registration statement; or (b) for the period from April 1, 19X6, to June 23,
19X6, there were any decreases, as compared with the corresponding period in
the preceding year, in consolidated net sales or in the total or per-share amounts
of income before extraordinary items or of net income. On the basis of these
inquiries and our reading of the minutes as described in 4, nothing came to our
attention that caused us to believe that there was any such change, increase,
or decrease, except in all instances for changes, increases, or decreases that the
registration statement discloses have occurred or may occur and except as
described in the following sentence. We have been informed by officials of the
company that there continues to be a decrease in net current assets that is
estimated to be approximately the same amount as set forth in 56 [or whatever
other disclosure fits the circumstances].
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Example N: Alternate Wording of the Letter for Companies That
Are Permitted to Present Interim Earnings Data for a
Twelve-Month Period
15. Certain types of companies are permitted to include earnings data for
a twelve-month period to the date of the latest balance sheet furnished in lieu
of earnings data for both the interim period between the end of the latest fiscal
year and the date of the latest balance sheet and the corresponding period of
the preceding fiscal year. The following would be substituted for the applicable
part of paragraph 3 of Example A.
3... .was to enable us to express our opinion on the financial statements as
of December 31, 19X5, and for the year then ended, but not on the financial
statements for any period included in part within that year. Therefore, we are
unable to and do not express any opinion on the unaudited condensed consoli
dated balance sheet as of March 31,19X6, and the related unaudited condensed
consolidated statements of income, retained earnings (stockholders’ equity),
and cash flows for the twelve months then ended included in the registration
statement. ...
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Example O: Alternate Wording When the Procedures That the
Underwriter Has Requested the Accountant to Perform on
Interim Financial Information Are Less Than an SAS No. 71
Review
16. The example assumes that the underwriter has asked the accountants
to perform specified procedures on the interim financial information and report
thereon in the comfort letter. The letter is dated June 28, 19X6; procedures
were performed through June 23, 19X6, the cutoff date. Since an SAS No. 71
[section 722] review was not performed on the interim financial information as
of March 31,19X6 and for the quarter then ended, the accountants are limited
to reporting procedures performed and findings obtained on the interim finan
cial information. In addition to the information presented below, the letter
would also contain paragraph 7 of the typical comfort letter in Example A.
June 28, 19X6

[Addressee]
Dear Sirs:
We have audited the consolidated balance sheets of The Blank Company, Inc.
(the company) and the subsidiaries as of December 31,19X5 and 19X4, and the
consolidated statements of income, retained earnings (stockholders’ equity),
and cash flows for each of the three years in the period ended December 31,
19X5 and the related financial statement schedules all included in the regis
tration statement (no. 33-00000) on Form S-1 filed by the company under the
Securities Act of 1933 (the Act); our reports with respect thereto are included
in that registration statement. The registration statement, as amended on June
28, 19X6, is herein referred to as the registration statement.
Also, we have compiled the forecasted balance sheet and consolidated state
ments of income, retained earnings (stockholders’ equity), and cash flows as of
December 31, 19X6 and for the year then ending, attached to the registration
statement, as indicated in our report dated May 15, 19X6, which is attached.

In connection with the registration statement—
1. We are independent certified public accountants with respect to the
company within the meaning of the Act and the applicable rules and regulations
thereunder adopted by the SEC.
2. In our opinion [include the phrase “except as disclosed in the registration
statement,” if applicable], the consolidated financial statements and financial
statement schedules audited by us and included in the registration statement
comply as to form in all material respects with the applicable accounting
requirements of the Act and the related rules and regulations adopted by the
SEC.

3. We have not audited any financial statements of the company as of any
date or for any period subsequent to December 31, 19X5; although we have
conducted an audit for the year ended December 31, 19X5, the purpose (and
therefore the scope) of the audit was to enable us to express our opinion on the
consolidated financial statements as of December 31, 19X5, and for the year
then ended, but not on the financial statements for any interim period within
that year. Therefore, we are unable to and do not express any opinion on the
unaudited condensed consolidated balance sheet as of March 31,19X6, and the
unaudited condensed consolidated statements of income, retained earnings
(stockholders’ equity), and cash flows for the three-month periods ended March
31, 19X6 and 19X5, included in the registration statement, or on the financial
position, results of operations, or cash flows as of any date or for any period
subsequent to December 31, 19X5.
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4. For purposes of this letter, we have read the 19X6 minutes of meetings
of the stockholders, the board of directors, and [include other appropriate
committees, if any] of the company as set forth in the minute books at June 23,
19X6, officials of the company having advised us that the minutes of all such
meetings15 through that date were set forth therein; we have carried out other
procedures to June 23, 19X6, as follows (our work did not extend to the period
from June 24, 19X6, to June 28, 19X6, inclusive):
a. With respect to the three-month periods ended March 31, 19X6 and
19X5, we have—
(i)

Read the unaudited condensed consolidated balance sheet as of
March 31, 19X6, and unaudited condensed consolidated state
ments of income, retained earnings (stockholders’ equity), and
cash flows for the three-month periods ended March 31, 19X6
and 19X5, included in the registration statement, and agreed
the amounts contained therein with the company’s accounting
records as of March 31,19X6 and 19X5, and for the three-month
periods then ended.

(ii)

Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether the un
audited condensed consolidated financial statements referred to
in a(i): (1) are in conformity with generally accepted accounting
principles16 applied on a basis substantially consistent with
that of the audited consolidated financial statements included
in the registration statement, and (2) comply as to form in all
material respects with the applicable accounting requirements
of the Act and the related rules and regulations adopted by the
SEC. Those officials stated that the unaudited condensed con
solidated financial statements (1) are in conformity with gener
ally accepted accounting principles applied on a basis
substantially consistent with that of the audited financial state
ments, and (2) comply as to form in all material respects with
the applicable accounting requirements of the Act and the
related rules and regulations adopted by the SEC.

b. With respect to the period from April 1,19X6, to May 31,19X6, we have—
(i)

Read the unaudited condensed consolidated financial state
ments of the company17 for April and May of both 19X5 and
19X6 furnished us by the company, and agreed the amounts
contained therein to the company’s accounting records. Officials
of the company have advised us that no such financial state
ments as of any date or for any period subsequent to May 31,
19X6, were available.

(ii)

Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether (1) the
unaudited financial statements referred to in b(i) are stated on
a basis substantially consistent with that of the audited consoli
dated financial statements included in the registration state
ment, (2) at May 31,19X6, there was any change in the capital
stock, increase in long-term debt or any decrease in consolidated
net current assets or stockholders’ equity of the consolidated
companies as compared with amounts shown in the March 31,

15 See footnote 3 of the Appendix.

16 See footnote 5 of the Appendix.
17 See footnote 4 of the Appendix.
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19X6 unaudited condensed consolidated balance sheet included
in the registration statement, and (3) for the period from April
1,19X6, to May 31,19X6, there were any decreases, as compared
with the corresponding period in the preceding year, in consoli
dated net sales or in the total or per-share amounts of income
before extraordinary items or of net income.

Those officials stated that (1) the unaudited consolidated finan
cial statements referred to in 4b(i) are stated on a basis substan
tially consistent with that of the audited consolidated financial
statements included in the registration statement, (2) at May
31, 19X6, there was no change in the capital stock, no increase
in long-term debt, and no decrease in net current assets or
stockholders’ equity of the consolidated companies as compared
with amounts shown in the March 31, 19X6, unaudited con
densed consolidated balance sheet included in the registration
statement, and (3) there were no decreases for the period from
April 1, 19X6, to May 31, 19X6, as compared with the corre
sponding period in the preceding year, in consolidated net sales
or in the total or per-share amounts of income before extraordi
nary items or of net income.
c. As mentioned in 4b(i), company officials have advised us that no
financial statements as of any date or for any period subsequent to
May 31, 19X6, are available; accordingly, the procedures carried out
by us with respect to changes in financial statement items after May
31, 19X6, have, of necessity, been even more limited than those with
respect to the periods referred to in 4a and 4b. We have inquired of
certain officials of the company who have responsibility for financial
and accounting matters whether (a) at June 23, 19X6, there was any
change in the capital stock, increase in long-term debt or any de
creases in consolidated net current assets or stockholders’ equity of
the consolidated companies as compared with amounts shown on the
March 31, 19X6, unaudited condensed consolidated balance sheet
included in the registration statement, or (b) for the period from April
1, 19X6, to June 23, 19X6, there were any decreases, as compared
with the corresponding period in the preceding year, in consolidated
net sales or in the total or per-share amounts of income before
extraordinary items or of net income. Those officials stated that (1)
at June 23,19X6, there was no change in the capital stock, no increase
in long-term debt and no decreases in consolidated net current assets
or stockholders’ equity of the consolidated companies as compared
with amounts shown on the March 31, 19X6, unaudited condensed
consolidated balance sheet, and (2) for the period from April 1,19X6,
to June 23, 19X6, there were no decreases, as compared with the
corresponding period in the preceding year, in consolidated net sales
or in the total or per-share amounts of income before extraordinary
items or of net income.
The foregoing procedures do not constitute an audit conducted in accordance
with generally accepted auditing standards. We make no representations regard
ing the sufficiency of the foregoing procedures for your purposes. Had we per
formed additional procedures or had we conducted an audit or a review, other
matters might have come to our attention that would have been reported to you.
5. At your request, we also performed the following procedures:

a. Read the unaudited pro forma condensed consolidated balance sheet
as of March 31, 19X6, and the unaudited pro forma condensed
consolidated statements of income for the year ended December 31,
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19X5, and the three-month period ended March 31, 19X6, included
in the registration statement.

b. Inquired of certain officials of the company and of XYZ Company (the
company being acquired) who have responsibility for financial and
accounting matters as to whether all significant assumptions regard
ing the business combination had been reflected in the pro forma
adjustments and whether the unaudited pro forma condensed con
solidated financial statements referred to in (a) comply as to form in
all material respects with the applicable accounting requirements of
rule 11-02 of Regulation S-X.

Those officials referred to above stated, in response to our inquiries,
that all significant assumptions regarding the business combination
had been reflected in the pro forma adjustments and that the un
audited pro forma condensed consolidated financial statements re
ferred to in (a) comply as to form in all material respects with the
applicable accounting requirements of rule 11-02 of Regulation S-X.
c. Compared the historical financial information for the company in
cluded on page 20 in the registration statement with historical
financial information for the company on page 12 and found them to
be in agreement.

We also compared the financial information included on page 20 of
the registration statement with the historical information for XYZ
Company on page 13 and found them to be in agreement.
d. Proved the arithmetic accuracy of the application of the pro forma
adjustments to the historical amounts in the unaudited pro forma
condensed consolidated financial statements.

The foregoing procedures are less in scope than an examination, the
objective of which is the expression of an opinion on management’s
assumptions, the pro forma adjustments, and the application of those
adjustments to historical financial information. Accordingly, we do
not express such an opinion. We make no representation about the
sufficiency of the foregoing procedures for your purposes. Had we
performed additional procedures or had we made an examination of
the pro forma financial information, other matters might have come
to our attention that would have been reported to you.
6. At your request, we performed the following procedures with respect to
the forecasted consolidated balance sheet and consolidated statements of
income and cash flows as of December 31, 19X6, and for the year then ending.
With respect to forecasted rental income, we compared the occupancy statistics
about expected demand for rental of the housing units to statistics for existing
comparable properties and found them to be the same.
Because the procedures described above do not constitute an examination of
prospective financial statements in accordance with standards established by
the American Institute of Certified Public Accountants, we do not express an
opinion on whether the prospective financial statements are presented in
conformity with AICPA presentation guidelines or on whether the underlying
assumptions provide a reasonable basis for the presentation. Furthermore,
there will usually be differences between the forecasted and actual results,
because events and circumstances frequently do not occur as expected, and
those differences may be material. We make no representations about the
sufficiency of such procedures for your purposes. Had we performed additional
procedures or had we made an examination of the forecast in accordance with
standards established by the AICPA, matters might have come to our attention
that would have been reported to you.
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Example P: A Typical Comfort Letter in a Non-1933 Act
Offering, Including the Required Underwriter Representations
17. Example P is applicable when a comfort letter is issued in a non-1933
Act offering. The underwriter has given the accountants a letter including the
representations regarding their due diligence review process, as described in
paragraphs .06 and .07, and the comfort letter refers to those representations.
In addition, the example assumes that the accountants were unable, or were
not requested, to perform an SAS No. 71 [section 722] review of a subsequent
interim period and therefore no negative assurance has been given. See para
graph .47.
November 30, 19X5

[Addressee]
Dear Sirs:

We have audited the balance sheets of Example City, Any State Utility System
as of June 30, 19X5 and 19X4, and the statements of revenues, expenses, and
changes in retained earnings and cash flows for the years then ended, included
in the Official Statement for $30,000,000 of Example City, Any State Utility
System Revenue Bonds due November 30, 19Z5. Our report with respect
thereto is included in the Official Statement. This Official Statement, dated
November 30, 19X5, is herein referred to as the Official Statement.
This letter is being furnished in reliance upon your representation to us that—

a. You are knowledgeable with respect to the due diligence review
process that would be performed if this placement of securities were
being registered pursuant to the Securities Act of 1933 (the Act).

b. In connection with the offering of revenue bonds, the review process
you have performed is substantially consistent with the due diligence
review process that you would have performed if this placement of
securities were being registered pursuant to the Act.
In connection with the Official Statement—

1. We are independent certified public accountants with respect to Exam
ple City, Any State and its Utility System under rule 101 of the AICPA’s Code
of Professional Conduct, and its interpretations and rulings.
2. We have not audited any financial statements of Example City, Any
State Utility System as of any date or for any period subsequent to June 30,
19X5; although we have conducted an audit for the year ended June 30, 19X5,
the purpose (and therefore the scope) of the audit was to enable us to express
our opinion on the financial statements as of June 30, 19X5, and for the year
then ended, but not on the financial statements for any interim period within
that year. Therefore, we are unable to and do not express any opinion on the
financial position, results of operations, or cash flows as of any date or for any
period subsequent to June 30, 19X5, for the Example City, Any State Utility
System.

3. For purposes of this letter we have read the 19X5 minutes of the meetings
of the City Council of Example City, Any State as set forth in the minutes books
as of November 25, 19X5, the City Clerk of Example City having advised us
that the minutes of all such meetings18 through that date were set forth
therein.
18 See footnote 3 of paragraph .03.
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4. With respect to the period subsequent to June 30,19X5, we have carried
out other procedures to November 25,19X5, as follows (our work did not extend
to the period from November 26, 19X5, to November 30, 19X5, inclusive):
•

We have inquired of, and received assurance from, city officials who
have responsibility for financial and accounting matters, that no
financial statements as of any date or for any period subsequent to
June 30, 19X5, are available.

•

We have inquired of those officials regarding whether (a) at Novem
ber 25, 19X5, there was any increase in long-term debt or any
decrease in net current assets of Example City, Any State Utility
System as compared with amounts shown on the June 30, 19X5,
balance sheet, included in the Official Statement, or (b) for the period
from July 1, 19X5, to November 25, 19X5, there were any decreases,
as compared with the corresponding period in the preceding year, in
total operating revenues, income from operations or net income.
Those officials stated that (1) at November 25, 19X5, there was no
increase in long-term debt and no decrease in net current assets of
the Example City, Any State Utility System as compared with
amounts shown in the June 30, 19X5, balance sheet; and (2) there
were no decreases for the period from July 1, 19X5, to November 25,
19X5, as compared with the corresponding period in the preceding
year, in total operating revenues, income from operations, or net
income, except in all instances for changes, increases, or decreases
that the Official Statement discloses have occurred or may occur.

5. For accounting data pertaining to the years 19X3 through 19X5, inclu
sive, shown on page 11 of the Official Statement, we have (i) for data shown in
the audited financial statements, compared such data with the audited finan
cial statements of the Example City, Any State Utility System for 19X3 through
19X5 and found them to be in agreement; and (ii) for data not directly shown
in the audited financial statements, compared such data with the general
ledger and accounting records of the Utility System from which such informa
tion was derived, and found them to be in agreement.
6. The procedures enumerated in the preceding paragraphs do not consti
tute an audit conducted in accordance with generally accepted auditing stand
ards. Accordingly, we make no representations regarding the sufficiency of the
foregoing procedures for your purposes.

7. This letter is solely for the information of the addressees and to assist
the underwriters in conducting and documenting their investigation of the
affairs of the Example City, Any State Utility System in connection with the
offering of securities covered by the Official Statement, and it is not to be used,
circulated, quoted, or otherwise referred to for any other purpose, including but
not limited to the purchase or sale of securities, nor is it to be filed with or
referred to in whole or in part in the Official Statement or any other document,
except that reference may be made to it in the Purchase Contract or in any list
of closing documents pertaining to the offering of securities covered by the
Official Statement.
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Example Q: Letter to a Requesting Party That Has Not Provided
the Representation Letter Described in Paragraphs .06 and .07
18. This example assumes that these procedures are being performed at
the request of the placement agent on information included in an offering
circular in connection with a private placement of unsecured notes with two
insurance companies.19 The letter is dated June 30, 19X6; procedures were
performed through June 25, 19X6, the cutoff date. The statements in para
graphs 5 through 9 of the example should be included in any letter issued
pursuant to paragraph .09.20
June 30, 19X6

[Addressee]
Dear Sirs:

We have audited the consolidated balance sheets of The Blank Company, Inc.
(the company) and subsidiaries as of December 31, 19X5 and 19X4, and the
consolidated statements of income, retained earnings (stockholders’ equity),
and cash flows for each of the three years in the period ended December 31,
19X5, included in the offering circular for $30,000,000 of notes due June 30,
20X6. Our report with respect thereto is included in the offering circular. The
offering circular dated June 30, 19X6, is herein referred to as the offering
circular.
We are independent certified public accountants with respect to the company
under rule 101 of the AICPA’s Code of Professional Conduct, and its interpre
tations and rulings.21
We have not audited any financial statements of the company as of any date or
for any period subsequent to December 31, 19X5; although we have conducted
an audit for the year ended December 31, 19X5, the purpose (and, therefore,
the scope) of the audit was to enable us to express our opinion on the consoli
dated financial statements as of December 31, 19X5, and for the year then
ended, but not on the financial statements for any interim period within that
year. Therefore, we are unable to and do not express any opinion on the
unaudited condensed consolidated balance sheet as of March 31,19X6, and the
unaudited condensed consolidated statements of income, retained earnings
(stockholders’ equity), and cash flows for the three-month periods ended March
31,19X6 and 19X5, included in the offering circular, or on the financial position,
results of operations, or cash flows as of any date or for any period subsequent
to December 31, 19X5.
19 This same example could be used in conjunction with a municipal bond offering in which the
accountant has not received the representation letter described in paragraphs .06 and .07. [Footnote
added, effective for letters issued pursuant to paragraph .09 of this section after April 30, 1996, by
Statement on Auditing Standards No. 76.]
20 This example may also be used in connection with a filing under the Securities Act of 1933 (the
Act) when a party other than a named underwriter (for example, a selling shareholder) has not
provided the accountant with the representation letter described in paragraphs .06 and .07. In such
a situation, this example may be modified to include the accountant’s comments on independence and
compliance as to form of the audited financial statements and financial statement schedules with the
applicable accounting requirements of the Act and the related rules and regulations adopted by the
SEC. Example paragraph 1a(ii) may include an inquiry, and the response of company officials, on
compliance as to form of the unaudited condensed interim financial statements. [Footnote added,
effective for letters issued pursuant to paragraph .09 of this section after April 30,1996, by Statement
on Auditing Standards No. 76.]
21 See paragraphs .31 and .32 for guidance in commenting on independence. [Footnote added,
effective for letters issued pursuant to paragraph .09 of this section after April 30,1996, by Statement
on Auditing Standards No. 76.]
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1. At your request, we have read the 19X6 minutes of meetings of the
stockholders, the board of directors, and [include other appropriate commit
tees, if any] of the company as set forth in the minute books at June 25, 19X6,
officials of the company having advised us that the minutes of all such
meetings2223
through that date were set forth therein; we have carried out other
procedures to June 25, 19X6 (our work did not extend to the period from June
26, 19X6, to June 30, 19X6, inclusive), as follows:

a. With respect to the three-month periods ended March 31, 19X6 and
19X5, we have—
(i)

Read the unaudited condensed consolidated balance sheet as of
March 31, 19X6, and the unaudited condensed consolidated
statements of income, retained earnings (stockholders’ equity),
and cash flows23,24 of the company for the three-month periods
ended March 31, 19X6 and 19X5, included in the offering circu
lar, and agreed the amounts contained therein with the com
pany’s accounting records as of March 31, 19X6 and 19X5, and
for the three-month periods then ended.

(ii)

Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether the un
audited condensed consolidated financial statements referred to
in a(i) are in conformity with generally accepted accounting
principles applied on a basis substantially consistent with that
of the audited consolidated financial statements included in the
offering circular. Those officials stated that the unaudited con
densed consolidated financial statements are in conformity with
generally accepted accounting principles applied on a basis
substantially consistent with that of the audited consolidated
financial statements.

b. With respect to the period from April 1,19X6, to May 31,19X6, we have—
(i)

Read the unaudited condensed consolidated financial state
ments of the company for April and May of both 19X5 and 19X6,
furnished us by the company, and agreed the amounts contained
therein with the company’s accounting records. Officials of the
company have advised us that no financial statements as of any
date or for any period subsequent to May 31, 19X6, were avail
able.

(ii)

Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether (1) the
unaudited condensed consolidated financial statements referred
to in b(i) are stated on a basis substantially consistent with that
of the audited consolidated financial statements included in the
offering circular, (2) at May 31, 19X6, there was any change in
the capital stock, increase in long-term debt or any decrease in
consolidated net current assets or stockholders’ equity of the
consolidated companies as compared with amounts shown in the
March 31, 19X6, unaudited condensed consolidated balance

22 See footnote 3 of the Appendix. [Footnote added, effective for letters issued pursuant to
paragraph .09 of this section after April 30,1996, by Statement on Auditing Standards No. 76.]

23 See footnotes 4 and 5 of the Appendix. [Footnote added, effective for letters issued pursuant to
paragraph .09 of this section after April 30, 1996, by Statement on Auditing Standards No. 76.]
24 Generally, accountants should recognize that the criteria for summarized financial informa
tion have not been established for entities other than SEC registrants. [Footnote added, effective for
letters issued pursuant to paragraph .09 of this section after April 30,1996, by Statement on Auditing
Standards No. 76.]
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sheet included in the offering circular, and (3) for the period from
April 1, 19X6, to May 31, 19X6, there were any decreases, as
compared with the corresponding period in the preceding year,
in consolidated net sales or in the total or per-share amounts of
income before extraordinary items or of net income.

Those officials stated that (1) the unaudited condensed consolidated
financial statements referred to in b(ii) are stated on a basis substan
tially consistent with that of the audited consolidated financial state
ments included in the offering circular, (2) at May 31, 19X6, there
was no change in the capital stock, no increase in long-term debt, and
no decrease in consolidated net current assets or stockholders’ equity
of the consolidated companies as compared with amounts shown in
the March 31,19X6, unaudited condensed consolidated balance sheet
included in the offering circular, and (3) there were no decreases for
the period from April 1,19X6, to May 31,19X6, as compared with the
corresponding period in the preceding year, in consolidated net sales
or in the total or per-share amounts of income before extraordinary
items or of net income.
c. As mentioned in 16, company officials have advised us that no
financial statements as of any date or for any period subsequent to
May 31, 19X6, are available; accordingly, the procedures carried out
by us with respect to changes in financial statement items after May
31, 19X6, have, of necessity, been even more limited than those with
respect to the periods referred to in 1a and 1b. We have inquired of
certain officials of the company who have responsibility for financial
and accounting matters whether (i) at June 25, 19X6, there was any
change in the capital stock, increase in long-term debt, or any
decreases in consolidated net current assets or stockholders’ equity
of the consolidated companies as compared with amounts shown on
the March 31,19X6, unaudited condensed consolidated balance sheet
included in the offering circular or (ii) for the period from April 1,
19X6, to June 25, 19X6, there were any decreases, as compared with
the corresponding period in the preceding year, in consolidated net
sales or in the total or per-share amounts of income before extraordi
nary items or of net income.

Those officials referred to above stated that (i) at June 25,19X6, there
was no change in the capital stock, no increase in long-term debt, and
no decreases in consolidated net current assets or stockholders’ equity
of the consolidated companies as compared with amounts shown on
the March 31, 19X6, unaudited condensed consolidated balance sheet,
and (ii) there were no decreases for the period from April 1, 19X6, to
June 25, 19X6, as compared with the corresponding period in the
preceding year, in consolidated net sales or in the total or per-share
amounts of income before extraordinary items or of net income.
2. At your request, we have read the following items in the offering circular
on the indicated pages.25
25 In some cases it may be considered desirable to combine in one paragraph the substance of
paragraphs 2 and 4. This may be done by expanding the identification of terms in paragraph 4 to
provide the identification information contained in paragraph 2. In such cases the introductory
sentences in paragraphs 2 and 4 and the text of paragraph 3 might be combined as follows: “At your
request, we have also read the following information and have performed the additional procedures
stated below with respect to such information. Our audit of the consolidated financial statements....”
[Footnote added, effective for letters issued pursuant to paragraph .09 of this section after April 30,
1996, by Statement on Auditing Standards No. 76.]
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Description

Item

Page

a

13

“History and Business—Sales and Marketing.” The table
following the first paragraph.

b
c

22
33

“Executive Compensation—19X5 Compensation.”
“Selected Financial Data.”26

3. Our audits of the consolidated financial statements for the periods
referred to in the introductory paragraph of this letter comprised audit tests
and procedures deemed necessary for the purpose of expressing an opinion on
such financial statements taken as a whole. For none of the periods referred to
therein, nor for any other period, did we perform audit tests for the purpose of
expressing an opinion on individual balances of accounts or summaries of
selected transactions such as those enumerated above, and, accordingly, we
express no opinion thereon.

4. However, at your request, we have performed the following additional
procedures, which were applied as indicated with respect to the items enumer
ated above.
Item in 2

Procedures and Findings

a

We compare the amounts of military sales, commercial sales, and total
sales shown in the registration statement with the balances in the appro
priate accounts in the company’s accounting records for the respective
fiscal years and for the unaudited interim periods and found them to be
in agreement. We proved the arithmetic accuracy of the percentages of
such amounts of military sales and commercial sales to total sales for the
respective fiscal years and for the unaudited interim periods. We compared
such computed percentages with the corresponding percentages appearing
in the registration statement and found them to be in agreement.

b

We compared the dollar amounts of compensation (salary, bonus, and other
compensation) for each individual listed in the table “Annual Compensation”
with the corresponding amounts shown by the individual employee earnings
records for the year 19X5 and found them to be in agreement. We compared
the dollar amounts shown under the heading of “Long-Term Compensation”
on page 24 for each listed individual and the aggregate amounts for executive
officers with corresponding amounts shown in an analysis prepared by the
company and found such amounts to be in agreement.

c

We compared the amounts of net sales, income from continuing operations,
income from continuing operations per common share, and cash dividends
declared per common share for the years ended December 31,19X5,19X4,
and 19X3, with the respective amounts in the consolidated financial
statements on pages 27 and 28 and the amounts for the years ended
December 31,19X2, and 19X1, with the respective amounts in the consoli
dated financial statements included in the company’s annual reports to
stockholders for 19X2 and 19X1 and found them to be in agreement.

We compared the amounts of total assets, long-term obligations, and
redeemable preferred stock at December 31, 19X5 and 19X4, with the
respective amounts in the consolidated financial statements on pages 27
26 See footnote 10 of the Appendix. [Footnote added, effective for letters issued pursuant to
paragraph .09 of this section after April 30,1996, by Statement on Auditing Standards No. 76.]
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Item in 2

Procedures and Findings

and 28 and the amounts at December 31, 19X3, and 19X2, and 19X1 with
the corresponding amounts in the consolidated financial statements in
cluded in the company’s annual reports to stockholders for 19X3, 19X2,
and 19X1 and found them to be in agreement.
5. It should be understood that we have no responsibility for establishing
(and did not establish) the scope and nature of the procedures enumerated in
paragraphs 1 through 4 above; rather, the procedures enumerated therein are
those the requesting party asked us to perform. Accordingly, we make no
representations regarding questions of legal interpretation27 or regarding the
sufficiency for your purposes of the procedures enumerated in the preceding
paragraphs; also, such procedures would not necessarily reveal any material
misstatement of the amounts or percentages listed above as set forth in the
offering circular. Further, we have addressed ourselves solely to the foregoing
data and make no representations regarding the adequacy of disclosures or
whether any material facts have been omitted. This letter relates only to the
financial statement items specified above and does not extend to any financial
statement of the company taken as a whole.
6. The foregoing procedures do not constitute an audit conducted in accord
ance with generally accepted auditing standards. Had we performed additional
procedures or had we conducted an audit or a review of the company’s March
31, April 30, or May 31, 19X6 and 19X5, condensed consolidated financial
statements in accordance with standards established by the American Institute
of Certified Public Accountants, other matters might have come to our attention
that would have been reported to you.

7. These procedures should not be taken to supplant any additional inquir
ies or procedures that you would undertake in your consideration of the
proposed offering.
8. This letter is solely for your information and to assist you in your
inquiries in connection with the offering of the securities covered by the offering
circular, and it is not to be used, circulated, quoted, or otherwise referred to for
any other purpose, including but not limited to the registration, purchase, or
sale of securities, nor is it to be filed with or referred to in whole or in part in
the offering document or any other document, except that reference may be
made to it in any list of closing documents pertaining to the offering of the
securities covered by the offering document.

9. We have no responsibility to update this letter for events and circum
stances occurring after June 25, 19X6.

27 See footnote 7 to paragraph .09. [Footnote added, effective for letters issued pursuant to
paragraph .09 of this section after April 30, 1996, by Statement on Auditing Standards No. 76.]
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Example R: Comfort Letter That Includes Reference to
Examination of Annual MD&A and Review of Interim MD&A
19. This example assumes the following circumstances.28 The prospectus
(part I of the registration statement) includes audited consolidated balance
sheets as of December 31,19X5 and 19X4, and audited consolidated statements
of income, retained earnings (stockholders’ equity), and cash flows for each of
the three years in the period ended December 31,19X5. Part I also includes an
unaudited condensed consolidated balance sheet as of March 31, 19X6, and
unaudited condensed consolidated statements of income, retained earnings
(stockholders’ equity), and cash flows for the three-month periods ended March
31, 19X6 and 19X5. Part II of the registration statement includes audited
consolidated financial statement schedules for the three years ended December
31, 19X5. The accountants have examined the company’s management’s dis
cussion and analysis (MD&A) for the year ended December 31, 19X5, in
accordance with AT section 701; the accountants have also performed reviews
of the company’s unaudited condensed consolidated financial statements, re
ferred to above, in accordance with section 722, and the company’s MD&A for
the three-month period ended March 31, 19X6, in accordance with AT section
701. The accountant’s reports on the examination and review of MD&A have
been previously issued, but not distributed publicly; none of these reports is
included in the registration statement. The cutoff date is June 23, 19X6, and
the letter is dated June 28, 19X6. The effective date is June 28, 19X6.

Each of the comments in the letter is in response to a requirement of the
underwriting agreement. For purposes of Example R, the income statement
items of the current interim period are to be compared with those of the
corresponding period of the preceding year.
June 28, 19X6

[Addressee]

Dear Sirs:
We have audited the consolidated balance sheets of The Blank Company, Inc.
(the company) and subsidiaries as of December 31, 19X5 and 19X4, and the
consolidated statements of income, retained earnings (stockholders’ equity),
and cash flows for each of the three years in the period ended December 31,
19X5, and the related financial statement schedules, all included in the
registration statement (no. 33-00000) on Form S-1 filed by the company under
the Securities Act of 1933 (the Act); our reports with respect thereto are also
included in that registration statement. The registration statement, as
amended on June 28,19X6, is herein referred to as the registration statement.
Also, we have examined29 the company’s Management’s Discussion and Analy
sis for the year ended December 31, 19X5, included in the registration state
ment, as indicated in our report dated March 28, 19X6; our report with respect
thereto is attached.30 We have also reviewed the unaudited condensed consoli
28 The example includes financial statements required by SEC regulations to be included in the
filing. If additional financial information is covered by the comfort letter, appropriate modifications
should be made. [Footnote added, effective for comfort letters issued on or after June 30, 1998, by
Statement on Auditing Standards No. 86.]
29 If the accountant has performed a review of the company’s annual MD&A, the opening
paragraph of the comfort letter should be revised accordingly. [Footnote added, effective for comfort
letters issued on or after June 30, 1998, by Statement on Auditing Standards No. 86.]

30 The accountant has elected to attach the previously issued reports to the comfort letter (see
paragraph .29). [Footnote added, effective for comfort letters issued on or after June 30, 1998, by
Statement on Auditing Standards No. 86.]
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dated financial statements as of March 31, 19X6 and 19X5, and for the
three-month periods then ended, included in the registration statement, as
indicated in our report dated May 15, 19X6, and have also reviewed the
company’s Management’s Discussion and Analysis for the three-month period
ended March 31, 19X6, included in the registration statement, as indicated in
our report dated May 15,19X6; our reports with respect thereto are attached.31

In connection with the registration statement—
1. We are independent certified public accountants with respect to the
company within the meaning of the Act and the applicable rules and regulations
thereunder adopted by the SEC.
2. In our opinion [include the phrase “except as disclosed in the registration
statement," applicable], the consolidated financial statements and financial
statement schedules audited by us and included in the registration statement
comply as to form in all material respects with the applicable accounting
requirements of the Act and the related rules and regulations adopted by the
SEC.

3. We have not audited any financial statements of the company as of any
date or for any period subsequent to December 31, 19X5; although we have
conducted an audit for the year ended December 31, 19X5, the purpose (and
therefore the scope) of the audit was to enable us to express our opinion on the
consolidated financial statements as of December 31, 19X5, and for the year
then ended, but not on the financial statements for any interim period within
that year. Therefore, we are unable to and do not express any opinion on the
unaudited condensed consolidated balance sheet as of March 31,19X6, and the
unaudited condensed consolidated statements of income, retained earnings
(stockholders’ equity), and cash flows for the three-month periods ended March
1, 19X6 and 19X5, included in the registration statement, or on the financial
position, results of operations, or cash flows as of any date or for any period
subsequent to December 31, 19X5.
4. We have not examined any management’s discussion and analysis of the
company as of or for any period subsequent to December 31,19X5; although we
have made an examination of the company’s Management’s Discussion and
Analysis for the year ended December 31, 19X5, included in the company’s
registration statement, the purpose (and therefore the scope) of the examina
tion was to enable us to express our opinion on such Management’s Discussion
and Analysis, but not on the management’s discussion and analysis for any
interim period within that year. Therefore, we are unable to and do not express
any opinion on the Management’s Discussion and Analysis for the three-month
period ended March 31,19X6, included in the registration statement, or for any
period subsequent to March 31, 19X6.
5. For purposes of this letter we have read the 19X6 minutes of meetings
of the stockholders, the board of directors, and [include other appropriate
committees, ifany] of the company and its subsidiaries as set forth in the minute
books at June 23, 19X6, officials of the company having advised us that the
minutes of all such meetings32 through that date were set forth therein; we
have carried out other procedures to June 23, 19X6, as follows (our work did
not extend to the period from June 24, 19X6, to June 28, 19X6, inclusive):

a. With respect to the three-month periods ended March 31, 19X6 and
19X5, we have inquired of certain officials of the company who have
31 See footnote 30 of the Appendix. [Footnote added, effective for comfort letters issued on or after
June 30, 1998, by Statement on Auditing Standards No. 86.]

32 See footnote 3 of the Appendix. [Footnote added, effective for comfort letters issued on or after
June 30, 1998, by Statement on Auditing Standards No. 86.]
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responsibility for financial and accounting matters whether the un
audited condensed consolidated balance sheet as of March 31, 19X6,
and the unaudited condensed consolidated statements of income,
retained earnings (stockholders’ equity), and cash flows for the threemonth periods ended March 31, 19X6 and 19X5, included in the
registration statement, comply as to form in all material respects
with the applicable accounting requirements of the Act and the
related rules and regulations adopted by the SEC.

b. With respect to the period from April 1, 19X6, to May 31, 19X6, we
have—
(i)

Read the unaudited consolidated financial statements33 of the
company and subsidiaries for April and May of both 19X5 and
19X6 furnished to us by the company, officials of the company
having advised us that no such financial statements as of any
date or for any period subsequent to May 31, 19X6, were avail
able.

(ii) Inquired of certain officials of the company who have responsi
bility for financial and accounting matters whether the un
audited consolidated financial statements referred to in item 6(i)
are stated on a basis substantially consistent with that of the
audited consolidated financial statements included in the regis
tration statement.

The foregoing procedures do not constitute an audit of financial
statements conducted in accordance with generally accepted auditing
standards. Also, they would not necessarily reveal matters of signifi
cance with respect to the comments in the following paragraph.
Accordingly, we make no representations regarding the sufficiency
of the foregoing procedures for your purposes.

6. Nothing came to our attention as a result of the foregoing procedures,
however, that caused us34 to believe that—
a. The unaudited condensed consolidated financial statements de
scribed in item 5a do not comply as to form in all material respects
with the applicable accounting requirements of the Act and the
related rules and regulations adopted by the SEC.

b.
(i)

At May 31, 19X6, there was any change in the capital stock,
increase in long-term debt, or decrease in consolidated net
current assets or stockholders’ equity of the consolidated com
panies as compared with amounts shown in the March 31,19X6,
unaudited condensed consolidated balance sheet included in the
registration statement, or

(ii)

For the period from April 1, 19X6, to May 31, 19X6, there were
any decreases, as compared to the corresponding period in the
preceding year, in consolidated net sales or in the total or
per-share amounts of income before extraordinary items or of
net income, except in all instances for changes, increases, or
decreases that the registration statement discloses have oc
curred or may occur.

33 See footnote 4 of the Appendix. [Footnote added, effective for comfort letters issued on or after
June 30, 1998, by Statement on Auditing Standards No. 86.]
34 See footnote 5 of the Appendix. [Footnote added, effective for comfort letters issued on or after
June 30, 1998, by Statement on Auditing Standards No. 86.]
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7. As mentioned in item 56, company officials have advised us that no
consolidated financial statements as of any date or for any period subsequent
to May 31, 19X6, are available; accordingly, the procedures carried out by us
with respect to changes in financial statement items after May 31,19X6, have,
of necessity, been even more limited than those with respect to the periods
referred to in item 5. We have inquired of certain officials of the company who
have responsibility for financial and accounting matters whether (a) at June
23, 19X6, there was any change in the capital stock, increase in long-term debt
or any decreases in consolidated net current assets or stockholders’ equity of
the consolidated companies as compared with amounts shown on the March
31, 19X6, unaudited condensed consolidated balance sheet included in the
registration statement or (6) for the period from April 1,19X6, to June 23,19X6,
there were any decreases, as compared with the corresponding period in the
preceding year, in consolidated net sales or in the total or per-share amounts
of income before extraordinary items or of net income. On the basis of these
inquiries and our reading of the minutes as described in item 5, nothing came
to our attention that caused us to believe that there was any such change,
increase, or decrease, except in all instances for changes, increases, or decreases
that the registration statement discloses have occurred or may occur.
8. This letter is solely for the information of the addressees and to assist
the underwriters in conducting and documenting their investigation of the
affairs of the company in connection with the offering of the securities covered
by the registration statement, and it is not to be used, circulated, quoted, or
otherwise referred to within or without the underwriting group for any purpose,
including but not limited to the registration, purchase, or sale of securities, nor
is it to be filed with or referred to in whole or in part in the registration
statement or any other document, except that reference may be made to it in
the underwriting agreement or in any list of closing documents pertaining to
the offering of the securities covered by the registration statement.

[Paragraph renumbered and amended, effective for letters issued pursuant to
paragraph .09 of this section after April 30,1996, by the issuance of Statement
on Auditing Standards No. 76. As amended, effective for comfort letters issued
on or after June 30,1998, by Statement on Auditing Standards No. 86. Revised,
January 2001, to reflect conforming changes necessary due to the issuance of
Statement on Standards for Attestation Engagements No. 10.]
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AU Section 9634

Letters for Underwriters and Certain Other
Requesting Parties: Auditing Interpretations
of Section 634
1. Letters to Directors Relating to Annual Reports on Form 10-K[*]
.01 Question—Annual reports to the Securities and Exchange Commis
sion (SEC) on Form 10-K must be signed by at least a majority of the regis
trant’s board of directors. In reviewing the Form 10-K, directors may seek the
involvement of the registrant’s independent auditors and other professionals.

.02 What types of services could the auditor perform at the request of the
board of directors in connection with the Form 10-K? For example, is it
permissible for the auditor to comment on compliance of the registrant’s Form
10-K with the requirements of the various SEC rules and regulations?[1]

.03 Interpretation—The auditor can express an opinion to the board of
directors on whether the financial statements and financial statement sched
ules audited comply as to form with the applicable accounting requirements of
the Securities Exchange Act of 1934 and the related rules and regulations
thereunder adopted by the SEC (see section 634.33).*2
.04 The auditor may affirm to the board of directors that under generally
accepted auditing standards the auditor is required to read the information in
addition to audited financial statements contained in the Form 10-K, for the
purpose of considering whether such information may be materially inconsis
tent with information appearing in the financial statements (see section 550).
However, the report to the board of directors should state that the auditor has
no obligation to perform any procedures to corroborate such information.
.05 In addition, the auditor could perform, at the request of the board of
directors, specified procedures and report the results of those procedures
concerning various information contained in the Form 10-K such as tables,
statistics and other financial information. There should be a clear under
standing with the board as to the nature, extent and limitations of the proce
dures to be performed and as to the kind of report to be issued. Although the
guidance provided in section 634 is intended primarily for auditors issuing a
letter to underwriters and certain other requesting parties in connection with
an offering of securities, the guidance in section 634.54-.60 would also be
applicable when the auditor is asked to furnish a letter to the board of directors
[Footnote deleted June 1993, by the issuance of Statement on Auditing Standards No. 72.]
[*]

[1] [Footnote deleted June 1993, by the issuance of Statement on Auditing Standards No. 72.]

2 The auditor should not provide any assurance on compliance with the provisions of the
Securities Exchange Act of 1934 regarding controls. See the guidance provided in AT section 501,
Reporting on an Entity’s Internal Control Over Financial Reporting, paragraph .82.§
§ AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that may be necessary.
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in connection with the filing of Form 10-K under the Securities Exchange Act
of 1934.3 The types of information on which auditors may comment are
described in section 634.55. The auditor should comment only on that informa
tion if the criteria in section 634.55 and .57 have been met. The comments
should be made in the form of description of procedures performed and findings
obtained, ordinarily expressed in terms of agreement between items compared.
.06 Certain financial information in Form 10-K is included because of
specific requirements of Regulation S-K. The auditor may comment as to
whether this information is in conformity with the disclosure requirements of
Regulation S-K if the conditions in section 634.57 are met. Section 634.57
identifies the disclosure requirements of Regulation S-K that generally meet
those conditions. The auditor is limited to giving negative assurance, since this
information is not given in the form of financial statements and generally has
not been audited by the accountants. (See section 634.57.)

.07 The auditor should not comment on matters that are primarily sub
jective or judgmental in nature such as those included in Item 7 of Form 10-K,
“Management’s Discussion and Analysis of Financial Condition and Results of
Operations.” For example, changes between periods in gross profit ratios may
be caused by factors that are not necessarily within the expertise of auditors.
However, the auditor can comment on specific changes in comparative
amounts that are included in management’s discussion if the amounts used to
compute such changes are obtained from the financial statements or account
ing records as discussed in section 634.55, but cannot comment with respect to
the appropriateness of the explanations.

.08 There are no criteria by which to measure the sufficiency of the
procedures performed by the accountants for the directors’ purposes. Ordinar
ily the auditor should discuss with the directors or the audit committee the
procedures to be performed and may suggest procedures that might be mean
ingful in the circumstances. However, the auditor should clearly indicate to the
board of directors that the auditor cannot make any representations as to
whether the agreed-upon procedures are sufficient for the directors’ purposes.
.09 It should not ordinarily be necessary for the auditor to reaffirm the
auditor’s independence to the board of directors. If such a representation is
requested, however, the auditor may include in the letter a statement similar
to that described in section 634.31.
[Issue Date: April, 1981; Modified: May, 1981;
Revised: June, 1993; Revised: January, 2001.]

[2.] Negative Assurance on Unaudited Condensed Interim Financial
Statements Attached to Comfort Letters
[.10-.12] [Deleted April, 1993 by Statement on Auditing Standards No.

72.]
3 Section 634.12 states in part: “Accountants will normally be willing to assist the underwriter
but the assistance accountants can provide by way of comfort letters is subject to limitations. One
limitation is that independent accountants can properly comment in their professional capacity only
on matters to which his professional expertise is substantially relevant.”
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Commenting in a Comfort Letter on Quantitative Disclosures About
Market Risk Made in Accordance With Item 305 of Regulation S-K

.13 Introduction—Regulation S-K, Item 305, Quantitative and Qualita
tive Disclosures About Market Risk, requires certain quantitative and qualita
tive disclosures with respect to—
a.

Derivative financial instruments, generally as defined in Financial
Accounting Standards Board (FASB) Statement No. 119, Disclosure
about Derivative Financial Instruments and Fair Value of Financial
Instruments [AC section F25],

b.

Other financial instruments, generally as defined in FASB State
ment No. 107, Disclosures about Fair Value ofFinancial Instruments
[AC section F25], and

c.

Derivative commodity instruments, such as commodity futures, for
wards, and swaps that are permitted by contract or custom to be
settled in cash.

Collectively these instruments are referred to as “market-risk-sensitive instru
ments.”
.14 In addition to qualitative (i.e., descriptive) disclosures, Item 305
requires quantitative disclosures that may be presented in the form of a
tabular presentation, sensitivity analysis, or value-at-risk disclosures. Disclo
sures generally include a combination of historical and fair value data and the
hypothetical effects on such data of assumed changes in interest rates, foreign
currency exchange rates, commodity prices and other relevant market rates.
The quantitative and qualitative information required by Item 305 should be
disclosed outside the financial statements and related notes thereto.

.15 Question—May an accountant provide positive or negative assurance
on conformity with Item 305 of Regulation S-K?
.16 Interpretation—Section 634, Letters for Underwriters and Certain
Other Requesting Parties, paragraph .57, states that accountants may not give
positive assurance on conformity of information with the disclosure require
ments of Regulation S-K since this information is not in the form of financial
statements and generally has not been audited by the accountants. Account
ants may provide negative assurance on conformity with Regulation S-K only
if the following conditions are met:
a.

The information is derived from the accounting records subject to the
entity’s controls over financial reporting, or has been derived directly
from such accounting records by analysis or computation.

b.

This information is capable of evaluation against reasonable criteria
that have been established by the SEC.

Although some information needed to comply with Item 305 is derived from the
accounting records, registrants must also provide a substantial amount of
information that is not derived from accounting records subject to the entity’s
controls over financial reporting. As a result, accountants should not provide
negative assurance on conformity with Item 305 of Regulation S-K.

.17 Question—May an accountant otherwise provide comments in a com
fort letter on items disclosed by registrants in accordance with Item 305 of
Regulation S-K?
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.18 Interpretation—Section 634.55 states that accountants should com
ment only with respect to information—
a.

That is expressed in dollars (or percentages derived from such dollar
amounts) and that has been obtained from accounting records that
are subject to the entity’s controls over financial reporting or

b.

That has been derived directly from such accounting records by
analysis or computation.

As a result, accountants should not comment on the Item 305 qualitative
disclosures.

.19 The three alternative forms of quantitative disclosures under Item
305 reflect hypothetical effects on market-risk-sensitive instruments and re
sult in differing presentations. The forward-looking information used to pre
pare these presentations may be substantially removed from the accounting
records that are subject to the entity’s controls over financial reporting. Fur
ther, section 634.55 also states that “the accountants should not comment on
matters merely because they happen to be present and are capable of reading,
counting, measuring, or performing other functions that might be applicable.”
Accordingly, an accountant’s ability to comment on these disclosures is largely
dependent upon the degree to which the forward-looking information used to
prepare these disclosures is linked to such accounting records.
.20 The tabular presentation includes the fair values of market-risk-sen
sitive instruments and contract terms to determine the future cash flows from
those instruments that are categorized by expected maturity dates. This
approach may require the use of yield curves and implied forward rates to
determine expected maturity dates, as well as assumptions regarding prepay
ments and weighted average interest rates.

.21 The term sensitivity analysis describes a general class of models that
are designed to assess the risk of loss in market-risk-sensitive instruments,
based upon hypothetical changes in market rates or prices. Sensitivity analysis
does not refer to any one, specific model and may include duration analysis or
other “sensitivity” measures. The disclosures are dependent upon assumptions
about theoretical future market conditions and, therefore, are not derived from
the accounting records.

.22 The term value at risk describes a general class of models that provide
a probabilistic assessment of the risk of loss in market-risk-sensitive instru
ments over a selected period of time, with a selected likelihood of occurrences
based upon selected confidence intervals. Value-at-risk disclosures are ex
tremely aggregated and, in addition to the assumptions made for sensitivity
analyses, may include additional assumptions regarding correlation between
asset classes and future market volatilities. As a result, these disclosures are
not derived from the accounting records.
.23 Of the three disclosure alternatives, the tabular presentation con
tains the most limited number of assumptions and least complex mathematical
calculations. Furthermore, certain information, such as contractual terms,
included in a tabular presentation is derived from the accounting records.
Accordingly, accountants may perform limited procedures related to tabular
presentations to the extent that such information is derived from the account
ing records.

.24 The modeling techniques and underlying assumptions utilized for
sensitivity analysis and value-at-risk disclosures generally will be highly
complex. The resultant disclosures may be substantially different from the
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basic historical financial input derived directly from the accounting records.
Due to the hypothetical and forward-looking nature of these disclosures and
the potentially limited usefulness of any procedures that may be performed,
accountants should not agree to make any comments or perform any proce
dures related to sensitivity analysis or value-at-risk disclosures.

.25 When performing procedures related to tabular presentation disclo
sures, the accountant will need to consider whether the entity’s documentation
of its contractual positions in derivatives, commodities and other financial
instruments is subject to the entity’s controls over financial reporting and
whether it provides a complete record of the entity’s market-risk-sensitive
instruments. In addition, the accountant should disclaim as to the reasonable
ness of the assumptions underlying the disclosures.
.26 Item 305 requires registrants to stratify financial instruments accord
ing to market risk category, i.e., interest rate risk, foreign exchange risk, and
equity price risk. Item 305 stipulates that, if an instrument is at risk in more
than one category, the instrument should be included in the disclosures for
each applicable category. In reporting findings from agreed-upon procedures
relating to market risk categories, the accountant should not provide any
findings that the company’s stratifications are complete or comply as to form
with Item 305 requirements and should disclaim with respect to the company’s
determination of market risk categories.
.27 Item 305 encourages registrants to provide quantitative and qualita
tive information about market risk in terms of, among other things, the
magnitude of actual past market movements and estimates of possible nearterm market movements. Accountants should not agree to perform any proce
dures related to such market data.

.28 The accountant should establish a clear understanding with the
underwriter as to the limitations of the procedures to be performed with
respect to the market risk disclosures. Further, accountants should consider
the need to utilize a specialist in performing procedures related to those
disclosures.
.29 The following examples, based upon Example H of section 634.64,
provide very simplified procedures, findings and limitations related to Item
305 tabular presentation disclosures. In practice, the procedures generally will
be substantially more complex.
Symbol

Procedures and Findings
Compared with a schedule prepared by the Company from its
accounting records. We (a) compared the amounts on the
schedule to corresponding amounts appearing in the
accounting records and found such amounts to be in agreement
and (b) determined that the schedule was mathematically
correct. However, we make no comment as to the ap
propriateness or completeness of the Company’s classification
of its market-risk-sensitive instruments into market risk
categories, nor as to its determination of the expected maturity
dates or amounts. (Note: This is an example of procedures
related to tabular presentations of face amounts, carrying
amounts, fair values and notional amounts which stratify such
amounts as to interest rate risk.)
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Symbol

Compared with a schedule prepared by the Company from its
accounting records to calculate weighted average fixed interest
rates and weighted average fixed pay and receive rates, and
found such percentages to be in agreement. We (a) compared
the amounts on the schedule to corresponding amounts
appearing in the accounting records and found such amounts
to be in agreement and (b) determined that the schedule was
mathematically correct. However, we make no comment as to
the appropriateness of the Company’s methodology in
calculating weighted average fixed rates.

(Note: It may be necessary to provide a more complete description
of the procedures performed in other circumstances.)
We make no comment as to the appropriateness or complete
ness of the Company’s determination of the Regulation S-K
requirements for quantitative and qualitative disclosures
about market risks or with respect to the reasonableness of the
assumptions underlying the disclosures.

[The following is an extract from a registration statement that illustrates how
an accountant can document procedures performed on a tabular presentation of
market risk disclosures made in accordance with Item 305 of Regulation S-K.]

INTEREST RATE SENSITIVITY
The table below provides information about the Company’s derivative financial
instruments and other financial instruments that are sensitive to changes in
interest rates, including interest rate swaps and debt obligations. For debt obliga
tions, the table presents principal cash flows and related weighted average
interest rates by expected maturity dates. For interest rate swaps, the table
presents notional amounts and weighted average interest rates by expected
maturity dates. Notional amounts are used to calculate the contractual pay
ments to be exchanged under the contract. Weighted average variable rates are
based on implied forward rates in the yield curve at the reporting date. The
information is presented in U.S. dollar equivalents, which is the Company’s
reporting currency. The instrument’s actual cash flows are denominated in
both U.S. dollars ($US) and German deutschmarks (DM), as indicated in
parentheses.
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Expected maturity dates

19X34

19X24

19X44

19X54

Thereafter4

Total

Fair
Value

$xxx

$XXX

($US equivalent in millions)

Liabilities
Long-Term Debt:

$xxx

$xxx

$XXX

$xxx

$XXX

xx%

xx%

xx%

xx%

xx%

xx%®

XXX

XXX

XXX

XXX

XXX

XXX

Average interest
rate

xx%

xx%

xx%

xx%

xx%

xx%®

Variable Rate ($US)

XXX

XXX

XXX

XXX

XXX

XXX

Average interest
rate

xx%

xx%

xx%

xx%

xx%

xx%4

Fixed Rate ($US)
Average interest
rate

Fixed Rate (DM)

XXX

XXX

($US equivalent in millions)

Interest Rate Derivatives

Interest Rate Swaps:

Variable to Fixed
($US)

$xxx

$XXX

$xxx

$xxx

$xxx

$xxx

Average pay
rate-fixed

XX%

xx%

xx%

xx%

xx%

xx%®

Average receive
rate-variable

xx%

xx%

xx%

xx%

xx%

xx%4

Fixed to Variable
($US)

XXX

XXX

XXX

XXX

XXX

XXX

Average pay
rate-variable

xx%

xx%

xx%

xx%

xx%

xx%4

Average receive
rate-fixed

xx%

xx%

xx%

xx%

xx%

xx%®

$xxx

XXX

[Issue Date: August, 1998.]

4 No findings should be expressed on amounts in these columns because these disclosures
include either management’s expectations of future cash flows or the use of implied forward rates
applied to such expected cash flows. Accordingly, such information does not meet the criteria of
section 634.55.
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Reporting on Internal Accounting Control:
Auditing Interpretations of SAS No. 30
Many of the interpretations in this section were based on the concepts in
Statement on Auditing Standards (SAS) No. 30, Reporting on Internal
Accounting Control. SAS No. 30 was superseded in May 1993 by the
issuance of Statement on Standards for Attestation Engagements (SSAE)
No. 2, Reporting on an Entity’s Internal Control Over Financial Reporting.
Subsequently, SSAE No. 2 was superseded by SSAE No. 10, Attestation
Standards: Revision and Recodification, which was issued in January
2001. The AICPA’s Auditing Standards Board decided at its October 1993
meeting to delete these interpretations. Notes have been included below
to indicate where current guidance may be found in AICPA literature.

[1.] Pre-Award Surveys[*]
[.01-.03] [Deleted October 1993.] (See the guidance provided in para
graphs .01—.08 of attest interpretation No. 1 of SSAE No. 10, chapter 5 (AT
section 9501.01-.08).§) [Revised, January 2001, to reflect conforming changes
necessary due to the issuance of Statement on Standards for Attestation
Engagements No. 10.]
[2.] Award Survey Made in Conjunction With an Audit

[.04-.05] [Deleted October 1993.] (See the guidance provided in para
graphs .01-.08 of attest interpretation No. 1 of SSAE No. 10, chapter 5 (AT
section 9501.01-.08).§) [Revised, January 2001, to reflect conforming changes
necessary due to the issuance of Statement on Standards for Attestation
Engagements No. 10.]
[3.] Reporting on Matters Not Covered by Government-Established
Criteria
[.06-.07] [Deleted October 1993. Revised, January 2001, to reflect con
forming changes necessary due to the issuance of Statement on Standards for
Attestation Engagements No. 10.]
[4.] Limited Scope

[.08-.09] [Deleted October 1993.] (See the guidance provided in SSAE No.
10, chapter 5, paragraph 5.69 (AT section 501.69).*
§) [Revised, January 2001, to
reflect conforming changes necessary due to the issuance of Statement on
Standards for Attestation Engagements No. 10.]
[*] [Footnote deleted, October 1993.]
§ AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that may be necessary.
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[5.] Compliance With the Foreign Corrupt Practices Act of 1977
[.10-.13] [Deleted October 1993.] (See the guidance provided in SSAE No.
10, chapter 5, paragraph 5.82 (AT section 501.82).§) [Revised, January 2001,
to reflect conforming changes necessary due to the issuance of Statement on
Standards for Attestation Engagements No. 10.]

[6.] Reports on Internal Accounting Control of Trust Departments of
Banks
[.14—.17] [Deleted October 1993.] (See the guidance provided in SSAE No.
10, chapter 5, paragraph 5.69 (AT section 501.69).§) [Revised, January 2001, to
reflect conforming changes necessary due to the issuance of Statement on
Standards for Attestation Engagements No. 10.]
[7.] Report Required by U.S. General Accounting Office[1-7]

[.18-.25] [Superseded by Statement on Auditing Standards No. 60, effec
tive for audits of financial statements for periods beginning on or after January
1, 1989.] (See section 325.)
[8.] Form of Report on Internal Accounting Control Based Solely on a
Study and Evaluation Made as Part of an Audit[8-10]

[.26-.32] [Superseded by Statement on Auditing Standards No. 60, effec
tive for audits of financial statements for periods beginning on or after January
1, 1989.] (See section 325.)

[9.] Reporting on Internal Accounting Control Based Solely on an Audit
When a Minimum Study and Evaluation Is Made
[.33-.34] [Superseded by Statement on Auditing Standards No. 60, effec
tive for audits of financial statements for periods beginning on or after January
1, 1989.] (See section 325.)
[10.] Report Required by U.S. General Accounting Office Based on a
Financial and Compliance Audit When a Study and Evaluation
Does Not Extend Beyond the Preliminary Review Phase[11-15]

[.35-.36] [Superseded by Statement on Auditing Standards No. 60, effec
tive for audits of financial statements for periods beginning on or after January
1, 1989.] (See section 325.)
§ AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that may be necessary.
[1-7] [Superseded by Statement on Auditing Standards No. 60, effective for audits of financial
statements for periods beginning on or after January 1, 1989.] (See section 325.)
[8-10] [Superseded by Statement on Auditing Standards No. 60, effective for audits of financial
statements for periods beginning on or after January 1, 1989.] (See section 325.)

[11-15] [Superseded by Statement on Auditing Standards No. 60, effective for audits of financial
statements for periods beginning on or after January 1, 1989.] (See section 325.)
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[11.] Restricted Purpose Report Required by Low to Be Made Available to
the Public[16]

[.37-.38] [Superseded by Statement on Auditing Standards No. 60, effec
tive for audits of financial statements for periods beginning on or after January
1, 1989.] (See section 325.)

[12.] Reporting on Internal Accounting Control "Compliance With the
Currency and Foreign Transactions Reporting Act"[*]
[.39-.41] [Deleted October 1993.]

[16] [Superseded by Statement on Auditing Standards No. 60, effective for audits of financial
statements for periods beginning on or after January 1, 1989.] (See section 325.)

[*] [Footnote deleted, October 1993.]
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Filings Under Federal Securities Statutes
Source: SAS No. 37; PCAOB Release No. 2004-008.

See section 9711 for interpretations of this section.
Issue date, unless otherwise indicated: April, 1981.

.01 As in the case of financial statements used for other purposes, man
agement has the responsibility for the financial representations contained in
documents filed under the federal securities statutes. In this connection the
Securities and Exchange Commission has said:
The fundamental and primary responsibility for the accuracy of information
filed with the Commission and disseminated among the investors rests upon
management. Management does not discharge its obligations in this respect by
the employment of independent public accountants, however reputable. Ac
countants’ certificates are required not as a substitute for management’s
accounting of its stewardship, but as a check upon the accounting.*1

.02 When an independent accountant’s report is included in registration
statements, proxy statements, or periodic reports filed under the federal
securities statutes, the accountant’s responsibility, generally, is in substance
no different from that involved in other types of reporting. However, the nature
and extent of this responsibility are specified in some detail in these statutes
and in the related rules and regulations. For example, section 11(a) of the
Securities Act of 1933, as amended, imposes responsibility for false or mislead
ing statements in an effective registration statement, or for omissions that
render statements made in such a document misleading, on
every accountant, engineer, or appraiser, or any person whose profession gives
authority to a statement made by him, who has with his consent been named
as having prepared or certified any part of the registration statement, or as
having prepared or certified any report or valuation which is used in connection
with the registration statement, report, or valuation, which purports to have
been prepared or certified by him.

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
198-199 of PCAOB Auditing Standard No. 2, which provide direction
when an auditor’s report on internal control over financial reporting
is included or incorporated by reference in filings under federal secu
rities statutes.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
Note: This section supersedes Statement on Auditing Standards No. 1, section 710, Filings
Under Federal Securities Statutes. The changes provide guidance for the accountant whose report
based on a review of interim financial information is presented, or incorporated by reference, in a
filing under the Securities Act of 1933.

1 4 S.E.C. 721 (1939).
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.03 Section 11 also makes specific mention of the independent account
ant’s responsibility as an expert when his report is included in a registration
statement filed under that act.2 Section 11(b) states, in part, that no person
shall be liable as provided therein if that person sustains the burden of proof
that
as regards any part of the registration statement purporting to be made upon
his authority as an expert or purporting to be a copy of or extract from a report
or valuation of himself as an expert, (i) he had, after reasonable investigation,
reasonable ground to believe and did believe, at the time such part of the
registration statement became effective, that the statements therein were true
and that there was no omission to state a material fact required to be stated
therein or necessary to make the statements therein not misleading, or (ii) such
part of the registration statement did not fairly represent his statement as an
expert or was not a fair copy of or extract from his report or valuation as an
expert....

Section 11 further provides that, in determining what constitutes reasonable
investigation and reasonable ground to believe, “the standard of reasonable
ness shall be that required of a prudent man in the management of his own
property.”

.04 This discussion of the independent accountant’s responsibilities in
connection with filings under the federal securities statutes is not intended to
offer legal interpretations and is based on an understanding of the meaning of
the statutes as they relate to accounting principles and auditing standards and
procedures. The discussion is subject to any judicial interpretations that may
be issued.

.05 Because a registration statement under the Securities Act of 1933
speaks as of its effective date, the independent accountant whose report is
included in such a registration statement has a statutory responsibility that is
determined in the light of the circumstances on that date. This aspect of
responsibility is peculiar to reports used for this purpose (see paragraphs .10
through .12).
.06 Under rules of the Securities and Exchange Commission, an inde
pendent accountant’s report based on a review of interim financial information
is not a report by the accountant within the meaning of section 11. Thus, the
accountant does not have a similar statutory responsibility for such reports as
of the effective date of the registration statement (see paragraph .13).

.07 The other federal securities statutes, while not containing so detailed
an exposition, do impose responsibility, under certain conditions, on persons
making false or misleading statements with respect to any material fact in
applications, reports, or other documents filed under the statute.
.08 In filings under the Securities Act of 1933, a statement frequently is
made in the prospectus (sometimes included in a section of the prospectus
called the experts section) that certain information is included in the registra
tion statement in reliance upon the report of certain named experts. The
independent accountant should read the relevant section of the prospectus to
make sure that his name is not being used in a way that indicates that his
responsibility is greater than he intends. The experts section should be so
worded that there is no implication that the financial statements have been
2 Under rules of the Securities and Exchange Commission, a report based on a review of interim
financial information is not a report by the accountant under section 11 (see paragraph .06).
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prepared by the independent accountant or that they are not the direct
representations of management.

.09 The Securities and Exchange Commission requires that, when an
independent accountant’s report based on a review of interim financial infor
mation is presented or incorporated by reference in a registration statement, a
prospectus that includes a statement about the independent accountant’s
involvement should clarify that his review report is not a “report” or “part” of
the registration statement within the meaning of sections 7 and 11 of the
Securities Act of 1933. In this respect, wording such as the following in a
prospectus would ordinarily be considered a satisfactory description for the
accountant’s purposes of the status of his review report that was included
in a Form 10-Q filing that was later incorporated by reference in a registration
statement.3

Independent Public Accountants
The consolidated balance sheets as of December 31, 19X2 and 19X1, and the
consolidated statements of income, retained earnings, and cash flows for each
of the three years in the period ended December 31, 19X2, incorporated by
reference in this prospectus, have been included herein in reliance on the report
of__________independent public accountants, given on the authority of that
firm as experts in auditing and accounting.
With respect to the unaudited interim financial information for the periods
ended March 31, 19X3 and 19X2, incorporated by reference in this prospectus,
the independent public accountants have reported that they have applied
limited procedures in accordance with professional standards for a review of
such information. However, their separate report included in the company’s
quarterly report on Form 10-Q for the quarter ended March 31, 19X3, and
incorporated by reference herein, states that they did not audit and they do not
express an opinion on that interim financial information. Accordingly, the degree
of reliance on their report on such information should be restricted in light of
the limited nature of the review procedures applied. The accountants are not
subject to the liability provisions of section 11 of the Securities Act of 1933 for
their report on the unaudited interim financial information because that report
is not a “report” or a “part” of the registration statement prepared or certified
by the accountants within the meaning of sections 7 and 11 of the act.

The independent accountant should also read other sections of the prospectus
to make sure that his name is not being used in a way that indicates that his
responsibility is greater than he intends.

Subsequent Events Procedures in 1933 Act Filings
.10 To sustain the burden of proof that he has made a “reasonable
investigation” (see paragraph .03), as required under the Securities Act of
1933, an auditor should extend his procedures with respect to subsequent
events from the date of his audit report up to the effective date or as close
thereto as is reasonable and practicable in the circumstances. In this connec
tion, he should arrange with his client to be kept advised of the progress of the
registration proceedings so that his review of subsequent events can be completed
3 A similar description of the status of the accountant’s report would also ordinarily be satisfac
tory for the accountant’s purposes when the accountant’s review report is presented in the registra
tion statement rather than incorporated by reference. In that case, the description in the prospectus
would specifically refer to that report in the registration statement.
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by the effective date. The likelihood that the auditor will discover subsequent
events necessarily decreases following the completion of field work, and, as a
practical matter, after that time the independent auditor may rely, for the most
part, on inquiries of responsible officials and employees. In addition to per
forming the procedures outlined in section 560.12, at or near the effective date,
the auditor generally should
a.

Read the entire prospectus and other pertinent portions of the
registration statement.

b.

Inquire of and obtain written representations from officers and other
executives responsible for financial and accounting matters (limited
where appropriate to major locations) about whether any events have
occurred, other than those reflected or disclosed in the registration
statement, that, in the officers’ or other executives’ opinion, have a
material effect on the audited financial statements included therein
or that should be disclosed in order to keep those statements from
being misleading.

.11 A registration statement filed with the Securities and Exchange
Commission may contain the reports of two or more independent auditors on
their audits of the financial statements for different periods. An auditor who
has audited the financial statements for prior periods but has not audited the
financial statements for the most recent audited period included in the regis
tration statement has a responsibility relating to events subsequent to the date
of the prior-period financial statements, and extending to the effective date,
that bear materially on the prior-period financial statements on which he
reported. Generally, he should

a.

Read pertinent portions of the prospectus and of the registration
statement.

b.

Obtain a letter of representation from the successor independent
auditor regarding whether his audit (including his procedures with
respect to subsequent events) revealed any matters that, in his
opinion, might have a material effect on the financial statements
reported on by the predecessor auditor or would require disclosure
in the notes thereto.

The auditor should make inquiries and perform other procedures that he
considers necessary to satisfy himself regarding the appropriateness of any
adjustment or disclosure affecting the prior-period financial statements cov
ered by his report (see section 508).

Response to Subsequent Events and Subsequently
Discovered Facts
.12 If, subsequent to the date of his report on audited financial state
ments, the auditor (including a predecessor auditor) (a) discovers, in perform
ing the procedures described in paragraphs .10 and .11 above, subsequent
events that require adjustment or disclosure in the financial statements or (b)
becomes aware that facts may have existed at the date of his report that might
have affected his report had he then been aware of those facts, he should follow
the guidance in sections 560 and 561. If the financial statements are appropri
ately adjusted or the required additional disclosure is made, the auditor should
follow the guidance in sections 530.05 and 530.07 and .08, with respect to dating
his report. If the client refuses to make appropriate adjustment or disclosure
in the financial statements for a subsequent event or subsequently discovered
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facts, the auditor should follow the procedures in section 561.08 and .09. In
such circumstances, the auditor should also consider, probably with the advice
of his legal counsel, withholding his consent to the use of his report on the
audited financial statements in the registration statement.
.13 If an accountant concludes on the basis of facts known to him that
unaudited financial statements or unaudited interim financial information
presented or incorporated by reference in a registration statement are not in
conformity with generally accepted accounting principles, he should insist on
appropriate revision. Failing that,

a.

If the accountant has reported on a review of such interim financial
information and the subsequently discovered facts are such that they
would have affected his report had they been known to him at the
date of his report, he should refer to section 561, because certain
provisions of that section may be relevant to his consideration of
those matters (see section 722.46).

b.

If the accountant has not reported on a review of the unaudited
financial statements or interim financial information, he should
modify his report on the audited financial statements to describe the
departure from generally accepted accounting principles contained
in the unaudited financial statements or interim financial informa
tion.

In either case, the accountant should also consider, probably with the advice of
his legal counsel, withholding his consent to the use of his report on the audited
financial statements in the registration statement. [Revised, November 2002,
to reflect conforming changes necessary due to the issuance of Statement on
Auditing Standards No. 100.]
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Filings Under Federal Securities Statutes:
Auditing Interpretations of Section 711
1.

Subsequent Events Procedures for Shelf Registration Statements
Updated After the Original Effective Date

.01 Question—Rule 415 of Regulation C under the Securities Act of 1933
(1933 Act) permits companies to register a designated amount of securities for
continuous or delayed offerings by filing one “shelf" registration statement
with the SEC. Under this rule, a registrant can register an amount of securities
it reasonably expects to offer and sell within the next two years, generally
without the later need to prepare and file a new prospectus and registration
statement for each sale.

.02 A Rule 415 shelf registration statement can be updated after its
original effective date by—

a.

The filing of a post-effective amendment,

b.

The incorporation by reference of subsequently filed material, or

c.

The addition of a supplemental prospectus (sometimes referred to as
a “sticker”).

.03 Section 711, Filings Under Federal Securities Statutes, paragraph .05,
states, “Because a registration statement under the Securities Act of 1933
speaks as of its effective date, the independent accountant whose report is
included in such a registration statement has a statutory responsibility that is
determined in the light of the circumstances on that date.” The independent
accountant’s statutory responsibility regarding information covered by his
report and included in a registration statement is specified in Section 11 of the
1933 Act. Section 11(b)(3)(B) states that the accountant will not be held liable
if he can sustain a burden of proof that “he had, after reasonable investigation,
reasonable ground to believe and did believe, at the time such part of the
registration statement became effective, that the statements therein were true
and that there was no omission to state a material fact required to be stated
therein or necessary to make the statements therein not misleading.” To
sustain the burden of proof that he has made a “reasonable investigation” as
of the effective date, the accountant performs subsequent events procedures
(as described in section 711.10 and .11) to a date as close to the effective date
of the registration statement as is reasonable and practicable in the circum
stances.
.04 In connection with Rule 415 shelf registrations, under what circum
stances does the independent accountant have a responsibility to perform
subsequent events procedures after the original effective date of the registra
tion statement?

.05 Interpretation—As discussed in more detail below, in general, the
accountant should perform the subsequent events procedures described in
section 711.10 and .11, when either:
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a.

A post-effective amendment to the shelf registration statement, as
defined by SEC rules, is filed pursuant to Item 512(a) of Regulation
S-K,1 or

b.

A 1934 Act filing that includes or amends audited financial state
ments is incorporated by reference into the shelf registration state
ment.

.06 When a post-effective amendment is filed pursuant to the registrant’s
undertaking required by Item 512 of Regulation S-K, a shelf registration
statement is considered to have a new effective date because Item 512(a)(2) of
Regulation S-K states,
.".for
. the purpose of determining any liability under
the Securities Act of 1933, each such post-effective amendment shall be
deemed to be a new registration statement. . . .” Accordingly, in such cases, the
accountant should perform subsequent events procedures to a date as close to
the new effective date of the registration statement as is reasonable and
practicable in the circumstances.
.07 Item 512(b) of Regulation S-K states that for purposes of determining
any liability under the Securities Act of 1933 each filing of a registrant’s annual
report (Form 10-K) and each filing of an employee benefit plan annual report
(Form 11-K) that is incorporated by reference into a shelf registration state
ment is deemed to be a new registration statement relating to the securities
offering. Accordingly, when a Form 10-K or Form 11-K is incorporated by
reference into a shelf registration statement, the accountant should perform
subsequent events procedures to a date as close to the date of the filing of the
Form 10-K or Form 11-K as is reasonable and practicable in the circumstances
and date his consent as of that date.
.08 In many circumstances, a Form 10-Q, Form 8-K, or other 1934 Act
filing can be incorporated by reference into a shelf registration statement
(sometimes this occurs automatically—for example, in a Form S-3 or Form S-8)
without the need for a post-effective amendment. In those circumstances, the
accountant has no responsibility to perform subsequent events procedures
unless the filing includes or amends audited financial statements—for exam
ple, a Form 8-K that includes audited financial statements of an acquired
company. In these latter circumstances, when the filing is incorporated into a
registration statement, SEC rules require a currently dated consent of the
accountant who audited those statements, and that accountant should perform
subsequent events procedures to a date as close to the date of the incorporation
by reference of the related material as is reasonable and practicable in the
circumstances.1
2
.09 In addition, an accountant’s report on a review of interim financial
information contained in a Form 10-Q may also include, his report on the
information presented in the condensed year-end balance sheet that has also
been included in the form and has been derived from the latest audited annual
balance sheet. (See section 552, Reporting on Condensed Financial Statements
1 Item 512(a) of Regulation S-K provides that the registrant is required to undertake to file a
post-effective amendment to a shelf registration statement to (a) file updated financial statements
pursuant to section 10(a)(3) of the Securities Act of 1933, (b) reflect a “fundamental change” in the
information in the registration statement arising from facts or events occurring after the effective
date of the registration statement or previous post-effective amendments, or (c) include new material
information regarding the plan of distribution.

2 Typically in such cases, the affected audited financial statements are not those of the regis
trant, and accordingly, there would be no requirement for the registrant’s auditor to update his
subsequent events procedures with respect to the registrant’s financial statements.
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and Selected Financial Data, paragraph .08.) When the Form 10-Q is incorpo
rated by reference into the shelf registration (which may occur automatically),
the report on the year-end condensed balance sheet may be considered a report
of an “expert.” Because it is not clear what the accountant’s responsibility is in
those circumstances, the accountant should perform subsequent events proce
dures (as described in section 711.10 and .11) to a date as close to the date of
the incorporation by reference of the Form 10-Q as is reasonable and practica
ble in the circumstances.
.10 One of the subsequent events procedures described in section 711 is
to “read the entire prospectus and other pertinent portions of the registration
statement.” The reading of the entire prospectus (including any supplemental
prospectuses and documents incorporated by reference—such as Form 10-Ks,
10-Qs, and 8-Ks) and the other procedures described in section 711.10 and .11,
help assure that the accountant has fulfilled his statutory responsibilities
under the 1933 Act to perform a “reasonable investigation.”

.11 When a shelf registration statement is updated by a supplemental
prospectus (or “sticker”), the effective date of the registration statement is
considered to be unchanged since the supplemental prospectus does not consti
tute an amendment to the registration statement, and, consequently, no
posteffective amendment has been filed. Accordingly, an accountant has no
responsibility to update his performance of subsequent events procedures
through the date of the supplemental prospectus or sticker. The accountant,
however, may nevertheless become aware that facts may have existed at the
date of his report that might have affected his report had he then been aware
of those facts. Section 711.12 and .13, provide guidance on the accountant’s
response to subsequent events and subsequently discovered facts.
[Issue Date: May, 1983.]
2. Consenting to Be Named as an Expert in an Offering Document in
Connection With Securities Offerings Other Than Those Registered
Under the Securities Act of 1933

.12 Question—Should the auditor consent to be named, or referred to, as
an expert in an offering document in connection with securities offerings other
than those registered under the Securities Act of 1933 (the Act)?
.13 Interpretation—No. The term “expert” has a specific statutory mean
ing under the Act.3 The act states that anyone who purchases a security
registered under the Act may sue specified persons if the registration state
ment contains an untrue statement or omits to state a material fact. Those
persons who may be sued include “every accountant, engineer, or appraiser, or
any person whose profession gives authority to a statement made by him, who
has with his consent been named as having prepared or certified any part of
the registration statement.” These persons are typically referred to as “ex
perts.” Auditors sign a statement, known as a consent, in which they agree to
be identified as experts in a section of the registration statement.
3 If the term “expert” is defined under applicable state law, for instance, the accountant may
agree to be named as an expert in an offering document in an intra-state securities offering. The
accountant may also agree to be named as an expert, as that term is used by the Office of Thrift
Supervision (OTS), in securities offering documents which are subject to the jurisdiction of the OTS.
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.14 Outside the 1933 Act arena, however, the term “expert” is typically
undefined and the auditor’s responsibility, as a result of the use of that term,
is also undefined.
.15 When a client wishes to make reference to the auditor’s role in an
offering document in connection with a securities offering that is not registered
under the Act, the caption “Independent Auditors” should be used to title that
section of the document; the caption “Experts” should not be used, nor should
the auditors be referred to as experts anywhere in the document. The following
paragraph should be used to describe the auditors role.
Independent Auditors
The financial statements as of December 31,19XX and for the year then ended,
included in this offering circular, have been audited by ABC, independent
auditors, as stated in their report(s) appearing herein.

If the client refuses to delete from the offering document the reference to the
auditors as experts, the auditor should not permit inclusion of the auditor’s
report in the offering document.

[Issue Date: June, 1992; Amended: March, 1995.]
3. Consenting to the Use of an Audit Report in an Offering Document
in Securities Offerings Other Than One Registered Under the
Securities Act of 1933
.16 Question—May the auditor consent to the use of his or her audit
report in an offering document other than one registered under the Securities
Act of 1933?
.17 Interpretation—When an auditor’s report is included in an offering
document other than one registered under the Securities Act of 1933, it is not
usually necessary for the accountant to provide a consent. If the accountant is
requested to provide a consent, he or she may do so. The following is example
language the accountant might use:
We agree to the inclusion in this offering circular of our report, dated February
5, 19XX, on our audit of the financial statements of [name of entity],

[Issue Date: June, 1992.]
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Interim Financial Information
(Supersedes SAS No. 71)
Source: SAS No. 100; PCAOB Release No. 2004-008.
Effective for interim periods within fiscal years beginning after December 15, 2002,

unless otherwise indicated.

Introduction
.01 The purpose of this section is to establish standards and provide
guidance on the nature, timing, and extent of the procedures to be performed
by an independent accountant when conducting a review of interim financial
information (as that term is defined in paragraph .02 of this section). The three
general standards discussed in section 150, Generally Accepted Auditing
Standards, paragraph .02), are applicable to a review of interim financial
information conducted in accordance with this section. This section provides
guidance on the application of the field work and reporting standards to a
review of interim financial information, to the extent those standards are
relevant.
.02 For purposes of this section, the term interim financial information
means financial information or statements covering a period less than a full
year or for a 12-month period ending on a date other than the entity’s fiscal
year end.

.03 The Securities and Exchange Commission (SEC) requires1 a regis
trant to engage an independent accountant to review the registrant’s interim
financial information, in accordance with this section, before the registrant
files its quarterly report on Form 10-Q or Form 10-QSB. Although this section
does not require an accountant to issue a written report on a review of interim
financial information, the SEC requires that an accountant’s review report be
filed with the interim financial information if, in any filing, the entity states
that the interim financial information has been reviewed by an independent
public accountant. Paragraphs .37 through .46 of this section provide reporting
guidance for a review of interim financial information.
Note: When an auditor is engaged to perform an integrated audit of
financial statements and internal control over financial reporting,
refer to paragraphs 202-206 of PCAOB Auditing Standard No. 2,
which provide direction regarding the auditor’s evaluation responsi
bilities as they relate to management’s quarterly certifications on
internal control over financial reporting.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]
1 The Securities and Exchange Commission (SEC) requirement is set forth in Rule 10-01(d) of
Regulation S-X for Form 10-Q and item 310(b) of Regulation S-B for Form 10-QSB.
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.04 Section 315, Communications Between Predecessor and Successor
Auditors, requires a successor auditor to contact the entity’s predecessor
auditor and make inquiries of the predecessor auditor in deciding whether to
accept appointment as an entity’s independent auditor. Such inquiries should
be completed before accepting an engagement to perform an initial review of
an entity’s interim financial information.

Applicability2
.05 An accountant may conduct, in accordance with this section, a review
of the interim financial information of an SEC registrant3 or of a non-SEC
registrant that makes a filing with a regulatory agency4 in preparation for a
public offering or listing, if the entity’s latest annual financial statements have
been or are being audited. The interim financial information may be presented
in the form of financial statements or in a summarized form that purports to
conform with generally accepted accounting principles5 and applicable regula
tory requirements, for example, Article 10 of Regulation S-X for Form 10-Q.
.06 Many SEC registrants are required by item 302(a) of Regulation S-K
to include selected quarterly financial data (that is, interim financial informa
tion for each full quarter within the two most recent fiscal years and any
subsequent interim period for which financial statements are included or are
required to be included) in their annual reports and in certain other SEC
filings. Consequently, a review of the entity’s fourth quarter interim financial
information must be conducted even though a quarterly report for the fourth
quarter is not filed on Form 10-Q. Furthermore, an accountant performing an
initial audit of an entity’s annual financial statements that includes selected
quarterly data who has not previously reviewed one or more of the quarters in
that year should perform a review of those quarters, in accordance with this
section, in order to report on the audited financial statements containing such
interim financial information.

Objective of a Review of Interim Financial Information
.07 The objective of a review of interim financial information pursuant to
this section is to provide the accountant with a basis for communicating
whether he or she is aware of any material modifications that should be made
to the interim financial information for it to conform with generally accepted
accounting principles. The objective of a review of interim financial informa
2 Statements on Standards for Accounting and Review Services provide guidance for review
engagements for which this section is not applicable.

3 This section also is applicable to a review of the interim financial information of a subsidiary,
corporate joint venture, or investee of an SEC registrant, when that review is performed in the
context of the review of the interim financial information of the SEC registrant itself.
4 For purposes of this section, a regulatory agency is the SEC and the following agencies with
which an entity files periodic reports pursuant to the Securities Exchange Act of 1934: Office of the
Comptroller of the Currency, Federal Deposit Insurance Corporation, Federal Reserve System, and
Office of Thrift Supervision.

5 Accounting Principles Board (APB) Opinion No. 28, Interim Financial Reporting, outlines the
application of U.S. generally accepted accounting principles to the determination of income when
interim financial information is presented, provides for the use of estimated effective income tax
rates, and specifies certain disclosure requirements for summarized interim financial information
issued by public companies. Footnote 3 of section 411, The Meaning of Present Fairly in Conformity
With Generally Accepted Accounting Principles, paragraph .10, indicates that, for SEC registrants,
rules and interpretive releases of the SEC have an authority similar to that of category “a” accounting
principles.
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tion differs significantly from that of an audit conducted in accordance with
generally accepted auditing standards. A review of interim financial informa
tion does not provide a basis for expressing an opinion about whether the
financial statements are presented fairly, in all material respects, in conform
ity with generally accepted accounting principles. A review consists principally
of performing analytical procedures and making inquiries of persons responsi
ble for financial and accounting matters, and does not contemplate (a) tests of
accounting records through inspection, observation, or confirmation; (b) tests
of controls to evaluate their effectiveness; (c) obtaining corroborating evidence
in response to inquiries; or (d) performing certain other procedures ordinarily
performed in an audit. A review may bring to the accountant’s attention
significant matters affecting the interim financial information, but it does not
provide assurance that the accountant will become aware of all significant
matters that would be identified in an audit. Paragraph .22 of this section
provides guidance to the accountant if he or she becomes aware of information
that leads him or her to believe that the interim financial information may not
be in conformity with generally accepted accounting principles.

Establishing an Understanding With the Client
.08 The accountant should establish an understanding with the client
regarding the services to be performed in an engagement to review interim
financial information.6 Such an understanding reduces the risk that either the
accountant or the client may misinterpret the needs or expectations of the
other party. This understanding should include the objectives of the engage
ment, management’s responsibilities, the accountant’s responsibilities, and
the limitations of the engagement. The accountant should document this
understanding, preferably through a written communication with the client. If
the accountant believes an understanding with the client has not been estab
lished, he or she should decline to accept or perform the engagement.
.09 An understanding with the client regarding a review of interim finan
cial information generally includes the following matters:

•

The objective of a review of interim financial information is to provide
the accountant with a basis for communicating whether he or she is
aware of any material modifications that should be made to the
interim financial information for it to conform with accounting princi
ples generally accepted in the United States of America.

•

Management is responsible for the entity’s interim financial information.

•

Management is responsible for establishing and maintaining effective
internal control over financial reporting.

•

Management is responsible for identifying and ensuring that the
entity complies with the laws and regulations applicable to its activi
ties.

•

Management is responsible for making all financial records and re
lated information available to the accountant.

6 See Statement on Quality Control Standards (SQCS) No. 2, System of Quality Control for a CPA
Firm’s Accounting and Auditing Practice, as amended, paragraph 16 [QC section 20.16].
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•

At the conclusion of the engagement, management will provide the
accountant with a letter confirming certain representations made
during the review.

•

Management is responsible for adjusting the interim financial infor
mation to correct material misstatements. Although a review of in
terim financial information is not designed to obtain reasonable
assurance that the interim financial information is free from material
misstatement, management also is responsible for affirming in its
representation letter to the accountant that the effects of any uncor
rected misstatements aggregated by the accountant during the cur
rent engagement and pertaining to the current-year period(s) under
review are immaterial, both individually and in the aggregate, to the
interim financial information taken as a whole.

•

The accountant is responsible for conducting the review in accordance
with standards established by the AICPA. A review of interim finan
cial information consists principally of performing analytical proce
dures and making inquiries of persons responsible for financial and
accounting matters. It is substantially less in scope than an audit
conducted in accordance with generally accepted auditing standards,
the objective of which is the expression of an opinion regarding the
financial statements taken as a whole. Accordingly, the accountant
will not express an opinion on the interim financial information.

•

A review includes obtaining sufficient knowledge of the entity’s busi
ness and its internal control as it relates to the preparation of both
annual and interim financial information to:

•

—

Identify the types of potential material misstatements in the
interim financial information and consider the likelihood of their
occurrence.

—

Select the inquiries and analytical procedures that will provide
the accountant with a basis for communicating whether he or she
is aware of any material modifications that should be made to the
interim financial information for it to conform with generally
accepted accounting principles.

A review is not designed to provide assurance on internal control or to
identify significant deficiencies. However, the accountant is responsi
ble for communicating with the audit committee or others with equiva
lent authority or responsibility, regarding any significant deficiencies
that come to his or her attention.

[As amended, effective for fiscal years ending on or after November 15, 2004,
by PCAOB Release No. 2004-008.]

The Accountant's Knowledge of the Entity's Business
and Its Internal Control
.10 To perform a review of interim financial information, the accountant
should have sufficient knowledge of the entity’s business and its internal
control as they relate to the preparation of both annual and interim financial
information to:

•

Identify the types of potential material misstatements in the interim
financial information and consider the likelihood of their occurrence.
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Select the inquiries and analytical procedures that will provide the
accountant with a basis for communicating whether he or she is aware
of any material modifications that should be made to the interim
financial information for it to conform with generally accepted ac
counting principles.

.11 In planning a review of interim financial information, the accountant
should perform procedures to update his or her knowledge of the entity’s
business and its internal control to (a) aid in the determination of the inquiries
to be made and the analytical procedures to be performed and (b) identify
particular events, transactions, or assertions to which the inquiries may be
directed or analytical procedures applied. Such procedures should include:

•

Reading documentation of the preceding year’s audit and of reviews
of prior interim period(s) of the current year and corresponding quar
terly and year-to-date interim period(s) of the prior year to the extent
necessary, based on the accountant’s judgment, to enable the account
ant to identify matters that may affect the current-period interim
financial information. In reading such documents, the accountant
should specifically consider the nature of any (a) corrected material
misstatements; (b) matters identified in any summary of uncorrected
misstatements;7 (c) identified risks of material misstatement due to
fraud, including the risk of management override of controls; and (d)
significant financial accounting and reporting matters that may be of
continuing significance, such as weaknesses in internal control.

•

Reading the most recent annual and comparable prior interim period
financial information.

•

Considering the results of any audit procedures performed with re
spect to the current year’s financial statements.

•

Inquiring of management about changes in the entity’s business
activities.

•

Inquiring of management about whether significant changes in inter
nal control, as it relates to the preparation of interim financial infor
mation, have occurred subsequent to the preceding annual audit or
prior review of interim financial information, including changes in the
entity’s policies, procedures, and personnel, as well as the nature and
extent of such changes.

.12 In an initial review of interim financial information, the accountant
should perform procedures that will enable him or her to obtain sufficient
knowledge of the entity’s business and its internal control to address the
objectives discussed in paragraph .07 of this section. As part of the procedures
to obtain this knowledge, the accountant performing an initial review of
interim financial information makes inquiries of the predecessor accountant
and reviews the predecessor accountant’s documentation for the preceding
annual audit and for any prior interim periods in the current year that have
7 Section 312, Audit Risk and Materiality in Conducting an Audit, paragraph .40, requires the
auditor to document the nature and effect of misstatements that the auditor aggregates as well as the
auditor’s conclusion as to whether such misstatements, individually or in the aggregate, cause the
audited financial statements to be materially misstated. Paragraphs .25 and .26 of this section
describe the accountant’s consideration of such misstatements in a review of interim financial
information.
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been reviewed by the predecessor accountant if the predecessor accountant
permits access to such documentation.8 In doing so, the accountant should
specifically consider the nature of any (a) corrected material misstatements;
(b) matters identified in any summary of uncorrected misstatements; (c) iden
tified risks of material misstatement due to fraud, including the risk of man
agement override of controls; and (d) significant financial accounting and
reporting matters that may be of continuing significance, such as weaknesses
in internal control. However, the inquiries made and analytical procedures
performed or other procedures performed in the initial review and the conclu
sions reached are solely the responsibility of the successor accountant. If the
successor accountant is reporting on the review, the successor accountant
should not make reference to the report or work of the predecessor accountant
as the basis, in part, for the successor accountant’s own report. If the predeces
sor accountant does not respond to the successor accountant’s inquiries, or does
not allow the successor accountant to review the predecessor accountant’s
documentation, the successor accountant should use alternative procedures to
obtain knowledge of the matters discussed in this paragraph.
.13 The accountant who has audited the entity’s financial statements for
one or more annual periods would have acquired sufficient knowledge of an
entity’s internal control as it relates to the preparation of annual financial
information and may have acquired such knowledge with respect to interim
financial information. If the accountant has not audited the most recent annual
financial statements, the accountant should perform procedures to obtain such
knowledge. Knowledge of an entity’s internal control, as it relates to the
preparation of both annual and interim financial information, includes knowl
edge of the relevant aspects of the control environment, the entity’s risk
assessment process, control activities, information and communication, and
monitoring, as those terms are defined in section 319, Consideration ofInternal
Control in a Financial Statement Audit. Internal control over the preparation
of interim financial information may differ from internal control over the
preparation of annual financial statements because certain accounting princi
ples and practices used for interim financial information may differ from those
used for the preparation of annual financial statements, for example, the use
of estimated effective income tax rates for the preparation of interim financial
information, which is prescribed by Accounting Principles Board (APB) Opin
ion No. 28, Interim Financial Reporting.

.14 A restriction on the scope of the review may be imposed if the entity’s
internal control appears to contain deficiencies so significant that it would be
impracticable for the accountant, based on his or her judgment, to effectively
perform review procedures that would provide a basis for communicating
whether he or she is aware of any material modifications that should be made
to the interim financial information for it to conform with generally accepted

accounting principles.9

Analytical Procedures, Inquiries, and Other
Review Procedures
.15 Procedures for conducting a review of interim financial information
generally are limited to analytical procedures, inquiries, and other procedures
8 The accountant also may consider reviewing the predecessor accountant’s documentation
related to reviews of interim period(s) in the prior year.
9 See paragraph .28 of this section.
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that address significant accounting and disclosure matters relating to the
interim financial information to be reported. The accountant performs these
procedures to obtain a basis for communicating whether he or she is aware of
any material modifications that should be made to the interim financial
information for it to conform with generally accepted accounting principles.
The specific inquiries made and the analytical and other procedures performed
should be tailored to the engagement based on the accountant’s knowledge of
the entity’s business and its internal control. The accountant’s knowledge of an
entity’s business and its internal control influences the inquiries made and
analytical procedures performed. For example, if the accountant becomes
aware of a significant change in the entity’s control activities at a particular
location, the accountant may consider (a) making additional inquiries, such as
whether management monitored the changes and considered whether they
were operating as intended, (b) employing analytical procedures with a more
precise expectation, or (c) both.
.16 Analytical procedures and related inquiries. The accountant should
apply analytical procedures to the interim financial information to identify and
provide a basis for inquiry about the relationships and individual items that
appear to be unusual and that may indicate a material misstatement. Analyti
cal procedures, for the purposes of this section, should include:
•

Comparing the quarterly interim financial information with compara
ble information for the immediately preceding interim period and the
quarterly and year-to-date interim financial information with the
corresponding period(s) in the previous year, giving consideration to
knowledge about changes in the entity’s business and specific trans
actions.

•

Considering plausible relationships among both financial and, where
relevant, nonfinancial information. The accountant also may wish to
consider information developed and used by the entity, for example,
information in a director’s information package or in a senior commit
tee’s briefing materials.

•

Comparing recorded amounts, or ratios developed from recorded
amounts, to expectations developed by the accountant. The accountant
develops such expectations by identifying and using plausible relation
ships that are reasonably expected to exist based on the accountant’s
understanding of the entity and the industry in which the entity
operates (see paragraph .17 of this section).

•

Comparing disaggregated revenue data, for example, comparing reve
nue reported by month and by product line or operating segment
during the current interim period with that of comparable prior
periods.

See Appendix A [paragraph .54] of this section for examples of analytical
procedures an accountant may consider performing when conducting a review
of interim financial information. The accountant may find the guidance in
section 329, Analytical Procedures, useful in conducting a review of interim
financial information.

.17 Expectations developed by the accountant in performing analytical
procedures in connection with a review of interim financial information ordi
narily are less precise than those developed in an audit. Also, in a review the
accountant ordinarily is not required to corroborate management’s responses
with other evidence. However, the accountant should consider the reasonable
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ness and consistency of management’s responses in light of the results of other
review procedures and the accountant’s knowledge of the entity’s business and
its internal control.1011
.18 Inquiries and other review procedures. The following are inquiries the
accountant should make and other review procedures the accountant should
perform when conducting a review of interim financial information:

a.

Reading the available minutes of meetings of stockholders, directors,
and appropriate committees, and inquiring about matters dealt with
at meetings for which minutes are not available, to identify matters
that may affect the interim financial information.

b.

Obtaining reports from other accountants, if any, who have been
engaged to perform a review of the interim financial information of
significant components of the reporting entity, its subsidiaries, or its
other investees, or inquiring of those accountants if reports have not
been issued.11

c.

Inquiring of members of management who have responsibility for
financial and accounting matters concerning:

•

Whether the interim financial information has been prepared in
conformity with generally accepted accounting principles consis
tently applied.

•

Unusual or complex situations that may have an effect on the
interim financial information. (See Appendix B [paragraph .55]
of this section for examples of unusual or complex situations
about which the accountant ordinarily would inquire of manage
ment.)

•

Significant transactions occurring or recognized in the last sev
eral days of the interim period.

•

The status of uncorrected misstatements identified during the
previous audit and interim review (that is, whether adjustments
had been recorded subsequent to the prior audit or interim
period and, if so, the amounts recorded and period in which such
adjustments were recorded).

•

Matters about which questions have arisen in the course of.
applying the review procedures.

•

Events subsequent to the date of the interim financial informa
tion that could have a material effect on the presentation of such
information.

•

Their knowledge of any fraud or suspected fraud affecting the
entity involving (1) management, (2) employees who have sig
nificant roles in internal control, or (3) others where the fraud
could have a material effect on the financial statements.

10 See paragraph .22 of this section.

11 In these circumstances, the accountant ordinarily is in a position similar to that of an auditor
who acts as principal auditor (see section 543, Part of Audit Performed by Other Independent
Auditors) and makes use of the work or reports of other auditors in the course of an audit of financial
statements.
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•

Whether they are aware of allegations of fraud or suspected
fraud affecting the entity, for example, received in communica
tions from employees, former employees, analysts, regulators,
short sellers, or others.

•

Significant journal entries and other adjustments.

•

Communications from regulatory agencies.

•

Significant deficiencies, including material weaknesses, in the
design or operation of internal controls which could adversely
affect the issuer’s ability to record, process, summarize, and
report financial data.

d.

Obtaining evidence that the interim financial information agrees or
reconciles with the accounting records. For example, the accountant
may compare the interim financial information to (1) the accounting
records, such as the general ledger; (2) a consolidating schedule
derived from the accounting records; or (3) other supporting data in
the entity’s records. In addition, the accountant should consider
inquiring of management as to the reliability of the records to which
the interim financial information was compared or reconciled.

e.

Reading the interim financial information to consider whether, based
on the results of the review procedures performed and other information
that has come to the accountant’s attention, the information to be
reported conforms with generally accepted accounting principles.

f.

Reading other information that accompanies the interim financial
information and is contained in reports (1) to holders of securities or
beneficial interests or (2) filed with regulatory authorities under
the Securities Exchange Act of 1934 (such as Form 10-Q or 10QSB), to consider whether such information or the manner of its
presentation is materially inconsistent with the interim financial
information.12 If the accountant concludes that there is a material
inconsistency, or becomes aware of information that he or she be
lieves is a material misstatement of fact, the action taken will depend
on his or her judgment in the particular circumstances. In determin
ing the appropriate course of action, the accountant should consider
the guidance in section 550, Other Information in Documents Con
taining Audited Financial Statements, paragraphs .04 through .06).

.19 Many of the aforementioned review procedures can be performed
before or simultaneously with the entity’s preparation of the interim financial
information. For example, it may be practicable to update the understanding
of the entity’s internal control and begin reading applicable minutes before the
end of an interim period. Performing some of the review procedures earlier in
the interim period also permits early identification and consideration of signifi
cant accounting matters affecting the interim financial information.
.20 Inquiry concerning litigation, claims, and assessments. A review of
interim financial information does not contemplate obtaining corroborating
evidence for responses to inquiries concerning litigation, claims, and assess
ments (see paragraph .07 of this section). Consequently, it ordinarily is not
necessary to send an inquiry letter to an entity’s lawyer concerning litigation,
12 The principal accountant also may request other accountants involved in the engagement, if
any, to read the other information.
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claims, and assessments. However, if information comes to the accountant’s
attention that leads him or her to question whether the interim financial
information departs from generally accepted accounting principles13 with
respect to litigation, claims, or assessments, and the accountant believes the
entity’s lawyer may have information concerning that question, an inquiry of
the lawyer concerning the specific question is appropriate.
.21 Inquiry concerning an entity’s ability to continue as a going concern. A
review of interim financial information is not designed to identify conditions or
events that may indicate substantial doubt about an entity’s ability to continue
as a going concern. However, such conditions or events may have existed at the
date of prior-period financial statements.14 In addition, in the course of per
forming review procedures on the current-period interim financial informa
tion, the accountant may become aware of conditions or events that might be
indicative of the entity’s possible inability to continue as a going concern. In
either case, the accountant should (a) inquire of management as to its plans for
dealing with the adverse effects of the conditions and events and (b) consider
the adequacy of the disclosure about such matters in the interim financial
information.15 It ordinarily is not necessary for the accountant to obtain
evidence in support of the information that mitigates the effects of the condi
tions and events.
.22 Extension of interim review procedures. If, in performing a review of
interim financial information, the accountant becomes aware of information
that leads him or her to believe that the interim financial information may not
be in conformity with generally accepted accounting principles in all material
respects, the accountant should make additional inquiries or perform other
procedures that the accountant considers appropriate to provide a basis for
communicating whether he or she is aware of any material modifications that
should be made to the interim financial information. For example, if the
accountant’s interim review procedures lead him or her to question whether a
significant sales transaction is recorded in conformity with generally accepted
accounting principles, the accountant should perform additional procedures,
such as discussing the terms of the transaction with senior marketing and
accounting personnel, reading the sales contract, or both, to resolve his or her
questions.

.23 Coordination with the audit. The accountant performing the review of
interim financial information ordinarily will also be engaged to perform an
audit of the annual financial statements of the entity. Certain auditing proce
dures may be performed concurrently with the review of interim financial
information. For example, information gained from reading the minutes of
13 In accordance with APB Opinion No. 28 and Article 10 of Regulation S-X, contingencies and
other uncertainties that could be expected to affect the fairness of the presentation of financial data
at an interim date should be disclosed in interim reports in the same manner required for annual
reports. Such disclosures should be repeated in interim and annual reports until the contingencies
have been removed, resolved, or become immaterial. The significance of a contingency or uncertainty
should be judged in relation to annual financial statements.
14 For purposes of this section, “conditions or events that existed at the date of prior-period
financial statements” include (a) substantial doubt about the entity’s ability to continue as a going
concern that existed at the preceding year end, regardless of whether the substantial doubt was
alleviated by the auditor’s consideration of management’s plans, or (b) conditions and events dis
closed in the immediately preceding interim period.
15 Information that might be disclosed is set forth in section 341, The Auditor’s Consideration of
an Entity’s Ability to Continue as a Going Concern, paragraph .10. If the accountant determines that
the disclosure about the entity’s possible inability to continue as a going concern is inadequate, a
departure from generally accepted accounting principles exists.
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meetings of the board of directors in connection with the review also may be
used for the annual audit. Also, there may be significant or unusual transac
tions occurring during the interim period under review for which the auditing
procedures that would need to be performed for purposes of the audit of the
annual financial statements could be performed, to the extent practicable, at
the time of the interim review, for example, business combinations, restructur
ings, or significant revenue transactions.

Written Representations From Management
.24 Written representations from management should be obtained for all
interim financial information presented and for all periods covered by the
review. Specific representations should relate to the following matters:16

Financial Statements

a.

Management’s acknowledgement of its responsibility for the fair
presentation of the interim financial information in conformity with
generally accepted accounting principles.

b.

Management’s belief that the interim financial information has been
prepared and presented in conformity with generally accepted ac
counting principles applicable to interim financial information.

Internal Control
c.

Disclosure of all significant deficiencies, including material weak
nesses, in the design or operation of internal controls which could
adversely affect the issuer’s ability to record, process, summarize,
and report financial data.

d.

Acknowledgment of management’s responsibility for the design and
implementation of programs and controls to prevent and detect
fraud.

e.

Knowledge of fraud or suspected fraud affecting the entity involving
(1) management, (2) employees who have significant roles in internal
control, or (3) others where the fraud could have a material effect on
the financial statements.

f.

Knowledge of any allegations of fraud or suspected fraud affecting
the entity received in communications from employees, former em
ployees, analysts, regulators, short sellers, or others.

Completeness of Information

g.

Availability of all financial records and related data.

h.

Completeness and availability of all minutes of meetings of stock
holders, directors, and committees of directors.

i.

Communications with regulatory agencies concerning noncompli
ance with or deficiencies in financial reporting practices.

j.

Absence of unrecorded transactions.

16 For additional guidance regarding written management representations, see section 333,
Management Representations, paragraphs .08 through .12.
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Recognition, Measurement, and Disclosure
k.

Management’s belief that the effects of any uncorrected financial
statement misstatements aggregated by the accountant during the
current review engagement and pertaining to the interim period(s)
in the current year are immaterial, both individually and in the
aggregate, to the interim financial information taken as a whole. (A
summary of such items should be included in or attached to the
letter.)17

l.

Plans or intentions that may materially affect the carrying value or
classification of assets or liabilities.

m. Information concerning related-party transactions and amounts re
ceivable from or payable to related parties.
n.

Guarantees, whether written or oral, under which the entity is
contingently liable.

o.

Significant estimates and material concentrations known to manage
ment that are required to be disclosed in accordance with the
AICPA’s Statement of Position 94-6, Disclosure of Certain Signifi
cant Risks and Uncertainties.

p.

Violations or possible violations of laws or regulations whose effects
should be considered for disclosure in the interim financial informa
tion or as a basis for recording a loss contingency.

q.

Unasserted claims or assessments that are probable of assertion and
must be disclosed in accordance with Financial Accounting Stand
ards Board (FASB) Statement of Financial Accounting Standards
No. 5, Accounting for Contingencies.

r.

Other liabilities or gain or loss contingencies that are required to be
accrued or disclosed by FASB Statement No. 5.

s.

Satisfactory title to all owned assets, liens or encumbrances on such
assets, and assets pledged as collateral.

t.

Compliance with aspects of contractual agreements that may affect
the interim financial information.

Subsequent Events

u.

Information concerning subsequent events.

The representation letter ordinarily should be tailored to include additional
representations from management related to matters specific to the entity’s
business or industry. Appendix C [paragraph .56] of this section presents
illustrative representation letters.

Evaluating the Results of Interim Review Procedures
.25 A review of interim financial information is not designed to obtain
reasonable assurance that the interim financial information is free of material
misstatement. However, based on the review procedures performed, the ac
countant may become aware of likely misstatements. In the context of an
interim review, a likely misstatement is the accountant’s best estimate of the
total misstatement in the account balances or classes of transactions on which
he or she has performed review procedures. The accountant should accumulate
17 If a summary of uncorrected misstatements is unnecessary because there were no uncorrected
misstatements identified, this representation should be eliminated.
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for further evaluation likely misstatements identified in performing the review
procedures. The accountant may designate an amount below which misstate
ments need not be accumulated, based on his or her professional judgment.
However, the accountant should recognize that aggregated misstatements of
relatively small amounts could have a material effect on the interim financial
information.
.26 Misstatements identified by the accountant or brought to the account
ant’s attention, including inadequate disclosure,18 should be evaluated indi
vidually and in the aggregate to determine whether material modification
should be made to the interim financial information for it to conform with
generally accepted accounting principles.19 The accountant should use his or
her professional judgment in evaluating the materiality of any likely misstate
ments that the entity has not corrected. The accountant should consider
matters such as (a) the nature, cause (if known), and amount of the misstate
ments; (b) whether the misstatements originated in the preceding year or
interim periods of the current year; (c) materiality judgments made in conjunc
tion with the current or prior year’s annual audit; and (d) the potential effect
of the misstatements on future interim or annual periods.20

.27 When evaluating whether uncorrected likely misstatements, indi
vidually or in the aggregate, are material, the accountant also should (a)
consider the appropriateness of offsetting a misstatement of an estimated
amount with a misstatement of an item capable of precise measurement and
(b) recognize that an accumulation of immaterial misstatements in the balance
sheet could contribute to material misstatements in future periods.
.28 When an accountant is unable to perform the procedures he or she
considers necessary to achieve the objective of a review of interim financial
18 Rule 10-01 of Regulation S-X states—
The interim financial information shall include disclosures either on the face of the financial
statements or in accompanying footnotes sufficient so as to make the interim information
presented not misleading. Registrants may presume that users of the interim financial
information have read or have access to the audited financial statements for the preceding
fiscal year and that the adequacy of additional disclosure needed for a fair presentation,
except in regard to material contingencies, may be determined in that context. Accordingly,
footnote disclosure which would substantially duplicate the disclosure contained in the
most recent annual report to security holders or latest audited financial statements, such
as a statement of significant accounting policies and practices, details of accounts which
have not changed significantly in amount or composition since the end of the most recently
completed fiscal year, and detailed disclosures prescribed by Rule 4-08 of this Regulation,
may be omitted. However, disclosure shall be provided where events subsequent to the end
of the most recent fiscal year have occurred which have a material impact on the registrant.
Disclosures should encompass for example, significant changes since the end of the most
recently completed fiscal year in such items as: accounting principles and practices; estimates
inherent in the preparation of the financial statements; status of long-term contracts;
capitalization including significant new borrowings or modification of existing financing
arrangements; and the reporting entity resulting from business combinations or dispositions.
Notwithstanding the above, where material contingencies exist, disclosure of such matters
shall be provided even though a significant change since year end may not have occurred.

19 APB Opinion No. 28 describes the applicability of generally accepted accounting principles to
interim financial information and indicates the types of disclosures necessary to report on a meaning
ful basis for a period of less than a full year. Paragraph 29 of Opinion No. 28 provides guidance on
assessing materiality in interim periods. For example, the Opinion states, “In determining material
ity for the purpose of reporting the cumulative effect of an accounting change or correction of an error,
amounts should be related to the estimated income for the full fiscal year and also to the effect on the
trend of earnings.”
20 Interpretation No. 4, “Considering the Qualitative Characteristics of Misstatements,” of sec
tion 312, Audit Risk and Materiality in Conducting an Audit, provides additional guidance on
evaluating whether misstatements are material.
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information, or the client does not provide the accountant with the written
representations the accountant believes are necessary, the review will be
incomplete. An incomplete review is not an adequate basis for issuing a review
report. If the accountant cannot complete the review, the accountant should
communicate that information in accordance with the guidance in paragraphs
.29 through .31 of this section. Nevertheless, if the accountant has become
aware of material modifications that should be made to the interim financial
information for it to conform with generally accepted accounting principles,
such matters should be communicated pursuant to paragraphs .29 through .31
of this section.

Communications to Management, Audit Committees,
and Others
.29 As a result of conducting a review of interim financial information, the
accountant may become aware of matters that cause him or her to believe that
(a) material modification should be made to the interim financial information
for it to conform with generally accepted accounting principles or (b) that the
entity filed the Form 10-Q or Form 10-QSB before the completion of the review.
In such circumstances, the accountant should communicate the matter(s) to
the appropriate level of management as soon as practicable.
.30 If, in the accountant’s judgment, management does not respond ap
propriately to the accountant’s communication within a reasonable period of
time, the accountant should inform the audit committee or others with equiva
lent authority and responsibility (hereafter referred to as the audit committee)
of the matters as soon as practicable. This communication may be oral or
written. If information is communicated orally, the accountant should docu
ment the communication.

.31 If, in the accountant’s judgment, the audit committee does not re
spond appropriately to the accountant’s communication within a reasonable
period of time, the accountant should evaluate whether to resign from the
engagement to review the interim financial information and as the entity’s
auditor. The accountant may wish to consult with his or her attorney when
making these evaluations.
.32 When conducting a review of interim financial information, the ac
countant may become aware of fraud or possible illegal acts. If the matter
involves fraud, it should be brought to the attention of the appropriate level of
management. If the fraud involves senior management or results in a material
misstatement of the financial statements, the accountant should communicate
the matter directly to the audit committee as described in section 316, Consid
eration of Fraud in a Financial Statement Audit, paragraphs .79 through .82.
If the matter involves possible illegal acts, the accountant should assure
himself or herself that the audit committee is adequately informed, unless the
matter is clearly inconsequential.21 (See section 317, Illegal Acts by Clients,
paragraph .17.)
.33 When conducting a review of interim financial information, the ac
countant may become aware of matters relating to internal control that may
be of interest to the audit committee. Matters that should be reported to the
21 The accountant may have additional communication responsibilities pursuant to section 317,
Illegal Acts by Clients’, Section 10A of the Securities Exchange Act of 1934; and section 316, Consid
eration of Fraud in a Financial Statement Audit.
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audit committee are referred to as significant deficiencies. A significant defi
ciency is a control deficiency, or combination of control deficiencies, that
adversely affects the company’s ability to initiate, authorize, record, process,
or report external financial data reliably in accordance with generally accepted
accounting principles such that there is more than a remote likelihood that a
misstatement of the company’s annual or interim financial statements that is
more than inconsequential will not be prevented or detected. The accountant
also may wish to submit recommendations related to other matters that come
to the accountant’s attention.22 [As amended, effective for fiscal years ending
on or after November 15, 2004, by PCAOB Release No. 2004-008.]

.34 When conducting a review of interim financial information, the ac
countant also should determine whether any of the matters described in
section 380, Communication With Audit Committees, as they relate to the
interim financial information, have been identified. If such matters have been
identified, the accountant should communicate them to the audit committee or
be satisfied, through discussion with the audit committee, that such matters
have been communicated to the audit committee by management. For example,
the accountant should determine that the audit committee is informed about
the process used by management to formulate particularly sensitive account
ing estimates; about a change in a significant accounting policy affecting the
interim financial information; about adjustments that, either individually or
in the aggregate, could have a significant effect on the entity’s financial
reporting process; and about uncorrected misstatements aggregated by the
accountant that were determined by management to be immaterial, both
individually and in the aggregate, to the interim financial statements taken as
a whole.23
.35 The objective of a review of interim financial information differs
significantly from that of an audit. Therefore, any communication the account
ant may make about the quality, not just the acceptability, of the entity’s
accounting principles as applied to its interim financial reporting generally
would be limited to the effect of significant events, transactions, and changes
in accounting estimates that the accountant considered when conducting the
review of interim financial information. Further, interim review procedures do
not provide assurance that the accountant will become aware of all matters
that might affect the accountant’s judgments about the quality of the entity’s
accounting principles that would be identified as a result of an audit.
.36 If the accountant has identified matters to be communicated to the
audit committee, the accountant should attempt to make such communications
with the audit committee, or at least its chair, and a representative of manage
ment before the entity files its interim financial information with a regulatory
agency (such as the SEC). If such communications cannot be made before the
filing, they should be made as soon as practicable in the circumstances. The
communications may be oral or written. If information is communicated orally,
the accountant should document the communications.
22 Section 325, Communications About Control Deficiencies in An Audit of Financial Statements,
provides guidance on communicating significant deficiencies related to internal control. [As
amended, effective for fiscal years ending on or after November 15, 2004, by PCAOB Release No.
2004-008.]
23 The presentation to the audit committee should be similar to the summary of uncorrected
misstatements included in or attached to the management representation letter that is described in
paragraph .24(h) of this section.
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The Accountant's Report on a Review of Interim
Financial Information24

Form of Accountant's Review Report
.37 The accountant’s review report accompanying interim financial infor
mation should consist of:
a.

A title that includes the word independent.

b.

A statement that the interim financial information identified in the
report was reviewed.

c.

A statement that the interim financial information is the responsi
bility of the entity’s management.

d.

A statement that the review of interim financial information was
conducted in accordance with standards established by the AICPA.

e.

A description of the procedures for a review of interim financial
information.

f.

A statement that a review of interim financial information is sub
stantially less in scope than an audit conducted in accordance with
generally accepted auditing standards, the objective of which is an
expression of an opinion regarding the financial statements taken as
a whole, and accordingly, no such opinion is expressed.

g.

A statement about whether the accountant is aware of any material
modifications that should be made to the accompanying interim
financial information for it to conform with generally accepted ac
counting principles. The statement should include an identification
of the country of origin of those accounting principles (for example,
accounting principles generally accepted in the United States of
America or U.S. generally accepted accounting principles).

h.

The manual or printed signature of the accountant’s firm.

i.

The date of the review report. (Generally, the report should be dated
as of the date of completion of the review procedures.25)

In addition, each page of the interim financial information should be clearly
marked as unaudited.
.38 The following is an example of a review report:26
24 Paragraphs .37 through .46 of this section provide reporting guidance for a review of interim
financial information; however, an accountant is not required to issue a report on such engagements.
25 Other reporting issues related to the dating of reports or subsequent events are similar to
those encountered in an audit of financial statements. See sections 530, Dating of the Independent
Auditor’s Report, and 560, Subsequent Events.
26 If interim financial information of a prior period is presented with that of the current period
and the accountant has conducted a review of that information, the accountant should report on his
or her review of the prior period. An example of the first sentence of such a report follows: “We have
reviewed ... of ABC Company and consolidated subsidiaries as of September 30, 20X1 and 20X2, and
for the three-month and nine-month periods then ended...”
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Independent Accountant’s Report
We have reviewed the accompanying [describe the interim financial informa
tion or statements reviewed] of ABC Company and consolidated subsidiaries as
of September 30, 20X1, and for the three-month and nine-month periods then
ended. This (These) interim financial information (statements) is (are) the
responsibility of the company’s management.
We conducted our review in accordance with standards established by the
American Institute of Certified Public Accountants. A review of interim
financial information consists principally of applying analytical procedures
and making inquiries of persons responsible for financial and accounting
matters. It is substantially less in scope than an audit conducted in accordance
with generally accepted auditing standards, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole.
Accordingly, we do not express such an opinion.

Based on our review, we are not aware of any material modifications that should
be made to the accompanying interim financial information (statements) for it
(them) to be in conformity with accounting principles generally accepted in the
United States of America.

[Signature]
[Date]

.39 An accountant may be engaged to report on a review of comparative
interim financial information. The following is an example of a review report on a
condensed balance sheet as of March 31,20X1, the related condensed statements
of income and cash flows for the three-month periods ended March 31, 20X1
and 20X0, and a condensed balance sheet derived from audited financial
statements as of December 31, 20X0, that were included in Form 10-Q.27
Independent Accountant's Report
We have reviewed the condensed consolidated balance sheet of ABC Company
and subsidiaries as of March 31, 20X1, and the related condensed consolidated
statements of income and cash flows for the three-month periods ended March
31, 20X1 and 20X0. These financial statements are the responsibility of the
company’s management.
We conducted our review in accordance with standards established by the
American Institute of Certified Public Accountants. A review of interim finan
cial information consists principally of applying analytical procedures and
making inquiries of persons responsible for financial and accounting matters.
It is substantially less in scope than an audit conducted in accordance with
generally accepted auditing standards, the objective of which is the expression
of an opinion regarding the financial statements taken as a whole. Accordingly,
we do not express such an opinion.
27 Regulation S-X specifies that the following financial information should be provided in filings
on Form 10-Q:
a. An interim balance sheet as of the end of the most recent fiscal quarter and a balance sheet as
of the end of the preceding fiscal year that may be condensed to the same extent as the interim
balance sheet.
b. Interim condensed statements of income for the most recent fiscal quarter, for the period be
tween the end of the preceding fiscal year and the end of the most recent fiscal quarter, and for
the corresponding periods of the preceding fiscal year.
c. Interim condensed cash flow statements for the period between the end of the preceding fiscal
year and the end of the most recent fiscal quarter and for the corresponding period for the
preceding fiscal year.
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Based on our reviews, we are not aware of any material modifications that
should be made to the condensed financial statements referred to above for
them to be in conformity with accounting principles generally accepted in the
United States of America.
We have previously audited, in accordance with auditing standards generally
accepted in the United States of America, the consolidated balance sheet of
ABC Company and subsidiaries as of December 31, 20X0, and the related
consolidated statements of income, retained earnings, and cash flows for the
year then ended (not presented herein); and in our report dated February 15,
20X1, we expressed an unqualified opinion on those consolidated financial
statements. In our opinion, the information set forth in the accompanying
condensed consolidated balance sheet as of December 31,20X0, is fairly stated,
in all material respects, in relation to the consolidated balance sheet from which
it has been derived.28

[Signature]

[Date]

.40 The accountant may use and make reference to another accountant’s
review report on the interim financial information of a significant component
of a reporting entity. This reference indicates a division of responsibility for
performing the review.29 The following is an example of report including such
a reference:
Independent Accountant’s Report
We have reviewed the accompanying [describe the interim financial informa
tion or statements reviewed] of ABC Company and consolidated subsidiaries as
of September 30, 20X1, and for the three-month and nine-month periods then
ended. This (These) interim financial information (statements) is (are) the
responsibility of the company’s management.
We were furnished with the report of other accountants on their review of the
interim financial information of DEF subsidiary, whose total assets as of
September 30, 20X1, and whose revenues for the three-month and nine-month
periods then ended, constituted 15 percent, 20 percent, and 22 percent, respec
tively, of the related consolidated totals.
We conducted our reviews in accordance with standards established by the
American Institute of Certified Public Accountants. A review of interim finan
cial information (statements) consists principally of applying analytical proce
dures and making inquiries of persons responsible for financial and accounting
matters. It is substantially less in scope than an audit conducted in accordance
with generally accepted auditing standards, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole.
Accordingly, we do not express such an opinion.

Based on our review and the report of other accountants, we are not aware of
any material modifications that should be made to the accompanying interim
financial information (statements) for it (them) to be in conformity with
accounting principles generally accepted in the United States of America.
[Signature]

[Date]

28 If the auditor’s report on the preceding year-end financial statements was other than unquali
fied, referred to other auditors, or included an explanatory paragraph because of a going-concern
matter or an inconsistency in the application of accounting principles, the last paragraph of the
illustrative report in paragraph .39 should be appropriately modified.
29 See section 543, Part ofAudit Performed by Other Independent Auditors.
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Modification of the Accountant's Review Report
.41 The accountant’s report on a review of interim financial information
should be modified for departures from generally accepted accounting princi
ples,30 which include inadequate disclosure and changes in accounting princi
ple that are not in conformity with generally accepted accounting principles.
The existence of substantial doubt about the entity’s ability to continue as a
going concern or a lack of consistency in the application of accounting princi
ples affecting the interim financial information would not require the account
ant to add an additional paragraph to the report, provided that the interim
financial information appropriately discloses such matters. Although not re
quired, the accountant may wish to emphasize such matters in a separate
explanatory paragraph of the report. See paragraphs .44 and .45 of this section
for examples of paragraphs that address matters related to an entity’s ability
to continue as a going concern.
.42 Departure from generally accepted accounting principles. If the ac
countant becomes aware that the interim financial information is materially
affected by a departure from generally accepted accounting principles, he or
she should modify the report. The modification should describe the nature of
the departure and, if practicable, should state the effects on the interim
financial information. Following is an example of such a modification of the
accountant’s report.
[Explanatory third paragraph]
Based on information furnished to us by management, we believe that the
company has excluded from property and debt in the accompanying balance
sheet certain lease obligations that we believe should be capitalized to conform
with accounting principles generally accepted in the United States of America.
This information indicates that if these lease obligations were capitalized at
September 30, 20X1, property would be increased by $______, long-term debt
by $______, and net income and earnings per share would be increased (de
creased) by $________, $_________ , $________ , and $_______ , respectively, for
the three-month and nine-month periods then ended.
[Concluding paragraph]

Based on our review, with the exception of the matter(s) described in the
preceding paragraph(s), we are not aware of any material modifications that
should be made to the accompanying interim financial information (state
ments) for it (them) to be in conformity with accounting principles generally
accepted in the United States of America.

.43 Inadequate disclosure. The information necessary for adequate disclo
sure is influenced by the form and context in which the interim financial
information is presented. For example, the disclosures considered necessary
for interim financial information presented in accordance with the minimum
disclosure requirements of APB Opinion No. 28, paragraph 30, which is appli
cable to summarized financial statements of public companies, are consider
ably less extensive than those necessary for annual financial statements that
present financial position, results of operations, and cash flows in conformity
30 If the circumstances contemplated by Rule 203, Accounting Principles, are present, the
accountant should refer to the guidance in section 508, Reports on Audited Financial Statements,
paragraph .15.
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with generally accepted accounting principles.31 If information that the ac
countant believes is necessary for adequate disclosure in conformity with gener
ally accepted accounting principles32 is not included in the interim financial
information, the accountant should modify the report and, if practicable,
include the necessary information in the report. The following is an example of
such a modification of the accountant’s report:
[Explanatory third paragraph]

Management has informed us that the company is presently contesting defi
ciencies in federal income taxes proposed by the Internal Revenue Service for
the years 20X1 through 20X3 in the aggregate amount of approximately $____ ,
and that the extent of the company’s liability, if any, and the effect on the
accompanying information (statements) is not determinable at this time. The
information (statements) fail(s) to disclose these matters, which we believe are
required to be disclosed in conformity with accounting principles generally
accepted in the United States of America.
[Concluding paragraph]
Based on our review, with the exception of the matter(s) described in the
preceding paragraph(s), we are not aware of any material modifications that
should be made to the accompanying interim financial information (state
ments) for it (them) to be in conformity with accounting principles generally
accepted in the United States of America.

.44 Going-concern paragraph was included in the prior year’s audit re
port; conditions giving rise to the paragraph continue to exist. If (a) the auditor’s
report for the prior year end contained an explanatory paragraph indicating
the existence of substantial doubt about the entity’s ability to continue as a
going concern, (b) the conditions that raised such doubt continued to exist as
of the interim reporting date covered by the review, and (c) there is adequate
and appropriate disclosure about these conditions in the interim financial
information, the accountant is not required to modify his or her report.
However, the accountant may add an explanatory paragraph to the review
report, after the concluding paragraph, emphasizing the matter disclosed in
the audited financial statements and the interim financial information. The
following is an example of such a paragraph.
Note 4 of the Company’s audited financial statements as of December 31,20X1,
and for the year then ended discloses that the Company was unable to renew
its line of credit or obtain alternative financing at December 31, 20X1. Our
auditor’s report on those financial statements includes an explanatory para
graph referring to the matters in Note 4 of those financial statements and
indicating that these matters raised substantial doubt about the Company’s
ability to continue as a going concern. As indicated in Note 3 of the Company’s
unaudited interim financial statements as of March 31,20X2, and for the three
31 APB Opinion No. 28, paragraph 32, states that “there is a presumption that users of summa
rized interim financial data will have read the latest published annual report, including the financial
disclosures required by generally accepted accounting principles and management’s commentary
concerning the annual financial results, and that the summarized interim data will be viewed in that
context.” See footnote 18 of this section for additional disclosure requirements.

32 Such disclosures include those set forth in section 341, The Auditor’s Consideration of an
Entity’s Ability to Continue as a Going Concern, paragraph .10. If the accountant determines that
disclosure about the entity’s possible inability to continue as a going concern is inadequate, a
departure from generally accepted accounting principles exists.
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months then ended, the Company was still unable to renew its line of credit or
obtain alternative financing as of March 31, 20X2. The accompanying interim
financial information does not include any adjustments that might result from
the outcome of this uncertainty.

.45 Going-concern paragraph was not included in the prior year’s audit
report; conditions or events exist as of the interim reporting date covered by
the review that might be indicative of the entity’s possible inability to
continue as a going concern. If (a) conditions or events exist as of the interim
reporting date covered by the review that might be indicative of the entity’s
possible inability to continue as a going concern, and (b) there is adequate
and appropriate disclosure about these conditions or events in the interim
financial information, the accountant is not required to modify his or her.
report. However, the accountant may add an explanatory paragraph to the
review report, after the concluding paragraph, emphasizing the matter dis
closed in the interim financial information. The following is an example of
such a paragraph.
As indicated in Note 3, certain conditions indicate that the Company may be
unable to continue as a going concern. The accompanying interim financial
information does not include any adjustments that might result from the
outcome of this uncertainty.

Subsequent Discovery of Facts Existing at the Date of the
Accountant's Report
.46 Subsequent to the date of the accountant’s review report or the
completion of the interim review procedures, if a report is not issued, the
accountant may become aware that facts existed at the date of the review
report (or the completion of the review procedures) that might have affected
the accountant’s report (or conclusion, if a report is not issued) had he or she
then been aware of those matters. Because of the variety of conditions that
might be encountered, the specific actions to be taken by the accountant in a
particular case may vary with the circumstances. In any event, the accountant
should consider the guidance in section 561, Subsequent Discovery of Facts
Existing at the Date of the Auditor’s Report.

Client's Representation Concerning a Review of
Interim Financial Information
.47 If a client represents in a document filed with a regulatory agency (see
paragraph .03 of this section for the SEC requirement) or issued to stockhold
ers or third parties, that the accountant has reviewed the interim financial
information included in the document, the accountant should advise the entity
that his or her review report must be included in the document. If the client
will not agree to include the accountant’s review report, the accountant should
perform the following procedures.

•

Request that the accountant’s name be neither associated with the
interim financial information nor referred to in the document.

•

If the client does not comply with the request, advise the client that
the accountant will not consent either to the use of his or her name or
to reference to him or her.
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•

When appropriate, recommend that the client consult with its legal
counsel about the application of relevant laws and regulations to the
circumstances.

•

Consider what other actions might be appropriate.33

.48 If a client represents in a document filed with a regulatory agency (see
paragraph .03 of this section for the SEC requirement) or issued to stockhold
ers or third parties that the accountant has reviewed the interim financial
information included in the document, and the accountant has been unable to
complete the review of the interim financial information, the accountant
should refer to paragraph .28 of this section for guidance.

Interim Financial Information Accompanying Audited
Financial Statements
.49 Interim financial information may be presented as supplementary
information outside audited financial statements. In such circumstances, each
page of the interim financial information should be clearly marked as un
audited. If management chooses or is required to present interim financial
information in a note to the audited financial statements, the information also
should be clearly marked as unaudited.

.50 The auditor ordinarily need not modify his or her report on the
audited financial statements to refer to his or her having performed a review
in accordance with this section or to refer to the interim financial information
accompanying the audited financial statements because the interim financial
information has not been audited and is not required for the audited financial
statements to be fairly stated in conformity with generally accepted accounting
principles. The auditor’s report on the audited financial statements should,
however, be modified in the following circumstances:
a.

The interim financial information included in a note to the financial
statements, including information that has been reviewed in accord
ance with this section, is not appropriately marked as unaudited. (In
these circumstances the auditor should disclaim an opinion on the
interim financial information.)

b.

The interim financial information accompanying audited financial
statements does not appear to be presented in conformity with
generally accepted accounting principles (see paragraphs .42 and .43
of this section). However, the auditor need not modify his or her
report on the audited financial statements if his or her separate
review report, which refers to those circumstances, is presented with
the information.

c.

The selected quarterly financial data required by item 302(a) of
Regulation S-K is omitted. The following is an example of a para
graph that should be added to the auditor’s report if the selected
quarterly financial data required by item 302(a) is omitted.
The company has not presented the selected quarterly financial
data specified in item 302(a) of Regulation S-K that the Securities
and Exchange Commission requires as supplementary information
to the basic financial statements.

33 In considering what actions, if any, may be appropriate in these circumstances, the accountant
should consider consulting his or her legal counsel.
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The selected quarterly financial data required by item 302(a) of
Regulation S-K has not been reviewed. The following is an example
of a paragraph that should be added to the auditor’s report if the
selected quarterly financial data required by item 302(a) has not
been reviewed.
The selected quarterly financial data on page xx contains informa
tion that we did not audit, and, accordingly, we do not express an
opinion on that data. We attempted but were unable to review the
quarterly data in accordance with standards established by the
American Institute of Certified Public Accountants because we be
lieve that the company’s internal control for the preparation of
interim financial information does not provide an adequate basis to
enable us to complete such a review.

Documentation
.51 The accountant should prepare documentation in connection with a
review of interim financial information, the form and content of which should
be designed to meet the circumstances of the particular engagement. Docu
mentation is the principal record of the review procedures performed and the
conclusions reached by the accountant in performing the review.34 Examples
of documentation are review programs, analyses, memoranda, and letters of
representation. Documentation may be in paper or electronic form, or other
media. The quantity, type, and content of the documentation are matters of the
accountant’s professional judgment.

.52 Because of the different circumstances in individual engagements, it
is not possible to specify the form or content of the documentation the account
ant should prepare. However, the documentation should include any findings
or issues that in the accountant’s judgment are significant, for example, the
results of review procedures that indicate that the interim financial informa
tion could be materially misstated, including actions taken to address such
findings, and the basis for the final conclusions reached. In addition, the
documentation should (a) enable members of the engagement team with
supervision and review responsibilities to understand the nature, timing,
extent, and results of the review procedures performed; (6) identify the engage
ment team member(s) who performed and reviewed the work; and (c) identify
the evidence the accountant obtained in support of the conclusion that the
interim financial information being reviewed agreed or reconciled with the
accounting records (see paragraph .18(d) of this section).

Effective Date
.53 This section is effective for interim periods within fiscal years begin
ning after December 15, 2002. Earlier application of the provisions of this
section is permitted.

34 However, an accountant would not be precluded from supporting his or her conclusions by
other means in addition to the documentation.
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Appendix A

Analytical Procedures the Accountant May Consider
Performing When Conducting a Review of Interim
Financial Information
.54
A1. Analytical procedures are designed to identify relationships and individ
ual items that appear to be unusual and that may reflect a material misstate
ment of the interim financial information. These procedures may consist of
comparing interim financial information with prior period information, actual
interim results with anticipated results (such as budgets or forecasts), and
recorded amounts or ratios with expectations developed by the accountant.
Examples of analytical procedures an accountant may consider performing in
a review of interim financial information include:

•

Comparing current interim financial information with anticipated
results, such as budgets or forecasts (for example, comparing tax
balances and the relationship between the provision for income taxes
and pretax income in the current interim financial information with
corresponding information in (a) budgets, using expected rates, and
(6) financial information for prior periods).1

•

Comparing current interim financial information with relevant nonfi
nancial information.

•

Comparing ratios and indicators for the current interim period with
expectations based on prior periods, for example, performing gross
profit analysis by product line and operating segment using elements
of the current interim financial information and comparing the results
with corresponding information for prior periods. Examples of key
ratios and indicators are the current ratio, receivable turnover or days’
sales outstanding, inventory turnover, depreciation to average fixed
assets, debt to equity, gross profit percentage, net income percentage,
and plant operating rates.

•

Comparing ratios and indicators for the current interim period with
those of entities in the same industry.

•

Comparing relationships among elements in the current interim fi
nancial information with corresponding relationships in the interim
financial information of prior periods, for example, expense by type as
a percentage of sales, assets by type as a percentage of total assets, and
percentage of change in sales to percentage of change in receivables.

•

Comparing disaggregated data. The following are examples of how
data may be disaggregated.
—

By period, for example, financial statement items disaggregated
into quarterly, monthly, or weekly amounts.

1 The accountant should exercise caution when comparing and evaluating current interim
financial information with budgets, forecasts, or other anticipated results because of the inherent
lack of precision in estimating the future and susceptibility of such information to manipulation and
misstatement by management to reflect desired interim results.
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—

By product line or operating segment.

—

By location, for example, subsidiary, division, or branch.

A2. Analytical procedures may include such statistical techniques as trend
analysis or regression analysis and may be performed manually or with the use
of computer-assisted techniques.
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Appendix B
Unusual or Complex Situations to Be Considered by
the Accountant When Conducting a Review of Interim
Financial Information
.55
BI. The following are examples of situations about which the accountant
would ordinarily inquire of management:

•

Business combinations

•

New or complex revenue recognition methods

•

Impairment of assets

•

Disposal of a segment of a business

•

Use of derivative instruments and hedging activities

•

Sales and transfers that may call into question the classification of
investments in securities, including management’s intent and ability
with respect to the remaining securities classified as held to maturity

•

Computation of earnings per share in a complex capital structure

•

Adoption of new stock compensation plans or changes to existing plans

•

Restructuring charges taken in the current and prior quarters

•

Significant, unusual, or infrequently occurring transactions

•

Changes in litigation or contingencies

•

Changes in major contracts with customers or suppliers

•

Application of new accounting principles

•

Changes in accounting principles or the methods of applying them

•

Trends and developments affecting accounting estimates,1 such as
allowances for bad debts and excess or obsolete inventories, provisions
for warranties and employee benefits, and realization of unearned
income and deferred charges

•

Compliance with debt covenants

•

Changes in related parties or significant new related-party transac
tions

•

Material off-balance-sheet transactions, special-purpose entities, and
other equity investments

•

Unique terms for debt or capital stock that could affect classification

1 The accountant may wish to refer to the guidance in section 342, Auditing Accounting Esti
mates, paragraphs .05 and .06.
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Appendix C
Illustrative Management Representation Letters (or a
Review of Interim Financial Information
.56
Cl. The following illustrative management representation letters, which re
late to a review of interim financial information prepared in conformity with
generally accepted accounting principles, are presented for illustrative pur
poses only. The first letter is designed to be used in conjunction with the
representation letter provided by management in connection with the audit of
the financial statements of the prior year. The second illustrative repre
sentation letter may be used independently of any other representation letter.
C2. The introductory paragraph of the letters should specify the financial
statements and periods covered by the accountant’s report, for example, “con
densed balance sheets of XYZ Company as of June 30, 20X1 and 20X2, and the
related condensed statements of income and retained earnings and cash flows
for the three-month and nine-month periods then ended.” The written repre
sentations to be obtained should be based on the circumstances of the engage
ment and the nature and basis of presentation of the financial statements being
reviewed. Appendix B, “Additional Illustrative Representations,” of section
333, Management Representations, presents examples of such representations.
Illustrative representations for specialized industries are presented in AICPA
Audit and Accounting Guides.

C3. If matters exist that should be disclosed to the accountant, they should be
indicated by modifying the related representation. For example, if an event
subsequent to the date of the balance sheet has been disclosed in the interim
financial statements, the final paragraph could be modified as follows: “To the
best of our knowledge and belief, except as discussed in Note X to the financial
statements, no events have occurred.. . .” In appropriate circumstances, item
10 of the second illustrative representation letter could be modified as follows:
“The company has no plans or intentions that may materially affect the
carrying value or classification of assets and liabilities, except for our plans to
dispose of segment A, as disclosed in Note X to the interim financial informa
tion, which are discussed in the minutes of the June 7, 20X2, meeting of the
board of directors (or disclosed to you at our meeting on June 15, 20X2).”
Similarly, if management has received a communication regarding an allega
tion of fraud or suspected fraud, item 7 of the first illustrative representation
letter and item 9 of the second illustrative representation letter could be
modified as follows: “Except for the allegation discussed in the minutes of the
December 7, 20X1, meeting of the board of directors (or disclosed to you at our
meeting on October 15,20X1), we have no knowledge of any allegations of fraud
or suspected fraud affecting the company received in communications from
employees, former employees, analysts, regulators, short sellers, or others.”
C4. The qualitative discussion of materiality used in the illustrative letters is
adapted from the Financial Accounting Standards Board Statement of Finan
cial Accounting Concepts No. 2, Qualitative Characteristics of Accounting
Information.

C5. Certain terms are used in the illustrative letters that are described elsewhere
in authoritative literature. Examples are fraud, in section 319, Consideration of
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Fraud in a Financial Statement Audit, and related parties, in section 334,
Related Parties, footnote 1). To avoid misunderstanding concerning the mean
ing of such terms, the accountant may wish to furnish those definitions to
management or request that the definitions be included in the written repre
sentations.
C6. The illustrative letters assume that management and the accountant have
reached an understanding on the limits of materiality for purposes of the
written representations. However, it should be noted that a materiality limit
would not apply for certain representations, as explained in section 333.08.

1.

Illustrative Short-Form Representation Letter for a Review of
Interim Financial Information (Statements)

[This representation letter is to be used in conjunction with the repre
sentation letter for the audit of the financial statements of the prior year.
Management confirms the representations made in the representation letter
for the audit of the financial statements of the prior year end as they apply
to the interim financial information, and makes additional representations
that may be needed for the interim financial information.]
[Date]
To [Independent Accountant]:

We are providing this letter in connection with your review of the [identi
fication of interim financial information (statements)] of [name of entity] as
of [dates] and for the [periods] for the purpose of determining whether any
material modifications should be made to the [consolidated] interim finan
cial information (statements) for it (them) to conform with accounting
principles generally accepted in the United States of America. We confirm
that we are responsible for the fair presentation of the [consolidated]
interim financial information (statements) in conformity with generally
accepted accounting principles.

Certain representations in this letter are described as being limited to
matters that are material. Items are considered material, regardless of
size, if they involve an omission or misstatement of accounting information
that, in the light of surrounding circumstances, makes it probable that the
judgment of a reasonable person relying on the information would be
changed or influenced by the omission or misstatement.

We confirm, to the best of our knowledge and belief, [as of (date of
accountant’s report or completion of review),] the following representations
made to you during your review.

1.

The interim financial information (statements) referred to above has
(have) been prepared and presented in conformity with generally
accepted accounting principles applicable to interim financial infor
mation.

2.

We have made available to you:
a.

All financial records and related data.

b.

All minutes of the meetings of stockholders, directors, and com
mittees of directors, or summaries of actions of recent meetings
for which minutes have not yet been prepared. All significant
board and committee actions are included in the summaries.
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3.

We believe that the effects of any uncorrected financial statement
misstatements aggregated by you during the current review engage
ment and pertaining to the interim period(s) in the current year, as
summarized in the accompanying schedule, are immaterial, both
individually and in the aggregate, to the interim financial information
(statements) taken as a whole.1

4.

There are no significant deficiencies, including material weaknesses,
in the design or operation of internal controls which could adversely
affect the company’s ability to record, process, summarize, and report
interim financial data.

5.

We acknowledge our responsibility for the design and implementation
of programs and controls to prevent and detect fraud.

6.

We have no knowledge of any fraud or suspected fraud affecting the
company involving:

a.

Management;

b.

Employees who have significant roles in internal control; or

c.

Others where the fraud could have a material effect on the interim
financial information.

7.

We have no knowledge of any allegations of fraud or suspected fraud
affecting the company in communications from employees, former
employees, analysts, regulators, short sellers, or others.

8.

We have reviewed our representation letter to you dated [date of
representation letter relating to most recent audit] with respect to the
audited financial statements for the year ended [prior year-end date].
We believe that representations A, B, and C within that representation
letter do not apply to the interim financial information (statements)
referred to above. We now confirm those representations 1 through X,
as they apply to the interim financial information (statements) re
ferred to above, and incorporate them herein, with the following
changes:
[Indicate any changes.]

9.

[Add any representations related to new accounting or auditing stand
ards that are being implemented for the first time.]

To the best of our knowledge and belief, no events have occurred sub
sequent to the balance-sheet date and through the date of this letter that
would require adjustment to or disclosure in the aforementioned interim
financial information (statements).

[Name of chief executive officer and title]
[Name of chief financial officer and title]

[Name of chief accounting officer and title]
1 If a summary of uncorrected misstatements is unnecessary because no uncorrected misstate
ments were identified, this representation should be eliminated.
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2.

Illustrative Representation Letter for a Review of Interim
Financial Information (Statements)

[This representation letter is similar in detail to the management-repre
sentation letter used for the audit of the financial statements of the prior
year and thus need not refer to the written management representations
received in the most recent audit. ]
[Date]
To [Independent Accountant]:

We are providing this letter in connection with your review of the [identi
fication of interim financial information (statements)] of [name of entity] as
of [dates] and for the [periods] for the purpose of determining whether any
material modifications should be made to the [consolidated] interim finan
cial information (statements) for it (them) to conform with accounting
principles generally accepted in the United States of America. We confirm
that we are responsible for the fair presentation of the [consolidated]
interim financial information (statements) in conformity with generally
accepted accounting principles.
Certain representations in this letter are described as being limited to
matters that are material. Items are considered material, regardless of
size, if they involve an omission or misstatement of accounting information
that, in the light of surrounding circumstances, makes it probable that the
judgment of a reasonable person relying on the information would be
changed or influenced by the omission or misstatement.

We confirm, to the best of our knowledge and belief, [as of [date of
accountant’s report or the completion of the review)], the following repre
sentations made to you during your review.

1.

The interim financial information (statements) referred to above has
(have) been prepared and presented in conformity with generally
accepted accounting principles applicable to interim financial infor
mation (statements).

2.

We have made available to you—
a.

All financial records and related data.

b.

All minutes of the meetings of stockholders, directors, and com
mittees of directors, or summaries of actions of recent meetings
for which minutes have not yet been prepared. All significant
board and committee actions are included in the summaries.

3.

There have been no communications from regulatory agencies con
cerning noncompliance with or deficiencies in financial reporting
practices.

4.

There are no material transactions that have not been properly re
corded in the accounting records underlying the interim financial
information.

5.

We believe that the effects of any uncorrected financial statement mis
statements aggregated by you during the current review engagement
and pertaining to the interim period(s) in the current year, as summa
rized in the accompanying schedule, are immaterial, both individually
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and in the aggregate, to the interim financial information (statements)
taken as a whole.1

6.

There are no significant deficiencies, including material weaknesses,
in the design or operation of internal controls which could adversely
affect the company’s ability to record, process, summarize, and report
interim financial data.

7.

We acknowledge our responsibility for the design and implementation
of programs and controls to prevent and detect fraud.

8.

We have no knowledge of any fraud or suspected fraud affecting the
company involving:

9.

a.

Management;

b.

Employees who have significant roles in internal control; or

c.

Others where the fraud could have a material effect on the interim
financial information.

We have no knowledge of any allegations of fraud or suspected fraud
affecting the company received in communications from employees,
former employees, analysts, regulators, short sellers, or others.

10. The company has no plans or intentions that may materially affect the
carrying value or classification of assets and liabilities.
11. The following have been properly recorded or disclosed in the interim
financial information (statements):

a.

Related-party transactions, including sales, purchases, loans,
transfers, leasing arrangements, and guarantees, and amounts
receivable from or payable to related parties.

b.

Guarantees, whether written or oral, under which the company is
contingently liable.

c.

Significant estimates and material concentrations known to man
agement that are required to be disclosed in accordance with the
AICPA’s Statement of Position 94-6, Disclosure of Certain Signifi
cant Risks and Uncertainties. [Significant estimates are estimates
at the balance sheet date that could change materially within the
next year. Concentrations refer to volumes of business, revenues,
available sources of supply, or markets or geographic areas for
which events could occur that would significantly disrupt normal
finances within the next year. ]

12. There are no:
a.

Violations or possible violations of laws or regulations whose
effects should be considered for disclosure in the interim financial
information (statements) or as a basis for recording a loss contin
gency.

b.

Unasserted claims or assessments that are probable of assertion
and must be disclosed in accordance with Financial Accounting
Standards Board (FASB) Statement No. 5, Accounting for Contin
gencies.

1 If a summary of uncorrected misstatements is unnecessary because no uncorrected misstate
ments were identified, this representation should be eliminated.
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c.

Other liabilities or gain or loss contingencies that are required to
be accrued or disclosed by FASB Statement No. 5.

13. The company has satisfactory title to all owned assets, and there are
no liens or encumbrances on such assets; nor has any asset been
pledged as collateral.
14. The company has complied with all aspects of contractual agreements
that would have a material effect on the financial statements in the
event of noncompliance.
15. [Add additional representations that are unique to the entity’s business
or industry. See paragraph .21 of this section and section 333, Manage
ment Representations, paragraph .17).]

16. [Add any representations related to new accounting or auditing stand
ards that are being implemented for the first time.]
To the best of our knowledge and belief, no events have occurred sub
sequent to the balance-sheet date and through the date of this letter that
would require adjustment to or disclosure in the aforementioned interim
financial information (statements).

[Name of chief executive officer and title]

[Name of chief financial officer and title]

[Name of chief accounting officer and title]
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AU Section 801

Compliance Auditing Considerations
in Audits of Governmental Entities
and Recipients of Governmental
Financial Assistance
(Supersedes SAS No. 68)
Source: SAS No. 74; SAS No. 75.

Effective for audits of financial statements and of compliance with laws and

regulations for fiscal periods ending after December 31, 1994, unless otherwise
indicated.

Introduction and Applicability
.01 This section[1]234 is applicable when the auditor is engaged to audit a
governmental entity under generally accepted auditing standards (GAAS), and
engaged to test and report on compliance with laws and regulations under
Government Auditing Standards (the Yellow Book) or in certain other
circumstances involving governmental financial assistance,2,3 such as single
or organization-wide audits or program-specific audits under certain federal or
state audit regulations.4
[1] [Footnote deleted to reflect conforming changes necessary due to the issuance of Statement on
Standards for Attestation Engagements No. 10.]

2 Guidance for engagements related to management’s written assertion about either (a) an
entity’s compliance with the requirements of specified laws, regulations, rules, or contracts not
involving governmental financial assistance, or (b) the effectiveness of an entity’s internal control
structure over compliance with specified requirements is provided in AT section 601, Compliance
Attestation. [Footnote revised, January 2001, to reflect conforming changes necessary due to the
issuance of Statement on Standards for Attestation Engagements No. 10.]
3 When engaged to perform an agreed-upon procedures engagement for which the objective is to
report in accordance with this section, the auditor may consider the guidance in AT section 201,
Agreed-Upon Procedures Engagements. [Footnote added, effective for reports on agreed-upon proce
dures engagements dated after April 30, 1996, by Statement on Auditing Standards No. 75. Footnote
revised, January 2001, to reflect conforming changes necessary due to the issuance of Statement on
Standards for Attestation Engagements No. 10.]

4 A single or organization-wide audit is an audit of an entity’s financial statements and of
compliance with regulations relating to governmental financial assistance. Examples are audits
required by the Single Audit Act of 1984 and Office of Management and Budget (OMB) Circular
A-128, Audits of State and Local Governments, OMB Circular A-133, Audits of Institutions of Higher
Education and Other Nonprofit Institutions, or the Connecticut Single Audit Act. A program-specific
audit is an audit of one governmental financial assistance program in accordance with federal or
state laws, regulations or audit guides, such as the U.S. Department of Education’s Student Finan
cial Assistance Audit Guide, or the U.S. Department of Housing and Urban Development’s (HUD’s)
Consolidated Audit Guide for Audits ofHUD Programs, relative to that program. An auditor may also
be engaged to test and report on compliance with other federal, state, and local laws and regulations
that are beyond the scope of this section. (For additional guidance, see footnote 2.) [Footnote
renumbered by the issuance of Statement on Auditing Standards No. 75, September 1995.]
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.02 Specifically, this section provides general5 guidance to the auditor to—
a.

Apply the provisions of section 317, Illegal Acts by Clients, relative
to detecting misstatements resulting from illegal acts related to laws
and regulations that have a direct and material effect on the deter
mination of financial statement amounts in audits of the financial
statements of governmental entities and other recipients of govern
mental financial assistance (paragraphs .03 through .07).

b.

Perform a financial audit in accordance with Government Auditing
Standards, issued by the Comptroller General of the United States
(paragraphs .08 and .09).6

c.

Perform a single or organization-wide audit or a program-specific
audit in accordance with federal audit requirements (paragraphs .10
through .20).

d.

Communicate with management if the auditor becomes aware that
the entity is subject to an audit requirement that may not be encom
passed in the terms of his or her engagement (paragraphs .21
through .23).

Effects of Laws on Financial Statements
.03 The Governmental Accounting Standards Board’s (GASB’s) Codifica
tion of Governmental Accounting and Financial Reporting Standards, section
1200.103, recognizes that governmental entities generally are subject to a
variety of laws and regulations that affect their financial statements.
An important aspect of GAAP [generally accepted accounting principles] as
applied to governments is the recognition of the variety of legal and contractual
considerations typical of the government environment. These considerations
underlie and are reflected in the fund structure, bases of accounting, and other
principles and methods set forth here, and are a major factor distinguishing
governmental accounting from commercial accounting.

For example, such laws and regulations may address the fund structure required
by law, regulation, or bond covenant; procurement; debt limitations; and legal
authority for transactions.

.04 Federal, state, and local governmental entities provide financial as
sistance to other entities, including not-for-profit organizations and business
enterprises that are either primary recipients, subrecipients,7 or beneficiaries.
Among the forms of governmental financial assistance are grants of cash and
5 Specific guidance is provided in the AICPA Audit and Accounting Guide Audits of State and
Local Governmental Units, and in Statement of Position (SOP) 98-3, Audits of States, Local Govern
ments, and Not-for-Profit Organizations Receiving Federal Awards. [Footnote renumbered by the
issuance of Statement on Auditing Standards No. 75, September 1995.]
6 In practice, Government Auditing Standards, or the Yellow Book, is sometimes referred to as
generally accepted government auditing standards (GAGAS). Government Auditing Standards in
cludes standards for financial and performance audits. The references to Government Auditing
Standards in this section encompass only the standards that apply to financial audits, not the
performance audit standards. The auditor should be aware that Government Auditing Standards is
revised periodically and should ensure that the currently effective version is being followed. [Foot
note renumbered by the issuance of Statement on Auditing Standards No. 75, September 1995.]
7 A subrecipient is an entity that receives governmental financial assistance when the assistance
is initially received by another entity (the primary recipient) that distributes the assistance for the
government program that created and provided the assistance. As used in this section, recipient
means either a primary recipient or a subrecipient. [Footnote renumbered by the issuance of
Statement on Auditing Standards No. 75, September 1995.]
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other assets, loans, loan guarantees, and interest-rate subsidies.8 By accepting
such assistance, both governmental and nongovernmental entities may be
subject to laws and regulations that may have a direct and material effect on
the determination of amounts in their financial statements.

.05 Management is responsible for ensuring that the entity complies with
the laws and regulations applicable to its activities. That responsibility encom
passes the identification of applicable laws and regulations and the estab
lishment of controls designed to provide reasonable assurance that the entity
complies with those laws and regulations. The auditor’s responsibility for
testing and reporting on compliance with laws and regulations varies accord
ing to the terms of the engagement.
.06 Section 317 describes the auditor’s responsibility, in an audit per
formed in accordance with GAAS, for considering laws and regulations and
how they affect the audit. Thus, the auditor should design the audit to provide
reasonable assurance that the financial statements are free of material mis
statements resulting from violations of laws and regulations that have a direct
and material effect on the determination of financial statement amounts.

.07 The auditor should obtain an understanding of the possible effects on
financial statements of laws and regulations that are generally recognized by
auditors to have a direct and material effect on the determination of amounts
in an entity’s financial statements. The auditor should also assess whether
management has identified laws and regulations that have a direct and
material effect on the determination of amounts in the entity’s financial
statements and obtain an understanding of the possible effects on the financial
statements of such laws and regulations. The auditor may consider performing
the following procedures in assessing such laws and regulations and in obtain
ing an understanding of their possible effects on the financial statements.
a.

Consider knowledge about such laws and regulations obtained from
prior years’ audits.

b.

Discuss such laws and regulations with the entity’s chief financial
officer, legal counsel, or grant administrators.

c.

Obtain written representation from management regarding the com
pleteness of management’s identification.

d.

Review the relevant portions of any directly related agreements, such
as those related to grants and loans.

e.

Review the minutes of meetings of the legislative body and governing
board of the governmental entity being audited for the enactment of
laws and regulations that have a direct and material effect on the
determination of amounts in the governmental entity’s financial
statements.

8 For purposes of this section, financial assistance, as defined by the Single Audit Act of 1984 and
OMB Circular A-128, does not include contracts to provide goods or services to a governmental entity
or arrangements in which a nongovernmental entity purchases insurance from the government.
Federal awards, as defined by OMB Circular A-133, means financial assistance and federal cost-type
contracts used to buy services or goods for the use of the federal government. Federal awards do not
include procurement contracts to vendors under grants or contracts used to buy goods or services. For
example, financial assistance does not include a contract to design and manufacture aircraft for the
U.S. Air Force or the purchase of deposit insurance by a financial institution. In addition, although
Medicaid funds paid by the federal government to states constitute financial assistance, most
Medicaid arrangements between the states and health-care providers are contracts for services that
are not considered to be financial assistance. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 75, September 1995.]
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f.

Inquire of the office of the federal, state, or local auditor, or other
appropriate audit oversight organization about the laws and regula
tions applicable to entities within their jurisdiction, including stat
utes and uniform reporting requirements.

g.

Review information about compliance requirements, such as the
information included in the Compliance Supplements issued by
OMB: Compliance Supplement for Single Audits of State and Local
Governments and Compliance Supplement for Audits of Institutions
of Higher Learning and Other Non-Profit Institutions, Catalog of
Federal Domestic Assistance, issued by the Government Printing
Office, and state and local policies and procedures.

Government Auditing Standards
.08 Government Auditing Standards contains standards for audits of
government organizations, programs, activities, and functions and of govern
ment assistance received by contractors, not-for-profit organizations, and other
nongovernment organizations. These standards, which include designing the
audit to provide reasonable assurance of detecting material misstatements
resulting from noncompliance with provisions of contracts or grant agreements
that have a direct and material effect on the determination of financial state
ment amounts, are to be followed when required by law, regulation, agreement,
contract, or policy.9
.09 For financial audits, Government Auditing Standards prescribes
fieldwork and reporting standards beyond those required by GAAS. The gen
eral standards of Government Auditing Standards relate to qualifications of
the staff, independence, due professional care, and quality control.

Federal Audit Requirements
.10 Although the scope and reporting requirements of an audit of a
recipient of federal financial assistance in accordance with federal audit regu
lations vary, the audits generally have the following elements in common.

a.

The audit is to be conducted in accordance with GAAS and Govern
ment Auditing Standards.

b.

The auditor’s consideration of internal control is to include obtaining
and documenting an understanding of internal control established
to ensure compliance with the laws and regulations applicable to the
federal financial assistance. In some instances, federal audit regula
tions mandate a “test of controls” to evaluate the effectiveness of the
design and operation of the policies and procedures in preventing or
detecting material noncompliance.

c.

The auditor is to issue a report on the consideration of internal
control described above.

9 Some states have adopted regulations that require local governments within the states to have
their audits conducted in accordance with Government Auditing Standards. In addition, some states
require that recipients of state financial assistance be audited in accordance with Government
Auditing Standards. [Footnote renumbered by the issuance of Statement on Auditing Standards No.
75, September 1995.]
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The auditor is to determine and report on whether the federal finan
cial assistance has been administered in accordance with applicable
laws and regulations (that is, compliance requirements).[10]

.11 A recipient of federal financial assistance may be subject to a single
or organization-wide audit or to a program-specific audit. A number of federal
audit regulations permit the recipient to “elect” to have a program-specific
audit, whereas other federal audit regulations require a program-specific audit
in certain circumstances. In planning the audit, the auditor should determine
and consider the specific federal audit requirements11 applicable to the en
gagement, including the issuance of additional reports. As noted in paragraph
.10 of this section, federal audit regulations for both single or organizationwide audits and program-specific audits generally require consideration of
internal control beyond what is normally required by GAAS and Government
Auditing Standards and a determination of whether applicable compliance
requirements have been met.

Compliance Requirements Applicable to Federal Financial
Assistance Programs
.12 Compliance requirements applicable to federal financial assistance
programs are usually one of two types: general and specific. General require
ments involve national policy and apply to all or most federal financial assis
tance programs.*11
12
.13 Specific requirements apply to a particular federal program and
generally arise from statutory requirements and regulations. The OMB’s
Compliance Supplements set forth general and specific requirements for many
of the federal programs awarded to state and local governments and to not-forprofit organizations, as well as suggested audit procedures to test for compli
ance with the requirements.
.14 For program-specific audits, the auditor should consult federal gran
tor agency audit guides to identify general requirements that are statutory and
regulatory requirements pertaining to certain federal programs, specific re
quirements for a particular program, and suggested audit procedures to test
for compliance with the requirements.
.15 In addition to those identified in the OMB’s Compliance Supplements
or federal grantor agency audit guides, specific requirements may also be
enumerated in grant agreements or contracts.

.16 Generally, the auditor is required to determine whether the recipient
has complied with the general and specific requirements. The form of the report
and the required level of assurance to be provided in the report may vary,
depending on the requirements of a particular agency or program. For exam
ple, if reporting on compliance requirements, the auditor may be required to
report findings relating to compliance with those requirements or the auditor
[10] [Footnote renumbered by the issuance of Statement on Auditing Standards No. 75, Septem
ber 1995. Footnote deleted to reflect conforming changes necessary due to the issuance of Statement
on Auditing Standards No. 85.]

11 Such requirements may be set out in an engagement letter or audit contract. In some
instances, a written engagement letter is required by the federal grantor agency. [Footnote renum
bered by the issuance of Statement on Auditing Standards No. 75, September 1995.]
12 General requirements also may be referred to as common requirements. Detailed guidance on
evaluating the results of testing general requirements can be found in the AICPA Audit and Account
ing Guide Audits of State and Local Governmental Units, and in SOP 92-9. [Footnote renumbered by
the issuance of Statement on Auditing Standards No. 75, September 1995.]
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may be required to express an opinion on whether the recipient has complied
with the requirements applicable to its major13 federal financial assistance
programs.14

Evaluating Results of Compliance Audit Procedures on Major
Federal Financial Assistance Programs
.17 In evaluating whether an entity has complied with laws and regula
tions that, if not complied with, could have a material effect on each major
federal financial assistance program, the auditor should consider the effect of
identified instances of noncompliance on each such program. In doing so, the
auditor should consider—
a.

The frequency of noncompliance identified in the audit.

b.

The adequacy of a primary recipient’s system for monitoring subre
cipients and the possible effect on the program of any noncompliance
identified by the primary recipient or the auditors of the subrecipi
ents.

c.

Whether any instances of noncompliance identified in the audit
resulted in questioned costs, as discussed below, and, if they did,
whether questioned costs are material to the program.15

.18 The criteria for classifying a cost as a questioned cost vary from one
federal agency to another. In evaluating the effect of questioned costs on the
opinion on compliance, the auditor considers the best estimate of total costs
questioned for each major federal financial assistance program (hereafter
referred to as likely questioned costs), not just the questioned costs specifically
identified (hereafter referred to as known questioned costs). When using audit
sampling, as defined in section 350, Audit Sampling, in testing compliance, the
auditor should project the amount of known questioned costs identified in the
sample to the items in the major federal financial assistance program from
which the sample was selected.
.19 Regardless of the auditor’s opinion on compliance, federal audit regu
lations may require him or her to report any instances of noncompliance found
and any resulting questioned costs. In reporting instances of noncompliance,
the auditor should follow the provisions of Government Auditing Standards.
For purposes of reporting questioned costs, the auditor is not required to report
likely questioned costs; rather, the auditor should report only known ques
tioned costs.

.20 When evaluating the results of compliance audit procedures on fed
eral financial assistance programs, the auditor also should consider whether
identified instances of noncompliance affect his or her opinion on the entity’s
financial statements (see paragraph .06).
13 A major federal financial assistance program is defined by a federal regulation or law or by the
federal grantor agency’s audit guide. [Footnote renumbered by the issuance of Statement on Auditing
Standards No. 75, September 1995.]

14 Detailed testing and reporting guidance on single or organization-wide audits and programspecific audits is provided in the AICPA Audit and Accounting Guide Audits of State and Local
Governmental Units and in SOP 92-9. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 75, September 1995.]

15 In auditing compliance with requirements governing major federal financial assistance pro
grams, the auditor’s consideration of materiality differs from that in an audit of the financial
statements in accordance with GAAS. [Footnote renumbered by the issuance of Statement on
Auditing Standards No. 75, September 1995.]
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Communications Regarding Applicable
Audit Requirements
.21 Management is responsible for obtaining audits that satisfy relevant
legal, regulatory, or contractual requirements. Auditors should exercise due
professional care in ensuring that they and management understand the type
of engagement to be performed. If a proposal, contract, or engagement letter is
used, an auditor should consider including in it a statement about the type of
engagement and whether the engagement is intended to meet specific audit
requirements.
.22 GAAS do not require the auditor to perform procedures beyond those
he or she considers necessary to obtain sufficient competent evidential matter
to form a basis for the opinion on the financial statements. However, if during
a GAAS audit of the financial statements the auditor becomes aware that the
entity is subject to an audit requirement that may not be encompassed in the
terms of the engagement, the auditor should communicate to management and
the audit committee, or to others with equivalent authority and responsibility,
that an audit in accordance with GAAS may not satisfy the relevant legal,
regulatory, or contractual requirements.16 For example, the auditor will be
required to make this communication if an entity engages an auditor to
perform an audit of its financial statements in accordance with GAAS and the
auditor becomes aware that by law, regulation, or contractual agreement the
entity also is required to have an audit performed in accordance with one or
more of the following:

a.

Government Auditing Standards

b.

The Single Audit Act of 1984 and OMB Circular A-128, Audits of
State and Local Governments

c.

OMB Circular A-133, Audits of Institutions of Higher Education and
Other Nonprofit Institutions

Other compliance audit requirements, such as state or local laws or
program-specific audits under federal audit guides
.23 The communication required by paragraph .22 of this section may be
oral or written. If the communication is oral, the auditor should document the
communication in the working papers. The auditor should consider how the
client’s actions in response to such communication relate to other aspects of the
audit, including the potential effect on the financial statements and on the
auditor’s report on those financial statements. Specifically, the auditor should
consider management’s actions (such as not arranging for an audit that meets
the applicable requirements) in relation to the guidance in section 317.
d.

Effective Date
.24 The provisions of this section are effective for audits of financial
statements and of compliance with laws and regulations for fiscal periods
ending after December 31, 1994. Early application of this section is encour
aged.

16 For entities that do not have an audit committee, “others with equivalent authority or
responsibility” may include the board of directors, the board of trustees, the owner in owner-managed
entities, the city council, or the legislative standing committee. [Footnote renumbered by the issu
ance of Statement on Auditing Standards No. 75, September 1995.]
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AU Section 901

Public Warehouses—Controls and Auditing
Procedures for Goods Held*
Source: SAS No. 1, section 901; SAS No. 43.
Issue date, unless otherwise indicated: November, 1972.

Introduction
.01 This section discusses controls of a public warehouse, the procedures
of its independent auditor with respect to goods in the warehouse’s custody,
and auditing procedures performed by the independent auditor of the owner of
goods in the warehouse.1 [As amended, effective after August 31, 1982, by
Statement on Auditing Standards No. 43.]

General Considerations
.02 The management of a business has the responsibility for the proper
recording of transactions in its books of account, for the safeguarding of its
assets, and for the substantial accuracy and adequacy of its financial state
ments. The independent auditor is not an insurer or guarantor; his responsi
bility is to express a professional opinion on the financial statements he has
audited.*
2 [Paragraph renumbered by the issuance of Statement on Auditing
1
Standards No. 43, August 1982.]

Summary of Recommendations
.03 The Committee recommends that the independent auditor of the
warehouseman:

a.

Obtain an understanding of controls, relating to the accountability
for and the custody of all goods placed in the warehouse and perform
tests of controls to evaluate their effectiveness.

b.

Test the warehouseman’s records relating to accountability for all
goods placed in his custody.

c.

Test the warehouseman’s accountability under recorded outstanding
warehouse receipts.

d.

Observe physical counts of the goods in custody, wherever practica
ble and reasonable, and reconcile his tests of such counts with records
of goods stored.

Title revised, February 1997, to reflect conforming changes necessary due to the issuance of
Statement on Auditing Standards No. 78.

1 This section reports the conclusions of a 1966 study of the AICPA Committee on Auditing
Procedure on the accountability of warehousemen for goods stored in public warehouses. [Footnote
renumbered by the issuance of Statement on Auditing Standards No. 43, August 1982.]

2 See section 110.
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e.

Confirm accountability (to the extent considered necessary) by direct
communication with the holders of warehouse receipts.

The independent auditor should apply such other procedures as he considers
necessary in the circumstances. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 43, August 1982. Paragraph sub
sequently renumbered by the issuance of Statement on Auditing Standards No.
48, July 1984.]
.04 Warehousing activities are diverse because the warehoused goods are
diverse, the purposes of placing goods in custody are varied, and the scope of
operations of warehouses is not uniform. The independent auditor has the
responsibility to exercise his judgment in determining what procedures,
including those recommended in this report, are necessary in the circum
stances to afford a reasonable basis for his opinion on the financial state
ments.3 [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 43, August 1982.]
.05 The following sections of this report describe those aspects of ware
housing operations of primary concern to independent auditors, suggest ele
ments of internal control for warehousemen, and offer the Committee’s
recommendations as to procedures of the independent auditor. [Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 43,
August 1982.]

Public Warehouse Operations
Types of Warehouses
.06 A warehouse may be described as a facility operated by a warehouse
man whose business is the maintaining of effective custody of goods for others.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 43, August 1982.]
.07 Warehouses may be classified functionally as terminal warehouses or
field warehouses:
Terminal Warehouse. The principal economic function of a terminal ware
house is to furnish storage. It may, however, perform other functions, including
packaging and billing. It may be used to store a wide variety of goods or only a
particular type of commodity.
Field Warehouse. A field warehouse is established in space leased by the
warehouseman on the premises of the owner of the goods or the premises of a
customer of the owner. In most circumstances all or most of the personnel at
the warehouse location are employed by the warehouseman from among the
employees of the owner (or customer), usually from among those who previously
have been responsible for custody and handling of the goods. Field warehousing
is essentially a financing arrangement, rather than a storage operation. The
warehouse is established to permit the warehouseman to take and maintain
custody of goods and issue warehouse receipts to be used as collateral for a loan
or other form of credit.

Warehouses may be classified also by types of goods stored. Foods and other
perishable products may be stored in refrigerated warehouses, constructed and
equipped to meet controlled temperature and special handling requirements.
3 See section 326.
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Certain bulk commodities, such as various agricultural products and chemicals,
are stored in commodity warehouses; these warehouses often are designed and
equipped to store only one commodity, and fungible goods frequently are
commingled without regard to ownership. A wide variety of goods, usually not
requiring special storage facilities, is stored in general merchandise ware
houses. Some warehouses confine their activities to storing furniture, other
household goods, and personal effects. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 43, August 1982.]

Warehouse Receipts
.08 A basic document in warehousing is the warehouse receipt. Article 7
of the Uniform Commercial Code regulates the issuance of warehouse receipts,
prescribes certain terms that must be contained in such receipts, provides for
their negotiation and transfer, and establishes the rights of receipt holders.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 43, August 1982.]
.09 Warehouse receipts may be in negotiable form or non-negotiable form
and may be used as evidence of collateral for loans or other forms of credit.
Goods represented by a negotiable warehouse receipt may be released only
upon surrender of the receipt to the warehouseman for cancellation or endorse
ment, whereas goods represented by a non-negotiable receipt may be released
upon valid instructions without the need for surrender of the receipt. Other
important ways in which the two kinds of receipts differ concern the manner
in which the right of possession to the goods they represent may be transferred
from one party to another and the rights acquired by bona fide purchasers of
the receipts. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 43, August 1982.]
.10 Since goods covered by non-negotiable receipts may be released with
out surrender of the receipts, such outstanding receipts are not necessarily an
indication of accountability on the part of the warehouseman or of evidence of
ownership by the depositor. Since goods are frequently withdrawn piecemeal,
the warehouseman’s accountability at any given time is for the quantity of
goods for which receipts have been issued minus the quantities released
against properly authorized withdrawals. [Paragraph renumbered by the issu
ance of Statement on Auditing Standards No. 43, August 1982.]
.11 Article 7 of the Uniform Commercial Code, in addition to provisions
with respect to the issuance and contents of warehouse receipts, contains
provisions with respect to, among other things, the storage and release of
warehoused goods, the standard of care to be exercised by the warehouseman,
warehouseman’s liability, and liens for the warehouseman’s charges and ex
penses and the manner in which they may be enforced. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 43, August 1982.]

Government Regulation
.12 There are various other statutes and regulations, applicable in special
situations, relating to the rights and duties of warehousemen and the opera
tion of warehouses. Among the more important are (a) the United States
Warehouse Act and the regulations adopted thereunder by the Department of
Agriculture, providing for licensing and regulation of warehouses storing
certain agricultural commodities, (b) the regulations adopted by commodity
exchanges licensed under the United States Commodity Exchange Act,
providing for issuance and registration of receipts and licensing and regulation
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of warehouses, and (c) the Internal Revenue Code and the Tariff Act of 1930,
and regulations adopted thereunder, relating respectively to United States
Revenue Bonded Warehouses and United States Customs Bonded Ware
houses, providing for licensing, bonding, and regulation of such warehouses. In
addition, there are statutes and regulations in various states relating to
licensing, bonding, insurance, and other matters. [Paragraph renumbered by
the issuance of Statement on Auditing Standards No. 43, August 1982.]

The Warehouseman
Controls
.13 Goods held in custody for others are not owned by the warehouseman
and, therefore, do not appear as assets in his financial statements. Similarly,
the related custodial responsibility does not appear as a liability. However, as
in other businesses, the warehouseman is exposed to the risk of loss or claims
for damage stemming from faulty performance of his operating functions.
Faulty performance may take the form of loss or improper release of goods,
improper issuance of warehouse receipts, failure to maintain effective custody
of goods so that lenders’ preferential liens are lost, and other forms. [Paragraph
renumbered by the issuance of Statement on Auditing Standards No. 43,
August 1982.]
.14 The recommendation herein that the independent auditor of the
warehouseman obtain an understanding of relevant controls and perform tests
of controls to evaluate their effectiveness is based upon the important relation
ship of such controls to the custodial responsibilities of the warehouseman,
which are not reflected in his financial statements. Significant unrecorded
liabilities may arise if these custodial responsibilities are not discharged
properly. [Paragraph renumbered by the issuance of Statement on Auditing
Standards No. 43, August 1982. Revised, April 1989, to reflect conforming
changes necessary due to the issuance of Statement on Auditing Standards
Nos. 53 through 62.]
.15 Whether and to what extent the suggested controls that follow may
be applicable to a particular warehouse operation will depend on the nature of
the operation, of the goods stored, and of the warehouseman’s organization.
Appropriate segregation of duties in the performance of the respective operat
ing functions should be emphasized.

Receiving, Storing, and Delivering Goods
Receipts should be issued for all goods admitted into storage.
Receiving clerks should prepare reports as to all goods received. The
receiving report should be compared with quantities shown on bills of
lading or other documents received from the owner or other outside sources
by an employee independent of receiving, storing, and shipping.

Goods received should be inspected, counted, weighed, measured, or
graded in accordance with applicable requirements. There should be a
periodic check of the accuracy of any mechanical facilities used for these
purposes.

Unless commingling is unavoidable, such as with fungible goods, goods
should be stored so that each lot is segregated and identified with the
pertinent warehouse receipt. The warehouse office records should show the
location of the goods represented by each outstanding receipt.
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Instructions should be issued that goods may be released only on proper
authorization which, in the case of negotiable receipts, includes surrender
of the receipt.
Access to the storage area should be limited to those employees whose
duties require it, and the custody of keys should be controlled.

Periodic statements to customers should identify the goods held and
request that discrepancies be reported to a specified employee who is not
connected with receiving, storing, and delivery of goods.
The stored goods should be physically counted or tested periodically, and
quantities agreed to the records by an employee independent of the storage
function; the extent to which this is done may depend on the nature of the
goods, the rate of turnover, and the effectiveness of other internal control
structure policies and procedures.

Where the goods held are perishable, a regular schedule for inspection of
condition should be established.
Protective devices such as burglar alarms, fire alarms, sprinkler systems,
and temperature and humidity controls should be inspected regularly.

Goods should be released from the warehouse only on the basis of written
instructions received from an authorized employee who does not have
access to the goods.

Counts of goods released as made by stock clerks should be independently
checked by shipping clerks or others and the two counts should be com
pared before the goods are released.
Warehouse Receipts
Prenumbered receipt forms should be used, and procedures established for
accounting for all forms used and for cancellation of negotiable receipts
when goods have been delivered.
Unused forms should be safeguarded against theft or misuse and their
custody assigned to a responsible employee who is not authorized to
prepare or sign receipts.

Receipt forms should be furnished only to authorized persons, and in a
quantity limited to the number required for current use.

The signer of receipts should ascertain that the receipts are supported by
receiving records or other underlying documents.
Receipts should be prepared and completed in a manner designed to
prevent alteration.

Authorized signers should be a limited number of responsible employees.
Insurance
The adequacy, as to both type and amount, of insurance coverage carried
by the warehouseman should be reviewed at appropriate intervals.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 43, August 1982.]

Additional Controls for Field Warehouses
.16 As indicated earlier, the purpose of field warehousing differs from
terminal warehousing. Operating requirements also may differ because a field
warehouseman may operate at a large number of locations. [Paragraph renum
bered by the issuance of Statement on Auditing Standards No. 43, August 1982.]
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.17 In field warehousing, controls are applied at two points: the field
location and the warehouseman’s central office. At the field location, the
controls as to receipt, storage, and delivery of goods and issuance of warehouse
receipts generally will comprise the controls suggested above, with such vari
ations as may be appropriate in light of the requirements, and available
personnel, at the respective locations. Only non-negotiable warehouse receipts
should be issued from field locations, and the receipt forms should be furnished
to the field locations by the central office in quantities limited to current
requirements. [Paragraph renumbered by the issuance of Statement on Audit
ing Standards No. 43, August 1982.]
.18 The central office should investigate and approve the field warehous
ing arrangements, and exercise control as to custody and release of goods and
issuance of receipts at the field locations. Controls suggested for the central
office are the following:
Consideration of the business reputation and financial standing of the
depositor.
Preparation of a field warehouse contract in accordance with the particular
requirements of the depositor and the lender.
Determination that the leased warehouse premises meet the physical
requirements for segregation and effective custody of goods.

Satisfaction as to legal matters relative to the lease of the warehouse
premises.

Investigation and bonding of the employees at the field locations.
Providing employees at field locations with written instructions covering
their duties and responsibilities.

Maintenance of inventory records at the central office showing the quantity
(and stated value, where applicable) of goods represented by each out
standing warehouse receipt.
Examination of the field warehouse by representatives of the central office.
These examinations would include inspection of the facilities, observation
as to adherence to prescribed procedures, physical counts or tests of goods
in custody and reconcilement of quantities to records at the central office
and at field locations, accounting for all receipt forms furnished to the field
locations, and confirmation (on a test basis, where appropriate) of out
standing warehouse receipts with the registered holders.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 43, August 1982.]

Procedures of the Independent Auditor
.19 The Committee recommends that the independent auditor of the
warehouseman:

a.

Obtain an understanding of controls, relating to the accountability
for and the custody of all goods placed in the warehouse and perform
tests of controls to evaluate their effectiveness.

b.

Test the warehouseman’s records relating to accountability for all
goods placed in his custody.

c.

Test the warehouseman’s accountability under recorded outstanding
warehouse receipts.
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d.

Observe physical counts of the goods in custody, wherever practica
ble and reasonable, and reconcile his tests of such counts with records
of goods stored.

e.

Confirm accountability (to the extent considered necessary) by direct
communication with the holders of warehouse receipts.

The independent auditor should apply such other procedures as he considers
necessary in the circumstances. [Paragraph renumbered by the issuance of
Statement on Auditing Standards No. 43, August 1982.]
.20 The auditor’s procedures relating to accountability might include, on
a test basis, comparison of documentary evidence of goods received and deliv
ered with warehouse receipts records, accounting for issued and unissued
warehouse receipts by number, and comparison of the records of goods stored
with billings for storage. In some circumstances, the auditor may consider it
necessary to obtain confirmation from the printer as to the serial numbers of
receipt forms supplied. [Paragraph renumbered by the issuance of Statement
on Auditing Standards No. 43, August 1982.]
.21 In the case of a field warehouseman where goods are stored at many
scattered locations, the independent auditor may satisfy himself that the
warehouseman’s physical count procedures are adequate by observing the
procedures at certain selected locations. The amount of testing required will be
dependent upon the effectiveness of both design and operation of controls.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 43, August 1982.]

.22 The confirmation of negotiable receipts with holders may be imprac
ticable, since the identity of the holders usually is not known to the warehouse
man. Confirmation with the depositor to whom the outstanding receipt was
originally issued, however, would be evidential matter of the accountability for
certain designated goods. It should be recognized, too, that as to both nego
tiable and non-negotiable receipts, confirmation may not be conclusive in the
light of the possibility of issued but unrecorded receipts. In some circum
stances, it may be desirable to request confirmations from former depositors
who are not currently holders of record. [Paragraph renumbered by the issu
ance of Statement on Auditing Standards No. 43, August 1982.]
.23 The independent auditor should review the nature and extent of the
warehouseman’s insurance coverage and the adequacy of any reserves for
losses under damage claims. [Paragraph renumbered by the issuance of State
ment on Auditing Standards No. 43, August 1982.]

Controls and Auditing Procedures for Owner's Goods
Stored in Public Warehouses
.24 The following paragraphs provide guidance on the controls for the
owner of the goods and on the auditing procedures to be employed by his
independent auditor. [As amended, effective after August 31, 1982, by State
ment on Auditing Standards No. 43.]

Controls
.25 The controls of the owner should be designed to provide reasonable
safeguards over his goods in a warehouseman’s custody. Ordinarily, the con
trols should include an investigation of the warehouseman before the goods are
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placed in custody, and a continuing evaluation of the warehouseman’s perform
ance in maintaining custody of the goods. [Paragraph renumbered by the issuance
of Statement on Auditing Standards No. 43, August 1982.]
.26 Among the suggested controls that may be comprehended in an
investigation of the warehouseman before the goods are placed in his custody
are the following:
Consideration of the business reputation and financial standing of the
warehouseman.
Inspection of the physical facilities.

Inquiries as to the warehouseman’s controls and whether the warehouse
man holds goods for his own account.
Inquiries as to type and adequacy of the warehouseman’s insurance.
Inquiries as to government or other licensing and bonding requirements
and the nature, extent, and results of any inspection by government or
other agencies.
Review of the warehouseman’s financial statements and related reports of
independent auditors.

[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 43, August 1982.]

.27 After the goods are placed in the warehouse, suggested controls that
may be applied periodically by the owner in evaluating the warehouseman’s
performance in maintaining custody of goods include the following:
Review and update the information developed from the investigation
described above.
Physical counts (or test counts) of the goods, wherever practicable and
reasonable (may not be practicable in the case of fungible goods).

Reconcilement of quantities shown on statements received from the ware
houseman with the owner’s records.

In addition, he should review his own insurance, if any, on goods in the
custody of the warehouseman.
[Paragraph renumbered by the issuance of Statement on Auditing Standards
No. 43, August 1982.]

Procedures of the Independent Auditor
.28 Section 331.14 describes the procedures that the auditor should apply
if inventories are held in public warehouses. [As amended, effective after
August 31, 1982, by Statement on Auditing Standards No. 43.]
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ATTESTATION STANDARDS
Introduction
The accompanying “attestation standards” provide guidance and establish
a broad framework for a variety of attest services increasingly demanded of the
accounting profession. The standards and related interpretive commentary are
designed to provide professional guidelines that will enhance both consistency
and quality in the performance of such services.

For years, attest services generally were limited to expressing a positive
opinion on historical financial statements on the basis of an audit in accordance
with generally accepted auditing standards (GAAS). However, certified public
accountants increasingly have been requested to provide, and have been
providing, assurance on representations other than historical financial state
ments and in forms other than the positive opinion. In responding to these
needs, certified public accountants have been able to generally apply the basic
concepts underlying GAAS to these attest services. As the range of attest
services has grown, however, it has become increasingly difficult to do so.
Consequently, the main objective of adopting these attestation standards
and the related interpretive commentary is to provide a general framework for
and set reasonable boundaries around the attest function. As such, the stand
ards and commentary (a) provide useful and necessary guidance to certified
public accountants engaged to perform new and evolving attest services and
(6) guide AICPA standard-setting bodies in establishing, if deemed necessary,
interpretive standards for such services.

The attestation standards are a natural extension of the ten generally
accepted auditing standards. Like the auditing standards, the attestation
standards deal with the need for technical competence, independence in
mental attitude, due professional care, adequate planning and supervision,
sufficient evidence, and appropriate reporting; however, they are much
broader in scope. (The eleven attestation standards are listed below.) Such
standards apply to a growing array of attest services. These services include,
for example, reports on descriptions of systems of internal control; on descrip
tions of computer software; on compliance with statutory, regulatory, and
contractual requirements; on investment performance statistics; and on infor
mation supplementary to financial statements. Thus, the standards have been
developed to be responsive to a changing environment and the demands of
society.
These attestation standards apply only to attest services rendered by a
certified public accountant in the practice of public accounting—that is, a
practitioner as defined in footnote 1 of paragraph .01.

The attestation standards do not supersede any of the existing standards in
Statements on Auditing Standards (SASs), Statements on Standards for Ac
counting and Review Services (SSARSs), and Statement on Standards for
Accountants’ Services on Prospective Financial Information. Therefore, the
practitioner who is engaged to perform an engagement subject to these existing
standards should follow such standards.
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Attestation Standards
General Standards
1.
2.

3.

4.

5.

The engagement shall be performed by a practitioner having adequate
technical training and proficiency in the attest function.
The engagement shall be performed by a practitioner having adequate
knowledge of the subject matter.
The practitioner shall perform the engagement only if he or she has
reason to believe that the subject matter is capable of evaluation against
criteria that are suitable and available to users.
In all matters relating to the engagement, an independence in mental
attitude shall be maintained by the practitioner.
Due professional care shall be exercised in the planning and perform
ance of the engagement.

Standards of Fieldwork
1.
2.

The work shall be adequately planned and assistants, if any, shall be
properly supervised.
Sufficient evidence shall be obtained to provide a reasonable basis for
the conclusion that is expressed in the report.

Standards of Reporting
1.

The report shall identify the subject matter or the assertion being
reported on and state the character of the engagement.

2.

The report shall state the practitioner’s conclusion about the subject
matter or the assertion in relation to the criteria against which the
subject matter was evaluated.

3.

The report shall state all of the practitioner’s significant reservations
about the engagement, the subject matter, and, if applicable, the asser
tion related thereto.
The report shall state that the use of the report is restricted to specified
parties under the following circumstances:

4.

•

When the criteria used to evaluate the subject matter are determined
by the practitioner to be appropriate only for a limited number of
parties who either participated in their establishment or can be
presumed to have an adequate understanding of the criteria

•

When the criteria used to evaluate the subject matter are available
only to specified parties

•

When reporting on subject matter and a written assertion has not
been provided by the responsible party

•

When the report is on an attest engagement to apply agreed-upon
procedures to the subject matter.

[As amended, effective for attest reports issued on or after June 30, 1999, by
Statement on Standards for Attestation Engagements No. 9. As amended, effective
when the subject matter or assertion is as of or for a period ending on or after June
1, 2001, by Statement on Standards for Attestation Engagements No. 10.]
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STATEMENTS ON STANDARDS FOR
ATTESTATION ENGAGEMENTS

Statements on Standards for Attestation Engagements (SSAEs) are
issued by senior technical bodies of the AICPA designated to issue
pronouncements on attestation matters. Rule 202, Compliance With
Standards, of the AICPA Code of Professional Conduct requires an
AICPA member who performs an attest engagement (the practitioner) to
comply with such pronouncements. The practitioner should have
sufficient knowledge of the SSAEs to identify those that are applicable to
his or her attest engagement and should be prepared to justify departures
from the SSAEs.

Attestation Interpretations are recommendations on the application
of SSAEs in specific circumstances, including engagements for entities in
specialized industries, issued under the authority of AICPA senior
technical bodies. If the practitioner does not apply the attestation
guidance included in an applicable attestation interpretation the
practitioner should be prepared to explain how he or she complied with
the SSAE provisions addressed by such attestation guidance.
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AT Section 101

Attest Engagements
Source: SSAE No. 10; SSAE No. 11; SSAE No. 12; PCAOB Release No. 2005-002.

See section 9101 for interpretations of this section.
Effective when the subject matter or assertion is as of or for a period ending on or
after June 1, 2001, unless otherwise indicated.

Applicability
.01 This section applies to engagements, except for those services dis
cussed in paragraph .04, in which a certified public accountant in the practice
of public accounting1 (hereinafter referred to as a practitioner) is engaged to
issue or does issue an examination, a review, or an agreed-upon procedures
report on subject matter, or an assertion about the subject matter (hereafter
referred to as the assertion), that is the responsibility of another party.1
2
.02 This section establishes a framework for attest3 engagements per
formed by practitioners and for the ongoing development of related standards.
For certain subject matter, specific attestation standards have been developed
to provide additional requirements for engagement performance and reporting.
.03 When a practitioner undertakes an attest engagement for the benefit
of a government body or agency and agrees to follow specified government
standards, guides, procedures, statutes, rules, and regulations, the practi
tioner is obliged to follow those governmental requirements as well as the
applicable attestation standards.
.04 Professional services provided by practitioners that are not covered by
this SSAE include the following:

a.

Services performed in accordance with Statements on Auditing
Standards (SASs)

b.

Services performed in accordance with Statements on Standards for
Accounting and Review Services (SSARSs)

c.

Services performed in accordance with the Statement on Standards
for Consulting Services (SSCS), such as engagements in which the
practitioner’s role is solely to assist the client (for example, acting as
the company accountant in preparing information other than financial

1 For a definition of the term practice ofpublic accounting, see Definitions [ET section 92.25].

2 See section 301, Financial Forecasts and Projections, paragraph .02, for additional guidance on
applicability when engaged to provide an attest service on a financial forecast or projection.
3 The term attest and its variants, such as attesting and attestation, are used in a number of state
accountancy laws, and in regulations issued by state boards of accountancy under such laws, for
different purposes and with different meanings from those intended by this section. Consequently,
the definition of attest engagements set out in paragraph .01, and the attendant meaning of attest and
attestation as used throughout the section, should not be understood as defining these terms and
similar terms, as they are used in any law or regulation, nor as embodying a common understanding
of the terms which may also be reflected in such laws or regulations.
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statements), or engagements in which a practitioner is engaged to
testify as an expert witness in accounting, auditing, taxation, or
other matters, given certain stipulated facts

d.

Engagements in which the practitioner is engaged to advocate a
client’s position—for example, tax matters being reviewed by the
Internal Revenue Service

e.

Tax engagements in which a practitioner is engaged to prepare tax
returns or provide tax advice

f.

Engagements in which the practitioner is engaged to report on the
elimination of a material weakness. Such engagements must be
conducted pursuant to PCAOB Auditing Standard No. 4, Reporting
on the Elimination of a Material Weakness.

[As amended, effective upon SEC approval, by PCAOB Release No. 2005-002.]
.05 An attest engagement may be part of a larger engagement, for exam
ple, a feasibility study or business acquisition study may also include an
examination of prospective financial information. In such circumstances, these
standards apply only to the attest portion of the engagement.
.06 Any professional service resulting in the expression of assurance
must be performed under AICPA professional standards that provide for the
expression of such assurance. Reports issued by a practitioner in connection
with other professional standards should be written to be clearly distinguish
able from and not to be confused with attest reports. For example, a practi
tioner performing an engagement which is intended solely to assist an
organization in improving its controls over the privacy of client data should not
issue a report as a result of that engagement expressing assurance as to the
effectiveness of such controls. Additionally, a report that merely excludes the
words, “ ...was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants...” but is otherwise
similar to an examination, a review or an agreed-upon procedures attest report
may be inferred to be an attest report.

Definitions and Underlying Concepts

Subject Matter
.07 The subject matter of an attest engagement may take many forms,
including the following:
a.

Historical or prospective performance or condition (for example,
historical or prospective financial information, performance meas
urements, and backlog data)

b.

Physical characteristics (for example, narrative descriptions, square
footage of facilities)

c.

Historical events (for example, the price of a market basket of goods
on a certain date)

d.

Analyses (for example, break-even analyses)

e.

Systems and processes (for example, internal control)

f.

Behavior (for example, corporate governance, compliance with laws
and regulations, and human resource practices)

The subject matter may be as of a point in time or for a period of time.

AT §101.05
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Assertion
.08 An assertion is any declaration or set of declarations about whether
the subject matter is based on or in conformity with the criteria selected.
.09 A practitioner may report on a written assertion or may report di
rectly on the subject matter. In either case, the practitioner should ordinarily
obtain a written assertion in an examination or a review engagement. A written
assertion may be presented to a practitioner in a number of ways, such as in a
narrative description, within a schedule, or as part of a representation letter
appropriately identifying what is being presented and the point in time or
period of time covered.
.10 When a written assertion has not been obtained, a practitioner may
still report on the subject matter; however, the form of the report will vary
depending on the circumstances and its use should be restricted.4 In this
section, see paragraphs .58 and .60 on gathering sufficient evidence and para
graphs .73 to .75 and .78 to .80 for reporting guidance.

Responsible Party
.11 The responsible party is defined as the person or persons, either as
individuals or representatives of the entity, responsible for the subject matter.
If the nature of the subject matter is such that no such party exists, a party
who has a reasonable basis for making a written assertion about the subject
matter may provide such an assertion (hereinafter referred to as the responsi

ble party).
.12 The practitioner may be engaged to gather information to enable the
responsible party to evaluate the subject matter in connection with providing
a written assertion. Regardless of the procedures performed by the practi
tioner, the responsible party must accept responsibility for its assertion and
the subject matter and must not base its assertion solely on the practitioner’s
procedures.5
.13 Because the practitioner’s role in an attest engagement is that of an

attester, the practitioner should not take on the role of the responsible party in
an attest engagement. Therefore, the need to clearly identify a responsible
party is a prerequisite for an attest engagement. A practitioner may accept an
engagement to perform an examination, a review or an agreed-upon proce
dures engagement on subject matter or an assertion related thereto provided
that one of the following conditions is met.

a.

The party wishing to engage the practitioner is responsible for the
subject matter, or has a reasonable basis for providing a written
assertion about the subject matter if the nature of the subject matter
is such that a responsible party does not otherwise exist.

b.

The party wishing to engage the practitioner is not responsible for
the subject matter but is able to provide the practitioner, or have a
third party who is responsible for the subject matter provide the

4 When the practitioner is unable to perform the inquiry and analytical or other procedures that
he or she considers necessary to achieve the limited assurance contemplated by a review, or when the
client is the responsible party and does not provide the practitioner with a written assertion, the
review will be incomplete. A review that is incomplete is not an adequate basis for issuing a review
report and, accordingly, the practitioner should withdraw from the engagement.

5 See paragraph .112 regarding the practitioner’s assistance in developing subject matter or
criteria.
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practitioner, with evidence of the third party’s responsibility for the
subject matter.

.14 The practitioner should obtain written acknowledgment or other
evidence of the responsible party’s responsibility for the subject matter, or the
written assertion, as it relates to the objective of the engagement. The respon
sible party can acknowledge that responsibility in a number of ways, for
example, in an engagement letter, a representation letter, or the presentation
of the subject matter, including the notes thereto, or the written assertion. If
the practitioner is not able to directly obtain written acknowledgment, the
practitioner should obtain other evidence of the responsible party’s responsi
bility for the subject matter (for example, by reference to legislation, a regula
tion, or a contract).

Applicability to Agreed-Upon Procedures Engagements
.15 An agreed-upon procedures attest engagement is one in which a
practitioner is engaged to issue a report of findings based on specific proce
dures performed on subject matter. The general, fieldwork, and reporting
standards for attest engagements set forth in this section are applicable to
agreed-upon procedures engagements. Because the application of these stand
ards to agreed-upon procedures engagements is discussed in section 201,
Agreed-Upon Procedures Engagements, such engagements are not discussed
further in this section.

The Relationship of Attestation Standards to Quality
Control Standards
.16 The practitioner is responsible for compliance with the American
Institute of Certified Public Accountants’ (AICPA’s) Statements on Standards
for Attestation Engagements (SSAEs) in an attest engagement. Rule 202,
Compliance With Standards, of the Code of Professional Conduct, requires
members to comply with such standards when conducting professional serv
ices.
.17 A firm of practitioners has a responsibility to adopt a system of quality
control in the conduct of a firm’s attest practice.6 Thus, a firm should establish
quality control policies and procedures to provide it with reasonable assurance
that its personnel comply with the attestation standards in its attest engage
ments. The nature and extent of a firm’s quality control policies and procedures
depend on factors such as its size, the degree of operating autonomy allowed
its personnel and its practice offices, the nature of its practice, its organization,
and appropriate cost-benefit considerations. [As amended, effective September
2002, by Statement on Standards for Attestation Engagements No. 12.]
.18 Attestation standards relate to the conduct of individual attest en
gagements; quality control standards relate to the conduct of a firm’s attest
practice as a whole. Thus, attestation standards and quality control standards
are related and the quality control policies and procedures that a firm adopts
6 The elements of quality control are identified in Statement on Quality Control Standards
(SQCS) No. 2, System of Quality Control for a CPA Firm’s Accounting and Auditing Practice [QC
section 20]. A system of quality control is broadly defined as a process to provide the firm with
reasonable assurance that its personnel comply with applicable professional standards and the firm’s
standards of quality. [As amended, effective September 2002, by Statement on Standards for Attesta
tion Engagements No. 12.]
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may affect both the conduct of individual attest engagements and the conduct
of a firm’s attest practice as a whole. However, deficiencies in or instances of
noncompliance with a firm’s quality control policies and procedures do not, in
and of themselves, indicate that a particular engagement was not performed
in accordance with attestation standards. [As amended, effective September
2002, by Statement on Standards for Attestation Engagements No. 12.]

General Standards
Training and Proficiency
.19 The first general standard is—The engagement shall he performed by
a practitioner having adequate technical training and proficiency in the attest
function.
.20 Performing attest services is different from preparing and presenting
subject matter or an assertion. The latter involves collecting, classifying,
summarizing, and communicating information; this usually entails reducing a
mass of detailed data to a manageable and understandable form. On the other
hand, performing attest services involves gathering evidence to support the
subject matter or the assertion and objectively assessing the measurements
and communications of the responsible party. Thus, attest services are analyti
cal, critical, investigative, and are concerned with the basis and support for the
subject matter or the assertion.

Adequate Knowledge of Subject Matter
.21 The second general standard is—The engagement shall be performed
by a practitioner having adequate knowledge of the subject matter.
.22 A practitioner may obtain adequate knowledge of the subject matter
through formal or continuing education, including self-study, or through prac
tical experience. However, this standard does not necessarily require a practi
tioner to personally acquire all of the necessary knowledge in the subject
matter to be qualified to express a conclusion. This knowledge requirement
may be met, in part, through the use of one or more specialists on a particular
attest engagement if the practitioner has sufficient knowledge of the subject
matter (a) to communicate to the specialist the objectives of the work and (b)
to evaluate the specialist’s work to determine if the objectives were achieved.

Suitability and Availability of Criteria
.23 The third general standard is—The practitioner shall perform the
engagement only if he or she has reason to believe that the subject matter is
capable of evaluation against criteria that are suitable and available to users.
Suitability of Criteria

.24 Criteria are the standards or benchmarks used to measure and pre
sent the subject matter and against which the practitioner evaluates the
subject matter. Suitable criteria must have each of the following attributes:
*An example of suitable criteria are the Trust Services criteria (includes WebTrust and
SysTrust) developed by the AICPA’s Assurance Services Executive Committee. These criteria may be
used when the subject matter of the engagement is the security, availability, processing integrity,
online privacy, or confidentiality of a system. The Trust Services criteria are presented in sections
17,100 and 17,200 of the AICPA’s Technical Practice Aids. [Footnote added by the Assurance Services
Executive Committee, January 2003.]
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•

Objectivity—Criteria should be free from bias.

•

Measurability—Criteria should permit reasonably consistent meas
urements, qualitative or quantitative, of subject matter.

•

Completeness—Criteria should be sufficiently complete so that those
relevant factors that would alter a conclusion about subject matter are
not omitted.

•

Relevance—Criteria should be relevant to the subject matter.

.25 Criteria that are established or developed by groups composed of
experts that follow due process procedures, including exposure of the proposed
criteria for public comment, ordinarily should be considered suitable. Criteria
promulgated by a body designated by the AICPA Governing Council under the
AICPA Code of Professional Conduct are, by definition, considered to be
suitable.

.26 Criteria may be established or developed by the client, the responsible
party, industry associations, or other groups that do not follow due process
procedures or do not as clearly represent the public interest. To determine
whether these criteria are suitable, the practitioner should evaluate them
based on the attributes described in paragraph .24.
.27 Regardless of who establishes or develops the criteria, the responsible
party or the client is responsible for selecting the criteria and the client is
responsible for determining that such criteria are appropriate for its purposes.
.28 The use of suitable criteria does not presume that all persons or
groups would be expected to select the same criteria in evaluating the same
subject matter. There may be more than one set of suitable criteria for a given
subject matter. For example, in an engagement to express assurance about
customer satisfaction, a responsible party may select as a criterion for cus
tomer satisfaction that all customer complaints are resolved to the satisfaction
of the customer. In other cases, another responsible party may select a differ
ent criterion, such as the number of repeat purchases in the three months
following the initial purchase.
.29 In evaluating the measurability attribute as described in paragraph
.24, the practitioner should consider whether the criteria are sufficiently
precise to permit people having competence in and using the same measure
ment criterion to be able to ordinarily obtain materially similar measurements.
Consequently, practitioners should not perform an engagement when the
criteria are so subjective or vague that reasonably consistent measurements,
qualitative or quantitative, of subject matter cannot ordinarily be obtained.
However, practitioners will not always reach the same conclusion because such
evaluations often require the exercise of considerable professional judgment.

.30 For the purpose of assessing whether the use of particular criteria can
be expected to yield reasonably consistent measurement and evaluation, con
sideration should be given to the nature of the subject matter. For example,
soft information, such as forecasts or projections, would be expected to have a
wider range of reasonable estimates than hard data, such as the calculated
investment performance of a defined portfolio of managed investment prod
ucts.
.31 Some criteria may be appropriate for only a limited number of parties
who either participated in their establishment or can be presumed to have an
adequate understanding of the criteria. For instance, criteria set forth in a lease
agreement for override payments may be appropriate only for reporting to the
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parties to the agreement because of the likelihood that such criteria would be
misunderstood or misinterpreted by parties other than those who have specifi
cally agreed to the criteria. Such criteria can be agreed upon directly by the
parties or through a designated representative. If a practitioner determines
that such criteria are appropriate only for a limited number of parties, the use
of the report should be restricted to those specified parties who either partici
pated in their establishment or can be presumed to have an adequate under
standing of the criteria.

.32 The third general standard in paragraph .23 applies equally regard
less of the level of the attest service to be provided. Consequently, it is
inappropriate to perform a review engagement if the practitioner concludes
that an examination cannot be performed because competent persons using the
same criteria would not be able to obtain materially similar evaluations.
Availability of Criteria

.33 The criteria should be available to users in one or more of the follow
ing ways:

a.

Available publicly

b.

Available to all users through inclusion in a clear manner in the
presentation of the subject matter or in the assertion

c.

Available to all users through inclusion in a clear manner in the
practitioner’s report

d.

Well understood by most users, although not formally available (for
example, “The distance between points A and B is twenty feet;” the
criterion of distance measured in feet is considered to be well under
stood)

e.

Available only to specified parties; for example, terms of a contract
or criteria issued by an industry association that are available only
to those in the industry

.34 If criteria are only available to specified parties, the practitioner’s
report should be restricted to those parties who have access to the criteria as
described in paragraphs .78 and .80.

Independence
.35 The fourth general standard is—In all matters relating to the engage
ment, an independence in mental attitude shall be maintained by the practi
tioner.7
.36 The practitioner should maintain the intellectual honesty and impar
tiality necessary to reach an unbiased conclusion about the subject matter or
the assertion. This is a cornerstone of the attest function.
.37 In the final analysis, independence in mental attitude means objec
tive consideration of facts, unbiased judgments, and honest neutrality on the part
7 The practitioner performing an attest engagement should be independent pursuant to Rule
101, Independence, of the Code of Professional Conduct [ET section 101.01], Interpretation No. 11,
“Independence and the Performance of Professional Services Under the Statements on Standards for
Attestation Engagements and Statement on Auditing Standards No. 75, Engagements to Apply
Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement,” [ET
section 101.13], to rule 101 [ET section 101.01] provides guidance about its application to certain
attest engagements.
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of the practitioner in forming and expressing conclusions. It implies not the
attitude of an advocate or an adversary but an impartiality that recognizes an
obligation for fairness. Independence in mental attitude presumes an undevi
ating concern for an unbiased conclusion about the subject matter or an
assertion no matter what the subject matter or the assertion may be.
.38 The profession has established, through the AICPA’s Code of Profes
sional Conduct, precepts to guard against the presumption of loss of inde
pendence. Presumption is stressed because the possession of intrinsic
independence is a matter of personal quality rather than of rules that formu
late certain objective tests. Insofar as these precepts have been incorporated in
the profession’s code, they have the force of professional law for the inde
pendent practitioner.

Due Professional Care
.39 The fifth general standard is—Due professional care shall be exercised
in the planning and performance of the engagement.

.40 Due professional care imposes a responsibility on each practitioner
involved with the engagement to observe each of the attestation standards.
Exercise of due professional care requires critical review at every level of
supervision of the work done and the judgment exercised by those assisting in
the engagement, including the preparation of the report.
.41 Cooley on Torts, a legal treatise, describes the obligation for due care
as follows:
Every man who offers his services to another and is employed assumes the duty
to exercise in the employment such skill as he possesses with reasonable care
and diligence. In all these employments where peculiar skill is requisite, if one
offers his services, he is understood as holding himself out to the public as
possessing the degree of skill commonly possessed by others in the same
employment, and if his pretentions are unfounded, he commits a species of
fraud upon every man who employs him in reliance on his public profession.
But no man, whether skilled or unskilled, undertakes that the task he assumes
shall be performed successfully, and without fault or error; he undertakes for
good faith and integrity, but not for infallibility, and he is liable to his employer
for negligence, bad faith, or dishonesty, but not for losses consequent upon mere
errors of judgment.8

Standards of Fieldwork
Planning and Supervision
.42 The first standard of fieldwork is—The work shall be adequately
planned and assistants, if any, shall be properly supervised.
.43 Proper planning and supervision contribute to the effectiveness of
attest procedures. Proper planning directly influences the selection of appro
priate procedures and the timeliness of their application, and proper supervi
sion helps ensure that planned procedures are appropriately applied.

.44 Planning an attest engagement involves developing an overall strat
egy for the expected conduct and scope of the engagement. To develop such a
8 D. Haggard, Cooley on Torts, 472 (4th ed., 1932).
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strategy, practitioners need to have sufficient knowledge to enable them to
understand adequately the events, transactions, and practices that, in their
judgment, have a significant effect on the subject matter or the assertion.

.45 Factors to be considered by the practitioner in planning an attest
engagement include the following:

a.

The criteria to be used

b.

Preliminary judgments about attestation risk9 and materiality for
attest purposes

c.

The nature of the subject matter or the items within the assertion
that are likely to require revision or adjustment

d.

Conditions that may require extension or modification of attest
procedures

e.

The nature of the report expected to be issued

.46 The practitioner should establish an understanding with the client re
garding the services to be performed for each engagement.10 Such an under
standing reduces the risk that either the practitioner or the client may
misinterpret the needs or expectations of the other party. For example, it
reduces the risk that the client may inappropriately rely on the practitioner to
protect the entity against certain risks or to perform certain functions that are
the client’s responsibility. The understanding should include the objectives of
the engagement, management’s responsibilities, the practitioner’s responsi
bilities, and limitations of the engagement. The practitioner should document
the understanding in the working papers, preferably through a written com
munication with the client. If the practitioner believes an understanding with
the client has not been established, he or she should decline to accept or
perform the engagement.
.47 The nature, extent, and timing of planning will vary with the nature
and complexity of the subject matter or the assertion and the practitioner’s
prior experience with management. As part of the planning process, the
practitioner should consider the nature, extent, and timing of the work to be
performed to accomplish the objectives of the attest engagement. Nevertheless,
as the attest engagement progresses, changed conditions may make it neces
sary to modify planned procedures.

.48 Supervision involves directing the efforts of assistants who partici
pate in accomplishing the objectives of the attest engagement and determining
whether those objectives were accomplished. Elements of supervision include
instructing assistants, staying informed of significant problems encountered,
reviewing the work performed, and dealing with differences of opinion among
personnel. The extent of supervision appropriate in a given instance depends
on many factors, including the nature and complexity of the subject matter and
the qualifications of the persons performing the work.
.49 Assistants should be informed of their responsibilities, including the
objectives of the procedures that they are to perform and matters that may
affect the nature, extent, and timing of such procedures. The practitioner with
9 Attestation risk is the risk that the practitioner may unknowingly fail to appropriately modify
his or her attest report on the subject matter or an assertion that is materially misstated. It consists
of (a) the risk (consisting of inherent risk and control risk) that the subject matter or assertion
contains deviations or misstatements that could be material and (b) the risk that the practitioner will
not detect such deviations or misstatements (detection risk).
10 See SQCS No. 2, paragraph 16 [QC section 20.16].
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final responsibility for the engagement should direct assistants to bring to his
or her attention significant questions raised during the attest engagement so
that their significance may be assessed.
.50 The work performed by each assistant should be reviewed to deter
mine whether it was adequately performed and to evaluate whether the results
are consistent with the conclusion to be presented in the practitioner’s report.

Obtaining Sufficient Evidence
.51 The second standard of fieldwork is—Sufficient evidence shall be
obtained to provide a reasonable basis for the conclusion that is expressed in the
report.

.52 Selecting and applying procedures that will accumulate evidence that
is sufficient in the circumstances to provide a reasonable basis for the level of
assurance to be expressed in the attest report requires the careful exercise of
professional judgment. A broad array of available procedures may be applied
in an attest engagement. In establishing a proper combination of procedures to
appropriately restrict attestation risk, the practitioner should consider the
following presumptions, bearing in mind that they are not mutually exclusive
and may be subject to important exceptions.

a.

Evidence obtained from independent sources outside an entity pro
vides greater assurance about the subject matter or the assertion
than evidence secured solely from within the entity.

b.

Information obtained from the independent attester’s direct personal
knowledge (such as through physical examination, observation, com
putation, operating tests, or inspection) is more persuasive than
information obtained indirectly.

c.

The more effective the controls over the subject matter, the more
assurance they provide about the subject matter or the assertion.

.53 Thus, in the hierarchy of available attest procedures, those that
involve search and verification (for example, inspection, confirmation, or obser
vation), particularly when using independent sources outside the entity, are
generally more effective in restricting attestation risk than those involving
internal inquiries and comparisons of internal information (for example, ana
lytical procedures and discussions with individuals responsible for the subject
matter or the assertion). On the other hand, the latter are generally less costly
to apply.
.54 In an attest engagement designed to provide a high level of assurance
(referred to as an examination), the practitioner’s objective is to accumulate
sufficient evidence to restrict attestation risk to a level that is, in the practi
tioner’s professional judgment, appropriately low for the high level of assur
ance that may be imparted by his or her report. In such an engagement, a
practitioner should select from all available procedures—that is, procedures
that assess inherent and control risk and restrict detection risk—any combina
tion that can restrict attestation risk to such an appropriately low level.
.55 In an attest engagement designed to provide a moderate level of
assurance (referred to as a review), the objective is to accumulate sufficient
evidence to restrict attestation risk to a moderate level. To accomplish this, the
types of procedures performed generally are limited to inquiries and analytical
procedures (rather than also including search and verification procedures).

.56 Nevertheless, there will be circumstances in which inquiry and ana
lytical procedures (a) cannot be performed, (b) are deemed less efficient than
other procedures, or (c) yield evidence indicating that the subject matter or the

AT §101.50

Attest Engagements

1183

assertion may be incomplete or inaccurate. In the first circumstance, the
practitioner should perform other procedures that he or she believes can
provide him or her with a level of assurance equivalent to that which inquiries
and analytical procedures would have provided. In the second circumstance,
the practitioner may perform other procedures that he or she believes would
be more efficient to provide him or her with a level of assurance equivalent to
that which inquiries and analytical procedures would provide. In the third
circumstance, the practitioner should perform additional procedures.
.57 The extent to which attestation procedures will be performed should
be based on the level of assurance to be provided and the practitioner’s
consideration of (a) the nature and materiality of the information to be tested
to the subject matter or the assertion taken as a whole, (b) the likelihood of
misstatements, (c) knowledge obtained during current and previous engage
ments, (d) the responsible party’s competence in the subject matter, (e) the
extent to which the information is affected by the asserter’s judgment, and (f)
inadequacies in the responsible party’s underlying data.
.58 As part of the attestation procedures, the practitioner considers the
written assertion ordinarily provided by the responsible party. If a written
assertion cannot be obtained from the responsible party, the practitioner
should consider the effects on his or her ability to obtain sufficient evidence to
form a conclusion about the subject matter. When the practitioner’s client is
the responsible party, a failure to obtain a written assertion should result in
the practitioner concluding that a scope limitation exists.11 When the practi
tioner’s client is not, the responsible party and a written assertion is not
provided, the practitioner may be able to conclude that he or she has sufficient
evidence to form a conclusion about the subject matter.

Representation Letter
.59 During an attest engagement, the responsible party makes many
representations to the practitioner, both oral and written, in response to
specific inquiries or through the presentation of subject matter or an assertion.
Such representations from the responsible party are part of the evidential
matter the practitioner obtains.
.60 Written representations from the responsible party ordinarily con
firm representations explicitly or implicitly given to the practitioner, indicate
and document the continuing appropriateness of such representations, and
reduce the possibility of misunderstanding concerning the matters that are the
subject of the representations. Accordingly, in an examination or a review
engagement, a practitioner should consider obtaining a representation letter
from the responsible party. Examples of matters that might appear in such a
representation letter include the following:12
11 When the client is the responsible party, it is presumed that the client will be capable of
providing the practitioner with a written assertion regarding the subject matter. Failure to provide
the written assertion in this circumstance is a client-imposed limitation on the practitioner’s evi
dence-gathering efforts. In an examination, the practitioner should modify the report for the scope
limitation. In a review engagement, such a scope limitation results in an incomplete review and the
practitioner should withdraw from the engagement.
12 Specific written representations will depend on the circumstances of the engagement (for
example, whether the client is the responsible party) and the nature of the subject matter and the
criteria. For example, when the client is not the responsible party but has selected the criteria, the
practitioner might obtain the representation regarding responsibility for selection of the criteria from
the client rather than the responsible party (see paragraph .61).
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a.

A statement acknowledging responsibility for the subject matter and,
when applicable, the assertion

b.

A statement acknowledging responsibility for selecting the criteria,
where applicable

c.

A statement acknowledging responsibility for determining that such
criteria are appropriate for its purposes, where the responsible party
is the client

d.

The assertion about the subject matter based on the criteria selected

e.

A statement that all known matters contradicting the assertion and
any communication from regulatory agencies affecting the subject
matter or the assertion have been disclosed to the practitioner

f.

Availability of all records relevant to the subject matter

g.

A statement that any known events subsequent to the period (or
point in time) of the subject matter being reported on that would have
a material effect on the subject matter (or, if applicable, the asser
tion) have been disclosed to the practitioner

h.

Other matters as the practitioner deems appropriate

.61 When the client is not the responsible party, the practitioner should
consider obtaining a letter of written representations from the client as part of
the attest engagement. Examples of matters that might appear in such a
representation letter include the following:

a.

A statement that any known events subsequent to the period (or
point in time) of the subject matter being reported on that would have
a material effect on the subject matter (or, if applicable, the asser
tion) have been disclosed to the practitioner

b.

A statement acknowledging the client’s responsibility for selecting
the criteria, where applicable

c.

A statement acknowledging the client’s responsibility for determin
ing that such criteria are appropriate for its purposes

d.

Other matters as the practitioner deems appropriate

.62 If the responsible party or the client refuses to furnish all written
representations that the practitioner deems necessary, the practitioner should
consider the effects of such a refusal on his or her ability to issue a conclusion
about the subject matter. If the practitioner believes that the representation
letter is necessary to obtain sufficient evidence to issue a report, the responsi
ble party’s or the client’s refusal to furnish such evidence in the form of written
representations constitutes a limitation on the scope of an examination suffi
cient to preclude an unqualified opinion and is ordinarily sufficient to cause the

practitioner to disclaim an opinion or withdraw from an examination engage
ment. However, based on the nature of the representations not obtained or the
circumstances of the refusal, the practitioner may conclude, in an examination
engagement, that a qualified opinion is appropriate. Further, the practitioner
should consider the effects of the refusal on his or her ability to rely on other
representations. When a scope limitation exists in a review engagement, the
practitioner should withdraw from the engagement. (See paragraph .75.)

Standards of Reporting
.63 The first standard of reporting is—The report shall identify the subject
matter or the assertion being reported on and state the character of the engagement.

AT §101.61

Attest Engagements

1185

.64 The practitioner who accepts an attest engagement should issue a
report on the subject matter or the assertion or withdraw from the attest
engagement. If the practitioner is reporting on the assertion, the assertion
should be bound with or accompany the practitioner’s report or the assertion
should be clearly stated in the practitioner’s report.13
.65 The statement of the character of an attest engagement includes the
following two elements: (a) a description of the nature and scope of the work
performed and (b) a reference to the professional standards governing the
engagement. The terms examination and review should be used to describe
engagements to provide, respectively, a high level and a moderate level of
assurance. The reference to professional standards should be accomplished by
referring to “attestation standards established by the American Institute of
Certified Public Accountants.”
.66 The second standard of reporting is—The report shall state the prac
titioner’s conclusion about the subject matter or the assertion in relation to the
criteria against which the subject matter was evaluated. However, if conditions
exist that, individually or in combination, result in one or more material
misstatements or deviations from the criteria, the practitioner should modify
the report and, to most effectively communicate with the reader of the report,
should ordinarily express his or her conclusion directly on the subject mat
ter,14 not on the assertion.
.67 The practitioner should consider the concept of materiality in apply
ing this standard. In expressing a conclusion, the practitioner should consider
an omission or a misstatement to be material if the omission or misstate
ment—individually or when aggregated with others—is such that a reasonable
person would be influenced by the omission or misstatement. The practitioner
should consider both qualitative and quantitative aspects of omissions and
misstatements.

.68 The term general use applies to attest reports that are not restricted
to specified parties. General-use attest reports should be limited to two levels
of assurance: one based on a restriction of attestation risk to an appropriately
low level (an examination) and the other based on a restriction of attestation
risk to a moderate level (a review). In an engagement to achieve a high level of
assurance (an examination), the practitioner’s conclusion should be expressed
in the form of an opinion. When attestation risk has been restricted only to a
moderate level (a review), the conclusion should be expressed in the form of
negative assurance.

.69 A practitioner may report on subject matter or an assertion at multi
ple dates or covering multiple periods during which criteria have changed (for
example, a report on comparative information). In those circumstances, the
practitioner should determine whether the criteria are clearly stated or de
scribed for each of the dates or periods, and whether the changes have been
adequately disclosed.
13 The use of a “hot link” within the practitioner’s report to management’s assertion, such as
might be used in a WebTrustSM report, would meet this requirement.
14 Specific standards may require that the practitioner express his or her conclusion directly on
the subject matter. For example, if management states in its assertion that a material weakness
exists in the entity’s internal control over financial reporting, the practitioner should state his or her
opinion directly on the effectiveness of internal control, not on management’s assertion related
thereto.

AT §101.69

1186

Statements on Standards for Attestation Engagements

.70 If the criteria used for the subject matter for the current date or period
differ from those criteria used for the subject matter for a preceding date or
period and the subject matter for the prior date or period is not presented, the
practitioner should consider whether the changes in criteria are likely to be
significant to users of the report. If so, the practitioner should determine
whether the criteria are clearly stated or described and the fact that the
criteria have changed is disclosed. (See paragraphs .76 and .77.)
.71 The third standard of reporting is—The report shall state all of the
practitioner’s significant reservations about the engagement, the subject matter,
and, if applicable, the assertion related thereto.

.72 Reservations about the engagement refers to any unresolved problem
that the practitioner had in complying with these attestation standards, inter
pretive standards, or the specific procedures agreed to by the specified parties.
The practitioner should not express an unqualified conclusion unless the
engagement has been conducted in accordance with the attestation standards.
Such standards will not have been complied with if the practitioner has been
unable to apply all the procedures that he or she considers necessary in the
circumstances.
.73 Restrictions on the scope of an engagement, whether imposed by the
client or by such other circumstances as the timing of the work or the inability
to obtain sufficient evidence, may require the practitioner to qualify the
assurance provided, to disclaim any assurance, or to withdraw from the en
gagement. For example, if the practitioner’s client is the responsible party, a
failure to obtain a written assertion should result in the practitioner conclud
ing that a scope limitation exists. (See paragraph .58.)
.74 The practitioner’s decision to provide a qualified opinion, to disclaim
an opinion, or to withdraw because of a scope limitation in an examination
engagement depends on an assessment of the effect of the omitted procedure(s)
on his or her ability to express assurance. This assessment will be affected by
the nature and magnitude of the potential effects of the matters in question,
and by their significance to the subject matter or the assertion. If the potential
effects are pervasive to the subject matter or the assertion, a disclaimer or
withdrawal is more likely to be appropriate. When restrictions that signifi
cantly limit the scope of the engagement are imposed by the client or the
responsible party, the practitioner generally should disclaim an opinion or
withdraw from the engagement. The reasons for a qualification or disclaimer
should be described in the practitioner’s report.
.75 In a review engagement, when the practitioner is unable to perform
the inquiry and analytical or other procedures he or she considers necessary to
achieve the limited assurance contemplated by a review, or when the client is
the responsible party and does not provide the practitioner with a written
assertion, the review will be incomplete. A review that is incomplete is not an
adequate basis for issuing a review report and, accordingly, the practitioner
should withdraw from the engagement.
.76 Reservations about the subject matter or the assertion refers to any
unresolved reservation about the assertion or about the conformity of the
subject matter with the criteria, including the adequacy of the disclosure of
material matters. They can result in either a qualified or an adverse opinion,
depending on the materiality of the departure from the criteria against which
the subject matter or the assertion was evaluated, or a modified conclusion in
a review engagement.
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.77 Reservations about the subject matter or the assertion may relate to
the measurement, form, arrangement, content, or underlying judgments and
assumptions applicable to the subject matter or the assertion and its appended
notes, including, for example, the terminology used, the amount of detail given,
the classification of items, and the bases of amounts set forth. The practitioner
considers whether a particular reservation should affect the report given the
circumstances and facts of which he or she is aware at the time.
.78 The fourth standard of reporting is—The report shall state that the use
of the report is restricted to specified parties under the following circumstances:

•

When the criteria used to evaluate the subject matter are determined by
the practitioner to be appropriate only for a limited number ofparties
who either participated in their establishment or can be presumed to
have an adequate understanding of the criteria

•

When the criteria used to evaluate the subject matter are available only
to specified parties

•

When reporting on subject matter and a written assertion has not been
provided by the responsible party

•

When the report is on an attest engagement to apply agreed-upon
procedures to the subject matter

.79 The need for restriction on the use of a report may result from a
number of circumstances, including the purpose of the report, the criteria used
in preparation of the subject matter, the extent to which the procedures
performed are known or understood, and the potential for the report to be
misunderstood when taken out of the context in which it was intended to be
used. A practitioner should consider informing his or her client that restricteduse reports are not intended for distribution to nonspecified parties, regardless
of whether they are included in a document containing a separate general-use
report.15,16 However, a practitioner is not responsible for controlling a client’s
distribution of restricted-use reports. Accordingly, a restricted-use report
should alert readers to the restriction on the use of the report by indicating that
the report is not intended to be and should not be used by anyone other than
the specified parties.
.80 An attest report that is restricted as to use should contain a separate
paragraph at the end of the report that includes the following elements:
a.

A statement indicating that the report is intended solely for the
information and use of the specified parties

b.

An identification of the specified parties to whom use is restricted

c.

A statement that the report is not intended to be and should not be
used by anyone other than the specified parties

15 In some cases, restricted-use reports filed with regulatory agencies are required by law or
regulation to be made available to the public as a matter of public record. Also, a regulatory agency
as part of its oversight responsibility for an entity may require access to restricted-use reports in
which they are not named as a specified party.

16 This section does not preclude the practitioner, in connection with establishing the terms of
the engagement, from reaching an understanding with the client that the intended use of the report
will be restricted, and from obtaining the client’s agreement that the client and the specified parties
will not distribute the report to parties other than those identified in the report.
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An example of such a paragraph is the following.
This report is intended solely for the information and use of [the specified
parties] and is not intended to be and should not be used by anyone other than
these specified parties.

.81 Other attestation standards may specify situations that require re
stricted reports such as the following:

a.

A review report on management’s discussion and analysis

b.

A report on prospective financial information when the report is
intended for use by the responsible party alone, or by the responsible
party and third parties with whom the responsible party is negotiat
ing directly, as described in section 301, Financial Forecasts and
Projections, paragraph .10.

Furthermore, nothing in this section precludes a practitioner from restricting
the use of any report.
.82 If a practitioner issues a single combined report covering both (a)
subject matter or presentations that require a restriction on use to specified
parties and (6) subject matter or presentations that ordinarily do not require
such a restriction, the use of such a single combined report should be restricted
to the specified parties.

.83 In some instances, a separate restricted-use report may be included
in a document that also contains a general-use report. The inclusion of a
separate restricted-use report in a document that contains a general-use report
does not affect the intended use of either report. The restricted-use report
remains restricted as to use, and the general-use report continues to be for
general use.

Examination Reports
.84 When expressing an opinion, the practitioner should clearly state
whether, in his or her opinion, (a) the subject matter is based on (or in
conformity with) the criteria in all material respects or (b) the assertion is
presented (or fairly stated), in all material respects, based on the criteria.
Reports expressing an opinion may be qualified or modified for some aspect of
the subject matter, the assertion or the engagement (see the third reporting
standard). However, as stated in paragraph .66, if conditions exist that, indi
vidually or in combination, result in one or more material misstatements or
deviations from the criteria, the practitioner should modify the report and, to
most effectively communicate with the reader of the report, should ordinarily
express his or her conclusion directly on the subject matter, not on the asser
tion. In addition, such reports may emphasize certain matters relating to the
attest engagement, the subject matter, or the assertion. The form of the
practitioner’s report will depend on whether the practitioner opines on the
subject matter or the assertion.

.85 The practitioner’s examination report on subject matter should in
clude the following:

A title that includes the word independent

a.

b.

An identification of the subject matter and the responsible party

c.

A statement that the subject matter is the responsibility of the
responsible party

d.

A statement that the practitioner’s responsibility is to express an
opinion on the subject matter based on his or her examination
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e.

A statement that the examination was conducted in accordance with
attestation standards established by the American Institute of Cer
tified Public Accountants, and, accordingly, included procedures that
the practitioner considered necessary in the circumstances

f.

A statement that the practitioner believes the examination provides
a reasonable basis for his or her opinion

g.

The practitioner’s opinion on whether the subject matter is based on
(or in conformity with) the criteria in all material respects

h.

A statement restricting the use of the report to specified parties
under the following circumstances (see paragraphs .78 to .83):
(1) When the criteria used to evaluate the subject matter are deter
mined by the practitioner to be appropriate only for a limited
number of parties who either participated in their establishment
or can be presumed to have an adequate understanding of the
criteria
(2) When the criteria used to evaluate the subject matter are avail
able only to the specified parties

(3) When a written assertion has not been provided by the respon
sible party (The practitioner should also include a statement to
that effect in the introductory paragraph of the report.)

i.

The manual or printed signature of the practitioner’s firm

j.

The date of the examination report

Appendix A [paragraph .114], “Examination Reports,” includes a standard
examination report on subject matter. (See Example 1.)
.86 The practitioner’s examination report on an assertion should include
the following:

a.

A title that includes the word independent

b.

An identification of the assertion and the responsible party (When
the assertion does not accompany the practitioner’s report, the first
paragraph of the report should also contain a statement of the
assertion.)

c.

A statement that the assertion is the responsibility of the responsible
party

d.

A statement that the practitioner’s responsibility is to express an
opinion on the assertion based on his or her examination

e.

A statement that the examination was conducted in accordance with
attestation standards established by the American Institute of Cer
tified Public Accountants, and, accordingly, included procedures that
the practitioner considered necessary in the circumstances

f.

A statement that the practitioner believes the examination provides
a reasonable basis for his or her opinion

g.

The practitioner’s opinion on whether the assertion is presented (or
fairly stated), in all material respects, based on the criteria (How
ever, see paragraph .66.)

h.

A statement restricting the use of the report to specified parties
under the following circumstances (see paragraphs .78 to .83):
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(1) When the criteria used to evaluate the subject matter are deter
mined by the practitioner to be appropriate only for a limited
number of parties who either participated in their establishment
or can be presumed to have an adequate understanding of the
criteria
(2) When the criteria used to evaluate the subject matter are avail
able only to the specified parties

i.

The manual or printed signature of the practitioner’s firm

j.

The date of the examination report

Appendix A [paragraph .114] includes a standard examination report on an
assertion. (See Example 2.)

.87 Nothing precludes the practitioner from examining an assertion but
opining directly on the subject matter. (See Appendix A [paragraph .114],
Example 3.)

Review Reports
.88 In a review report, the practitioner’s conclusion should state whether
any information came to the practitioner’s attention on the basis of the work
performed that indicates that (a) the subject matter is not based on (or in
conformity with) the criteria or (b) the assertion is not presented (or fairly
stated) in all material respects based on the criteria. (As discussed more fully
in the commentary to the third reporting standard, if the subject matter or the
assertion is not modified to correct for any such information that comes to the
practitioner’s attention, such information should be described in the practi
tioner’s report.)
.89 The practitioner’s review report on subject matter should include the
following:

a.

A title that includes the word independent

b.

An identification of the subject matter and the responsible party

c.

A statement that the subject matter is the responsibility of the
responsible party

d.

A statement that the review was conducted in accordance with
attestation standards established by the American Institute of Cer
tified Public Accountants

e.

A statement that a review is substantially less in scope than an
examination, the objective of which is an expression of opinion on the
subject matter, and accordingly, no such opinion is expressed

f.

A statement about whether the practitioner is aware of any material
modifications that should be made to the subject matter in order for
it to be based on (or in conformity with), in all material respects, the
criteria, other than those modifications, if any, indicated in his or her
report

g.

A statement restricting the use of the report to specified parties
under the following circumstances (see paragraphs .78 to .83):
(1) When the criteria used to evaluate the subject matter are deter
mined by the practitioner to be appropriate only for a limited
number of parties who either participated in their establishment
or can be presumed to have an adequate understanding of the
criteria
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(2) When the-criteria used to evaluate the subject matter are avail
able only to the specified parties
(3) When a written assertion has not been provided by the respon
sible party and the responsible party is not the client (The
practitioner should also include a statement to that effect in the
introductory paragraph of the report.)

h.

The manual or printed signature of the practitioner’s firm

i.

The date of the review report

Appendix B [paragraph .115] “Review Reports,” includes a standard review
report on subject matter. (See Example 1.) Appendix B [paragraph .115] also
includes a review report on subject matter that is the responsibility of a party
other than client; the report is restricted as to use because a written assertion
has not been provided by the responsible party. (See Example 2.)

.90 The practitioner’s review report on an assertion should include the
following:

a.

A title that includes the word independent

b.

An identification of the assertion and the responsible party (When
the assertion does not accompany the practitioner’s report, the first
paragraph of the report should also contain a statement of the
assertion.)

c.

A statement that the assertion is the responsibility of the responsible
party

d.

A statement that the review was conducted in accordance with
attestation standards established by the American Institute of Cer
tified Public Accountants

e.

A statement that a review is substantially less in scope than an
examination, the objective of which is an expression of opinion on the
assertion, and accordingly, no such opinion is expressed

f.

A statement about whether the practitioner is aware of any material
modifications that should be made to the assertion in order for it to
be presented (or fairly stated), in all material respects, based on (or
in conformity with) the criteria, other than those modifications, if
any, indicated in his or her report (However, see paragraph .66.)

g.

A statement restricting the use of the report to specified parties
under the following circumstances (see paragraphs .78 to .83):
(1) When the criteria used to evaluate the subject matter are deter
mined by the practitioner to be appropriate only for a limited
number of parties who either participated in their establishment
or can be presumed to have an adequate understanding of the
criteria
(2) When the criteria used to evaluate the subject matter are avail
able only to the specified parties

h.

The manual or printed signature of the practitioner’s firm

i.

The date of the review report

Appendix B [paragraph .115] includes a review report on an assertion that is
restricted as to use because the criteria are available only to the specified
parties. (See Example 3.)

AT §101.90

1192

Statements on Standards for Attestation Engagements

Other Information in a Client-Prepared Document
Containing the Practitioner's Attest Report17
.91 A client may publish various documents that contain information
(hereinafter referred to as other information) in addition to the practitioner’s
attest report on subject matter (or on an assertion related thereto). Paragraphs
.92 to .94 provide guidance to the practitioner when the other information is
contained in (a) annual reports to holders of securities or beneficial interests,
annual reports of organizations for charitable or philanthropic purposes dis
tributed to the public, and annual reports filed with regulatory authorities
under the Securities Exchange Act of 1934 or (b) other documents to which the
practitioner, at the client’s request, devotes attention. These paragraphs are
not applicable when an attest report appears in a registration statement filed
under the Securities Act of 1933. (See AU section 634, Letters for Underwriters
and Certain Other Requesting Parties, and AU section 711, Filings Under
Federal Securities Statutes.) Also, these paragraphs are not applicable to other
information on which the practitioner or another practitioner is engaged to
issue an opinion.
.92 The practitioner’s responsibility with respect to other information in
such a document does not extend beyond the information identified in his or
her report, and the practitioner has no obligation to perform any procedures to
corroborate any other information contained in the document. However, the
practitioner should read the other information not covered by the practitioner’s
report or by the report of the other practitioner and consider whether it, or the
manner of its presentation, is materially inconsistent with the information
appearing in the practitioner’s report. If the practitioner believes that the other
information is inconsistent with the information appearing in the practi
tioner’s report, he or she should consider whether the practitioner’s report
requires revision. If the practitioner concludes that the report does not require
revision, he or she should request the client to revise the other information. If
the other information is not revised to eliminate the material inconsistency,
the practitioner should consider other actions, such as revising his or her report
to include an explanatory paragraph describing the material inconsistency,
withholding the use of his or her report in the document, or withdrawing from
the engagement.
.93 If, while reading the other information for the reasons set forth in
paragraph .92, the practitioner becomes aware of information that he or she
believes is a material misstatement of fact that is not a material inconsistency
as described in paragraph .92, he or she should discuss the matter with the
client. In connection with this discussion, the practitioner should consider that
he or she may not have the expertise to assess the validity of the statement,
that there may be no standards by which to assess its presentation, and that
there may be valid differences of judgment or opinion. If the practitioner
concludes he or she has a valid basis for concern, the practitioner should
propose that the client consult with some other party whose advice may be
useful, such as the entity’s legal counsel.
17 Such guidance pertains only to other information in a client-prepared document. The
practitioner has no responsibility to read information contained in documents of nonclients. Further,
the practitioner is not required to read information contained in electronic sites, or to consider the
consistency of other information in electronic sites with the original documents since electronic sites
are a means of distributing information and are not “documents” as that term is used in this section.
Practitioners may be asked by their clients to render attest services with respect to information in
electronic sites, in which case, other attest standards may apply to those services.
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.94 If, after discussing the matter, the practitioner concludes that a
material misstatement of fact remains, the action taken will depend on his or
her judgment in the circumstances. The practitioner should consider steps
such as notifying the client’s management and audit committee in writing of
his or her views concerning the information and consulting his or her legal
counsel about further action appropriate in the circumstances.18

Consideration of Subsequent Events in an
Attest Engagement
.95 Events or transactions sometimes occur subsequent to the point in
time or period of time of the subject matter being tested but prior to the date
of the practitioner’s report that have a material effect on the subject matter
and therefore require adjustment or disclosure in the presentation of the
subject matter or assertion. These occurrences are referred to as subsequent
events. In performing an attest engagement, a practitioner should consider
information about subsequent events that comes to his or her attention. Two
types of subsequent events require consideration by the practitioner.
.96 The first type consists of events that provide additional information
with respect to conditions that existed at the point in time or during the period
of time of the subject matter being tested. This information should be used by
the practitioner in considering whether the subject matter is presented in
conformity with the criteria and may affect the presentation of the subject
matter, the assertion, or the practitioner’s report.

.97 The second type consists of those events that provide information with
respect to conditions that arose subsequent to the point in time or period of
time of the subject matter being tested that are of such a nature and signifi
cance that their disclosure is necessary to keep the subject matter from being
misleading. This type of information will not normally affect the practitioner’s
report if the information is appropriately disclosed.
.98 While the practitioner has no responsibility to detect subsequent
events, the practitioner should inquire of the responsible party (and his or her
client if the client is not the responsible party) as to whether they are aware of
any subsequent events, through the date of the practitioner’s report, that
would have a material effect on the subject matter or assertion.19 If the
practitioner has decided to obtain a representation letter, the letter ordinarily
would include a representation concerning subsequent events. (See para
graphs .60 and .61.)

.99 The practitioner has no responsibility to keep informed of events
subsequent to the date of his or her report; however, the practitioner may later
18 If the client does not have an audit committee, the practitioner should communicate with
individuals whose authority and responsibility are equivalent to those of an audit committee, such as
the board of directors, the board of trustees, an owner in a owner-managed entity, or those who

engaged the practitioner.
19 For certain subject matter, specific subsequent event standards have been developed to
provide additional requirements for engagement performance and reporting. Additionally, a practi
tioner engaged to examine the design or effectiveness of internal control over items not covered by
section 501, Reporting on an Entity’s Internal Control Over Financial Reporting^ or section 601,
Compliance Attestation, should consider the subsequent events guidance set forth in sections 501.65—
.68§ and 601.50-.52.
§ AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that may be necessary.
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become aware of conditions that existed at that date that might have affected
the practitioner’s report had he or she been aware of them. In such circum
stances, the practitioner may wish to consider the guidance in AU section 561,

Subsequent Discovery of Facts Existing at the Date of the Auditor’s Report.

Attest Documentation20
.100 The practitioner should prepare and maintain attest documentation,
the form and content of which should be designed to meet the circumstances of
the particular attest engagement.[21] Attest documentation is the principal
record of attest procedures applied, information obtained, and conclusions or
findings reached by the practitioner in the engagement. The quantity, type,
and content of attest documentation are matters of the practitioner’s profes
sional judgment. [As amended, effective for attest engagements when the
subject matter or assertion is as of or for a period ending on or after December
15, 2002, by Statement on Standards for Attestation Engagements No. 11.]
.101 Attest documentation serves mainly to:

a.

Provide the principal support for the practitioner’s report, including
the representation regarding observance of the standards of field
work, which is implicit in the reference in the report to attestation
standards.22

b.

Aid the practitioner in the conduct and supervision of the attest
engagement.

For examinations of prospective financial statements, attest documentation
ordinarily should indicate that the process by which the entity develops its
prospective financial statements was considered in determining the scope of
the examination. [Paragraph added, effective for attest engagements when the
subject matter or assertion is as of or for a period ending on or after December
15, 2002, by Statement on Standards for Attestation Engagements No. 11.]

.102 Examples of attest documentation are work programs, analyses,
memoranda, letters of confirmation and representation, abstracts or copies of
entity documents, and schedules or commentaries prepared or obtained by the
practitioner. Attest documentation may be in paper form, electronic form, or
other media. [Paragraph renumbered and amended, effective for attest en
gagements when the subject matter or assertion is as of or for a period ending
on or after December 15, 2002, by Statement on Standards for Attestation
Engagements No. 11.]
.103 Attest documentation should be sufficient to (a) enable members of
the engagement team with supervision and review responsibilities to under
stand the nature, timing, extent, and results of attest procedures performed,
20 Attest documentation also may be referred to as working papers. [Footnote added, effective for
attest engagements when the subject matter or assertion is as of or for a period ending on or after
December 15, 2002, by Statement on Standards for Attestation Engagements No. 11.]

[21] [Footnote renumbered and deleted by the issuance of Statement on Standards for Attestation
Engagements No. 11, January 2002.]
22 However, there is no intention to imply that the practitioner would be precluded from support
ing his or her report by other means in addition to attest documentation. [Footnote added, effective
for attest engagements when the subject matter or assertion is as of or for a period ending on or after
December 15, 2002, by Statement on Standards for Attestation Engagements No. 11.]
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and the information obtained2324
and (b) indicate the engagement team mem
ber(s) who performed and reviewed the work. [Paragraph added, effective for
attest engagements when the subject matter or assertion is as of or for a period
ending on or after December 15, 2002, by Statement on Standards for Attesta
tion Engagements No. 11.]

.104 Attest documentation is the property of the practitioner, and some
states recognize this right of ownership in their statutes. The practitioner
should adopt reasonable procedures to retain attest documentation for a period
of time sufficient to meet the needs of his or her practice and to satisfy any
applicable legal or regulatory requirements for records retention.24, [25] [Para
graph renumbered and amended, effective for attest engagements when the
subject matter or assertion is as of or for a period ending on or after December
15, 2002, by Statement on Standards for Attestation Engagements No. 11.]

.105 The practitioner has an ethical, and in some situations a legal,
obligation to maintain the confidentiality of client information or information
of the responsible party.26 Because attest documentation often contains confi
dential information, the practitioner should adopt reasonable procedures to
maintain the confidentiality of that information.† [Paragraph added, effective
for attest engagements when the subject matter or assertion is as of or for a
period ending on or after December 15, 2002, by Statement on Standards for
Attestation Engagements No. 11.]
.106 The practitioner also should adopt reasonable procedures to prevent
unauthorized access to attest documentation. [Paragraph added, effective for
attest engagements when the subject matter or assertion is as of or for a period
ending on or after December 15, 2002, by Statement on Standards for Attesta
tion Engagements No. 11.]

.107 Certain attest documentation may sometimes serve as a useful
reference source for the client, but it should not be regarded as a part of, or a
substitute for, the client’s records. [Paragraph renumbered and amended, effec
tive for attest engagements when the subject matter or assertion is as of or for
a period ending on or after December 15, 2002, by Statement on Standards for
Attestation Engagements No. 11.]
23 A firm of practitioners has a responsibility to adopt a system of quality control policies and
procedures to provide the firm with reasonable assurance that its personnel comply with applicable
professional standards, including attestation standards, and the firm’s standards of quality in
conducting individual attest engagements. Review of attest documentation and discussions with
engagement team members are among the procedures a firm performs when monitoring compliance
with the quality control policies and procedures that it has established. (Also, see paragraphs .17 and
.18.) [Footnote added, effective for attest engagements when the subject matter or assertion is as of
or for a period ending on or after December 15, 2002, by Statement on Standards for Attestation
Engagements No. 11.]
24 The procedures should enable the practitioner to access electronic attest documentation
throughout the retention period. [Footnote added, effective for attest engagements when the subject
matter or assertion is as of or for a period ending on or after December 15, 2002, by Statement on
Standards for Attestation Engagements No. 11.]
[25] [Footnote renumbered and deleted by the issuance of Statement on Standards for Attestation
Engagements No. 11, January 2002.]

26 Also, see Rule 301, Confidential Client Information, of the AICPA’s Code of Professional
Conduct. [Footnote added, effective for attest engagements when the subject matter or assertion is as
of or for a period ending on or after December 15, 2002, by Statement on Standards for Attestation
Engagements No. 11.]
Note: See the Attest Interpretation, “Providing Access to or Copies of Attest Documentation to
a Regulator” (section 9101.43—.46).
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[.108] [Paragraph renumbered and deleted by the issuance of Statement
on Standards for Attestation Engagements No. 11, January 2002.]

Attest Services Related to Consulting

Service Engagements
Attest Services as Part of a Consulting Service Engagement
.109 When a practitioner provides an attest service (as defined in this
section) as part of a consulting service engagement, this SSAE applies only to
the attest service. The SSCS applies to the balance of the consulting service
engagement. [Paragraph renumbered by the issuance of Statement on Stand
ards for Attestation Engagements No. 11, January 2002.]
.110 When the practitioner determines that an attest service is to be
provided as part of a consulting service engagement, the practitioner should
inform the client of the relevant differences between the two types of services
and obtain concurrence that the attest service is to be performed in accordance
with the appropriate professional requirements. The practitioner should take
such actions because the professional requirements for an attest service differ
from those for a consulting service engagement. [Paragraph renumbered by the
issuance of Statement on Standards for Attestation Engagements No. 11,
January 2002.]
.111 The practitioner should issue separate reports on the attest engage
ment and the consulting service engagement and, if presented in a common
binder, the report on the attest engagement or service should be clearly
identified and segregated from the report on the consulting service engage
ment. [Paragraph renumbered by the issuance of Statement on Standards for
Attestation Engagements No. 11, January 2002.]

Subject Matter, Assertions, Criteria, and Evidence
.112 An attest service may involve subject matter, an assertion, criteria,
or evidential matter developed during a concurrent or prior consulting service
engagement. Subject matter or an assertion developed with the practitioner’s
advice and assistance as the result of such consulting services engagement may
be the subject of an attest engagement, provided the responsible party accepts
and acknowledges responsibility for the subject matter or assertion. (See
paragraph .12.) Criteria developed with the practitioner’s assistance may be
used to evaluate subject matter in an attest engagement, provided such criteria
meet the requirements of this section. Relevant information obtained in the
course of a concurrent or prior consulting service engagement may be used as
evidential matter in an attest engagement, provided the information satisfies
the requirements of this section. [Paragraph renumbered by the issuance of
Statement on Standards for Attestation Engagements No. 11, January 2002.]

Effective Date
.113 This section is effective when the subject matter or assertion is as of
or for a period ending on or after June 1, 2001. Early application is permitted.
[Paragraph renumbered by the issuance of Statement on Standards for At
testation Engagements No. 11, January 2002.]
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Appendix A
Examination Reports
.114

Example 1

This is a standard examination report on subject matter for general use. This
report pertains to subject matter for which suitable criteria exist and are
available to all users through inclusion in a clear manner in the presentation
of the subject matter . (See paragraphs .78 to .83 for guidance on restricting the
use of the report when criteria are available only to specified parties; see
Example 4 for an illustration of such a report.) A written assertion has been
obtained from the responsible party.

Independent Accountant’s Report
We have examined the [identify the subject matter—for example, the accompa
nying schedule of investment returns of XYZ Company for the year ended
December 31, 20XX]. XYZ Company’s management is responsible for the
schedule of investment returns. Our responsibility is to express an opinion
based on our examination.
Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included examining, on a test basis, evidence supporting [identify
the subject matter—for example, XYZ Company’s schedule of investment re
turns] and performing such other procedures as we considered necessary in the
circumstances. We believe that our examination provides a reasonable basis
for our opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]
In our opinion, the schedule referred to above presents, in all material respects,
[identify the subject matter—for example, the investment returns of XYZ Com
pany for the year ended December 31, 20XX] based on [identify criteria—for
example, the ABC criteria set forth in Note 1].
[Signature]

[Date]

Example 2
This report is a standard examination report on an assertion for general use.
The report pertains to subject matter for which suitable criteria exist and are
available to all users through inclusion in a clear manner in the presentation
of the subject matter. (See paragraphs .78 to .83 for guidance on restricting the
use of the report when criteria are available only to specified parties.) A written
assertion has been obtained from the responsible party.

Independent Accountant’s Report
We have examined management’s assertion that [identify the assertion—for
example, the accompanying schedule of investment returns ofXYZ Company for
the year ended December 31,20XX is presented in accordance with ABC criteria
set forth in Note 1]. XYZ Company’s management is responsible for the asser
tion. Our responsibility is to express an opinion on the assertion based on our
examination.
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Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included examining, on a test basis, evidence supporting manage
ment’s assertion and performing such other procedures as we considered
necessary in the circumstances. We believe that our examination provides a
reasonable basis for our opinion.

[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the assertion.]

In our opinion, management’s assertion referred to above is fairly stated, in all
material respects, based on [identify established or stated criteria—for example,
the ABC criteria set forth in Note 1].

[Signature]
[Date]

Example 3

This is an examination report for general use; the introductory paragraph
states the practitioner has examined management’s assertion but the practi
tioner opines directly on the subject matter (see paragraph .87). The report
pertains to subject matter for which suitable criteria exist and are available to
all users through inclusion in a clear manner in the presentation of the subject
matter. (See paragraphs .78 to .83 for guidance on restricting the use of the
report when criteria are available only to specified parties.) A written assertion
has been obtained from the responsible party.

Independent Accountant’s Report
We have examined management’s assertion that [identify the assertion—for
example, the accompanying schedule of investment returns ofXYZ Company for
the year ended December 31, 20XX is presented in accordance with the ABC
criteria set forth in Note 1]. XYZ Company’s management is responsible for the
assertion. Our responsibility is to express an opinion based on our examination.

Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included examining, on a test basis, evidence supporting [identify
the subject matter—for example, XYZ Company’s schedule of investment re
turns] and performing such other procedures as we considered necessary in the
circumstances. We believe that our examination provides a reasonable basis
for our opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the assertion.]

In our opinion, the schedule referred to above, presents, in all material respects,
[identify the subject matter—for example, the investment returns ofXYZ Com
pany for the year ended December 31, 20XX] based on [identify criteria—for
example, the ABC criteria set forth in Note 1].

[Signature]
[Date]

Example 4
This is an examination report on subject matter. Although suitable criteria
exist, use of the report is restricted because the criteria are available only to
specified parties. (See paragraph .34.) A written assertion has been obtained
from the responsible party.
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Independent Accountant’s Report
We have examined the accompanying schedule of investment returns of XYZ
Company for the year ended December 31,20XX. XYZ Company’s management
is responsible for the schedule of investment returns. Our responsibility is to
express an opinion based on our examination.
Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included examining, on a test basis, evidence supporting [identify
the subject matter—for example, XYZ Company’s schedule of investment re
turns] and performing such other procedures as we considered necessary in the
circumstances. We believe that our examination provides a reasonable basis
for our opinion.

[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the assertion.]
In our opinion, the schedule referred to above, presents, in all material respects,
[identify the subject matter—for example, the investment returns of XYZ Com
pany for the year ended December 31,20XX] based on the ABC criteria referred
to in the investment management agreement between XYZ Company and DEF
Investment Managers, Ltd., dated November 15, 20X1.
This report is intended solely for the information and use of XYZ Company and
[identify other specified parties—for example, DEF Investment Managers, Ltd. ]
and is not intended to be and should not be used by anyone other than these
specified parties.

[Signature]

[Date]

Example 5
This is an examination report with a qualified opinion because conditions exist
that, individually or in combination, result in one or more material misstate
ments or deviations from the criteria; the report is for general use. The report
pertains to subject matter for which suitable criteria exist and are available to
all users through inclusion in a clear manner in the presentation of the subject
matter. (See paragraphs .78 to .83 for guidance on restricting the use of the
report when criteria are available only to specified parties.) A written assertion
has been obtained from the responsible party.

Independent Accountant’s Report
We have examined the accompanying schedule of investment returns of XYZ
Company for the year ended December 31,20XX. XYZ Company’s management
is responsible for the schedule of investment returns. Our responsibility is to
express an opinion based on our examination.
Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included examining, on a test basis, evidence supporting [identify
the subject matter—for example, XYZ Company’s schedule of investment re
turns] and performing such other procedures as we considered necessary in the
circumstances. We believe that our examination provides a reasonable basis
for our opinion.
Our examination disclosed the following [describe conditions) that, individu
ally or in the aggregate, resulted in a material misstatement or deviation from
the criteria].
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In our opinion, except for the material misstatement [or deviation from the
criteria] described in the preceding paragraph, the schedule referred to above,
presents, in all material respects, [identify the subject matter—for example, the
investment returns of XYZ Company for the year ended December 31, 20XX]
based on [identify criteria—for example, the ABC criteria set forth in Note 1].
[Signature]

[Date]

Example 6
This is an examination report that contains a disclaimer of opinion because of
a scope restriction. (See paragraph .74 for reporting guidance when there is a
scope restriction.) The report pertains to subject matter for which suitable
criteria exist and are available to all users through inclusion in a clear manner
in the presentation of the subject matter.

Independent Accountant’s Report
We were engaged to examine the accompanying schedule of investment returns
of XYZ Company for the year ended December 31, 20XX. XYZ Company’s
management is responsible for the schedule of investment returns.
[Scope paragraph should be omitted. ]

[Include paragraph to describe scope restrictions.]
Because of the restriction on the scope of our examination discussed in the
preceding paragraph, the scope of our work was not sufficient to enable us to
express, and we do not express, an opinion on whether the schedule referred
to above presents, in all material respects, [identify the subject matter—for
example, the investment returns ofXYZ Company for the year ended December
31, 20XX] based on [identify criteria—for example, the ABC criteria set forth in
Note 1].

[Signature]
[Date]

Example 7
This is an examination report on subject matter that is the responsibility of a
party other than the client. The report is restricted as to use since a written
assertion has not been provided by the responsible party. (See paragraph .78)
The subject matter pertains to criteria that are suitable and are available to
the client.

Independent Accountant’s Report
To the Board of Directors
DEF Company:
We have examined the [identify the subject matter—for example, the accompa
nying schedule of investment returns of XYZ Company for the year ended
December 31, 20XX]. XYZ Company’s management is responsible for the
schedule of investment returns. XYZ management did not provide us a written
assertion about their schedule of investment returns for the year ended
December 31, 20XX. Our responsibility is to express an opinion based on our
examination.
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Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included examining, on a test basis, evidence supporting [identify
the subject matter—for example, XYZ Company’s schedule of investment re
turns] and performing such other procedures as we considered necessary in the
circumstances. We believe that our examination provides a reasonable basis
for our opinion.

[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]

In our opinion, the schedule referred to above presents, in all material respects,
[identify the subject matter—for example, the investment returns of XYZ Com
pany for the year ended December 31, 20XX] based on [identify criteria—for
example, the ABC criteria set forth in Note 1].
This report is intended solely for the information and use of the management
and board of directors of DEF Company and is not intended to be and should
not be used by anyone other than these specified parties.

[Signature]

[Date]

[Paragraph renumbered by the issuance of Statement on Standards for Attesta
tion Engagements No. 11, January 2002.]
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Appendix B

Review Reports
.115
Example 1

This is a standard review report on subject matter for general use. The report
pertains to subject matter for which suitable criteria exist and are available to
all users through inclusion in a clear manner in the presentation of the subject
matter. (See paragraphs .78 to .83 for guidance on restricting the use of the
report when criteria are available only to specified parties.) A written assertion
has been obtained from the responsible party.
Independent Accountant’s Report
We have reviewed the [identify the subject matter—for example, the accompa
nying schedule of investment returns of XYZ Company for the year ended
December 31, 20XX], XYZ Company’s management is responsible for the
schedule of investment returns.
Our review was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. A review is substan
tially less in scope than an examination, the objective of which is the expression
of an opinion on [identify the subject matter—for example, XYZ Company’s
schedule of investment returns]. Accordingly, we do not express such an opinion.

[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]
Based on our review, nothing came to our attention that caused us to believe
that the [identify the subject matter—for example, schedule of investment
returns of XYZ Company for the year ended December 31, 20XX] is not pre
sented, in all material respects, in conformity with [identify the criteria—for
example, the ABC criteria set forth in Note 1].

[Signature]
[Date]

Example 2

This is a review report on subject matter that is the responsibility of a party
other than the client. This review report is restricted as to use since a written
assertion has not been provided by the responsible party. (See paragraph .78.)
The subject matter pertains to criteria that are suitable and are available to
the client.
Independent Accountant’s Report
To the Board of Directors

DEF Company:
We have reviewed [identify the subject matter—for example, the accompanying
schedule of investment returns of XYZ Company for the year ended December
31, 20XX], XYZ Company’s management is responsible for the schedule of
investment returns. XYZ Company’s management did not provide us a written
assertion about their schedule of investment returns for the year ended Decem
ber 31, 20XX.
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Our review was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. A review is substan
tially less in scope than an examination, the objective of which is the expression
of an opinion on [identify the subject matter—for example, XYZ Company’s
schedule of investment returns]. Accordingly, we do not express such an opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]

Based on our review, nothing came to our attention that caused us to believe
that [identify the subject matter—for example, the schedule of investment
returns of XYZ Company for the year ended December 31, 20XX] is not pre
sented, in all material respects, in conformity with [identify the criteria—for
example, the ABC criteria set forth in Note 1].
This report is intended solely for the information and use of the management
and board of directors of DEF Company and is not intended to be and should
not be used by anyone other than these specified parties.

[Signature]

[Date]

Example 3

This is a review report on an assertion. Although suitable criteria exist for the
subject matter, the report is restricted as to use since the criteria are available
only to specified parties; if the criteria are available as described in paragraph
.33 (a) to (d), the paragraph restricting the use of the report would be omitted.
A written assertion has been obtained from the responsible party.
Independent Accountant’s Report
We have reviewed management’s assertion that [identify the assertion—for
example, the accompanying schedule of investment returns ofXYZ Company for
the year ended December 31, 20XX is presented in accordance with the ABC
criteria referred to in Note 1]. XYZ Company’s management is responsible for
the assertion.
Our review was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. A review is substan
tially less in scope than an examination, the objective of which is the expression
of an opinion on management’s assertion. Accordingly, we do not express such
an opinion.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the assertion. ]

Based on our review, nothing came to our attention that caused us to believe
that management’s assertion referred to above is not fairly stated, in all
material respects, based on [identify the criteria—for example, the ABC criteria
referred to in the investment management agreement between XYZ Company
and DEF Investment Managers, Ltd., dated November 15, 20X1].
This report is intended solely for the information and use of XYZ Company and
[identify other specified parties—for example, DEF Investment Managers, Ltd. ]
and is not intended to be and should not be used by anyone other than these
specified parties.

[Signature]
[Date]

[Paragraph renumbered by the issuance of Statement on Standards for Attesta
tion Engagements No. 11, January 2002.]
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AT Section 9101

Attest Engagements: Attest Engagements
Interpretations of Section 101
1. Defense Industry Questionnaire on Business Ethics and Conduct1
.01 Question—Certain defense contractors have made a commitment to
adopt and implement six principles of business ethics and conduct contained
in the Defense Industry Initiatives on Business Ethics and Conduct (Initia
tives). One of those principles concerns defense contractors’ public account
ability for their commitment to the Initiatives. That public accountability
begins by the contractor completing an annual Public Accountability Question
naire (Questionnaire).

.02 Each of the participating signatory companies (signatories) completes
a questionnaire concerning certain policies, procedures and programs which
were to have been in place during the reporting period. The public account
ability process requires signatories to perform internal audits and to provide
officer certifications as to whether the responses to the Questionnaire are
current and accurate.
.03 Alternatively, a defense contractor may request its independent pub
lic accountant (practitioner) to examine or review its responses to the Question
naire for the purpose of expressing a conclusion about the appropriateness of
those responses in a report. Would such an engagement be an attest engage
ment under section 101, Attest Engagements!

.04 Interpretation—Section 101 states that the attestation standards ap
ply when a certified public accountant in the practice of public accounting is
engaged to issue or does issue an examination, a review, or an agreed-upon
procedures report on subject matter, or an assertion about the subject matter
that is the responsibility of another party. When a practitioner is engaged by
a defense contractor to provide an examination or a review report on the
contractor’s written responses to the questionnaire, such an engagement in
volves subject matter that is the responsibility of the defense contractor.
Consequently, section 101 applies to such engagements.
.05 Question—Section 101.23 specifies that “the practitioner shall per
form the engagement only if he or she has reason to believe that the subject
matter is capable of evaluation against criteria that are suitable and available
to users.” What are the criteria against which such subject matter is to be
evaluated and are such criteria suitable and available?

.06 Interpretation—The criteria for evaluating the defense contractor’s
responses are set forth primarily in the Questionnaire and the instructions
thereto. The suitability of those criteria should be evaluated by assessing
whether the criteria meet the characteristics discussed in section 101.24.
1 Information regarding the Defense Industry Initiative on Business Ethics and Conduct (DII) is
available at DII’s website http://www.dii.org.
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.07 The criteria set forth in the Questionnaire and its instructions will,
when properly followed, be suitable. Although these should provide suitable
criteria, the Questionnaire and its instructions are not generally available.
Therefore, the practitioner’s report should normally be restricted. The avail
ability requirement can be met if the defense contractor attaches the criteria
to the presentation.
.08 Question—What is the nature of the procedures that should be ap
plied to the Questionnaire responses?

.09 Interpretation—The objective of the procedures performed in either
an examination or a review engagement is to obtain evidential matter that the
defense contractor has designed and placed in operation policies and programs
in a manner that supports the signatory’s responses to each of the questions on
the Questionnaire and that the policies and programs operated during the
period covered by the Questionnaire. The objective does not include providing
assurance about whether the defense contractor’s policies and programs oper
ated effectively to ensure compliance with the defense contractor’s code of
business ethics and conduct on the part of individual employees or about
whether the defense contractor and its employees have complied with federal
procurement laws. In an examination, the evidential matter should be suffi
cient to limit attestation risk to a level that is appropriately low for the high
degree of assurance imparted by an examination report. In a review, this
evidential matter should be sufficient to limit attestation risk to a moderate
level.
.10 Examination procedures include obtaining evidential matter by read
ing relevant policies and programs, making inquiries of appropriate defense
contractor personnel, inspecting documents and records, confirming defense
contractor assertions with its employees or others, and observing activities. In
an examination it will be necessary for a practitioner’s procedures to go beyond
simply reading relevant policies and programs and making inquiries of appro
priate defense contractor personnel. Alternatively, review procedures are gen
erally limited to reading relevant policies and procedures and making inquiries
of appropriate defense contractor personnel. When applying examination or
review procedures, the practitioner should assess the appropriateness (includ
ing the comprehensiveness) of the policies and programs supporting the signa
tory’s responses to each of the questions on the Questionnaire.
.11 A particular defense contractor’s policies and programs may vary
from those of other defense contractors. As a result, evidential matter obtained
from the procedures performed cannot be evaluated solely on a quantitative
basis. Consequently, it is not practicable to establish only quantitative guide
lines for determining the nature or extent of the evidential matter that is
necessary to provide the assurance required in either an examination or a
review. The qualitative aspects should also be considered.

.12 In determining the nature, timing, and extent of examination or
review procedures, the practitioner should consider information obtained in
the performance of other services for the defense contractor, for example, the
audit of the defense contractor’s financial statements. For multi-location de
fense contractors, whether policies and programs operated during the period
should be evaluated for both the defense contractor’s headquarters and for
selected defense contracting locations. The practitioner may consider using the
work of the defense contractor’s internal auditors. The guidance in AU section
322, The Auditor’s Consideration of the Internal Audit Function in an Audit of
Financial Statements, may be useful in that consideration.
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.13 Examination procedures, and in some instances review procedures,
may require access to information involving specific instances of actual or
alleged noncompliance with laws. An inability to obtain access to such infor
mation because of restrictions imposed by a defense contractor (for example, to
protect attorney-client privilege) may constitute a scope limitation. Section
101.73 through .75 provides guidance in such situations. The practitioner
should assess the effect of the inability to obtain access to such information on
his or her ability to form a conclusion about whether the related policy or
program operated during the period. If the defense contractor’s reasons for not
permitting access to the information are reasonable (for example, the informa
tion is the subject of litigation or a governmental investigation) and have been
approved by an executive officer of the defense contractor, the occurrences of
restricted access to information are few in number, and the practitioner has
access to other information about that specific instance or about other in
stances that is sufficient to permit a conclusion to be formed about whether the
related policy or program operated during the period, the practitioner ordinar
ily would conclude that it is not necessary to disclaim assurance.
.14 If the practitioner’s scope of work has been restricted with respect to
one or more questions, the practitioner should consider the implications of that
restriction on the practitioner’s ability to form a conclusion about other ques
tions. In addition, as the nature or number of questions on which the defense
contractor has imposed scope limitations increases in significance, the practi
tioner should consider whether to withdraw from the engagement.
.15 Question—What is the form of report that should be issued to meet
the requirements of section 101?
.16 Interpretation—The standards of reporting in section 101 provide
guidance about report content and wording and the circumstances that may
require report modification. Appendix A and Appendix B [paragraphs .21 and
.22] provide illustrative reports appropriate for various circumstances. Section
101.66 permits the practitioner to report directly on the subject matter or on
management’s assertion. In either case, the practitioner should ordinarily
obtain a written assertion. An illustrative defense contractor assertion is also
presented in Appendix A and Appendix B [paragraphs .21 and .22].
.17 The engagements addressed in this Interpretation do not include
providing assurance about whether the defense contractor’s policies and pro
grams operated effectively to ensure compliance with the defense contractor’s
code of business ethics and conduct on the part of individual employees or
about whether the defense contractor and its employees have complied with
federal procurement laws. The practitioner’s report should explicitly disclaim
an opinion on the extent of such compliance.
.18 Because variations in individual performance and interpretation will
affect the operation of the defense contractor’s policies and programs during
the period, adherence to all such policies and programs in every case may not
be possible. In determining whether a reservation about a response in the
Questionnaire is sufficiently significant to result in an opinion modified for an
exception to that response, the practitioner should consider the nature, causes,
patterns, and pervasiveness of the instances in which the policies and pro
grams did not operate as designed and their implications for that response in
the Questionnaire.
.19 When scope limitations have precluded the practitioner from forming
an opinion on the responses to one or more questions, the practitioner’s report
should describe all such scope restrictions. If the defense contractor imposed
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such a scope limitation after the practitioner had begun performing proce
dures, that fact should be stated in the report.
.20 A defense contractor may request the practitioner to communicate to
management, the board of directors, or one of its committees, either orally or
in writing, conditions noted that do not constitute significant reservations
about the answers to the Questionnaire but that might nevertheless be of value
to management. Agreed-upon arrangements between the practitioner and the
defense contractor to communicate conditions noted may include, for example,
the reporting of matters of less significance than those contemplated by the
criteria, the existence of conditions specified by the defense contractor, the
results of further investigation of matters noted to identify underlying causes,
or suggestions for improvements in various policies or programs. Under these
arrangements, the practitioner may be requested to visit specific locations,
assess the effectiveness of specific policies or programs, or undertake specific
procedures not otherwise planned. In addition, the practitioner is not pre
cluded from communicating matters believed to be of value, even if no specific
request has been made.
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Appendix A
Illustrative Defense Contractor Assertions and
Examination Reports
.21

Defense Industry Questionnaire on Business Ethics and Conduct
Illustration 1: Unqualified Opinion Unrestricted With Criteria Attached
to the Presentation
Defense Contractor Assertion

Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from___________ to____________ .

The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to____________ are based on policies and programs in operation for
that period and are appropriately presented in conformity with the criteria set
forth in the Defense Industry Initiatives on Business Ethics and Conduct,
including the Questionnaire.

Attachments:
Defense Industry Initiatives on Business Ethics and Conduct
Instructions and Questionnaire on Business Ethics and Conduct with Re
sponses by the XYZ Company for the period from___________ to____________ .

Examination Report
Independent Accountant’s Report
To the Board of Directors of the XYZ Company

We have examined the XYZ Company’s Statement of Responses to the
Defense Industry Questionnaire on Business Ethics and Conduct for the period
from___________ to__________ , and the Questionnaire and responses attached
thereto. XYZ Company’s management is responsible for its responses to the
Questionnaire. Our responsibility is to express an opinion based on our exami
nation.
Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included examining, on a test basis, evidence as to whether XYZ
Company had policies and programs in operation during that period that
support the affirmative responses to the Questionnaire and performing such
other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion. Our exami
nation procedures were not designed, however, to evaluate whether the afore
mentioned policies and programs operated effectively to ensure compliance
with the Company’s Code of Business Ethics and Conduct on the part of
individual employees or to evaluate the extent to which the Company or its
employees have complied with federal procurement laws, and we do not express
an opinion or any other form of assurance thereon.
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In our opinion, the affirmative responses in the Questionnaire accompany
ing the Statement of Responses to the Defense Industry Questionnaire on
Business Ethics and Conduct for the period from__________ to____________
referred to above are appropriately presented in conformity with the criteria
set forth in the Defense Industry Initiatives on Business Ethics and Conduct,
including the Questionnaire.

Illustration 2: Unqualified Opinion; Report Modified for Negative
Responses to Defense Contractor Assertion; Use of the Report is
Restricted Because Criteria Are Available Only to Specified Parties

Defense Contractor Assertion
Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from___________ to____________ .
The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to____________ are based on policies and programs in operation for
that period and are appropriately presented in conformity with the criteria set
forth in the Defense Industry Initiatives on Business Ethics and Conduct,
including the Questionnaire. Negative responses indicate that the Company
did not have policies and programs in operation during that period with respect
to those areas.

Attachments: None
(The responses could include an explanation of negative responses if the
defense contractor so desired.)

Examination Report
Independent Accountant’s Report
To the Board of Directors of the XYZ Company
We have examined the XYZ Company’s Statement of Responses to the
Defense Industry Questionnaire on Business Ethics and Conduct for the period
from___________ to___________ . XYZ Company’s management is responsible
for its responses to the Questionnaire. Our responsibility is to express an
opinion based on our examination.

[Standard Scope Paragraph]

In our opinion, the affirmative responses in the Questionnaire referred to
above are appropriately presented in conformity with the criteria set forth in
the Defense Industry Initiatives on Business Ethics and Conduct, including
the Questionnaire. The negative responses to Questions ___________ and
___________ in the Questionnaire indicate that the Company did not have
policies and programs in operation during the period with respect to those
areas.

This report is intended solely for the information and use of the XYZ
Company and [identify other specified parties—for example, the Defense Indus
try Initiative] and is not intended to be and should not be used by anyone other
than these specified parties.
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Illustration 3: Opinion Modified for Exception on Certain Response
Defense Contractor Assertion

Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from___________ to____________ .
The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to___________ , are based on policies and programs in operation for
that period and are appropriately presented in conformity with the criteria set
forth in the Defense Industry Initiatives on Business Ethics and Conduct,
including the Questionnaire.

Attachments:
Defense Industry Initiatives on Business Ethics and Conduct

Questionnaire on Business Ethics and Conduct with Responses by the XYZ
Company for the period from___________ to____________ .

Examination Report
Independent Accountant’s Report
To the Board of Directors of the XYZ Company

[Standard Introductory and Scope Paragraphs]
Management believes that an appropriate mechanism exists for informing
employees of the results of any follow-up into their charges of violations of the
Company’s Code of Business Ethics and Conduct, and has accordingly an
swered Question 12 in the affirmative. That mechanism consists principally of
distributing newspaper articles and press releases of violations of federal
procurement laws that have been voluntarily reported to the appropriate
governmental agencies. We do not believe that such a mechanism is sufficient,
inasmuch as it does not provide follow-up information on violations reported
by employees that are not deemed reportable to a governmental agency.
Consequently, in our opinion, the affirmative response to Question 12 in the
Questionnaire is not appropriately presented in conformity with the criteria
set forth in the Defense Industry Initiatives on Business Ethics and Conduct,
including the Questionnaire.
In our opinion, except for the response to Question 12 as discussed in the
preceding paragraph, the affirmative responses in the Questionnaire accompa
nying the Statement of Responses to the Defense Industry Questionnaire on
Business Ethics and Conduct for the period from___________ to___________
referred to above are appropriately presented in conformity with the criteria
set forth in the Defense Industry Initiatives on Business Ethics and Conduct,
including the Questionnaire.

Illustration 4: Opinion Modified for Exception on a Certain Response;
Report also Modified for Negative Responses
Defense Contractor Assertion

Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from___________ to____________ .
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The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to___________ are based on policies and programs in operation for
that period and are appropriately presented in conformity with the criteria set
forth in the Defense Industry Initiatives on Business Ethics and Conduct,
including the Questionnaire. Negative responses indicate that the Company
did not have policies and programs in operation during that period with respect
to those areas.
Attachments:
Defense Industry Initiatives on Business Ethics and Conduct
Questionnaire on Business Ethics and Conduct with Responses by the XYZ
Company for the period from___________ to____________ .

(The responses could include an explanation of negative responses if the
defense contractor so desired.)

Examination Report
Independent Accountant’s Report
To the Board of Directors of the XYZ Company

[Standard Introductory and Scope Paragraphs]
Management believes that an appropriate mechanism exists for letting
employees know of the results of any follow-up into their charges of violations
of the Company’s Code of Business Ethics and Conduct, and has accordingly
answered Question 12 in the affirmative. That mechanism consists principally
of distributing newspaper articles and press releases of violations of federal
procurement laws that have been voluntarily reported to the appropriate
governmental agencies. We do not believe that such a mechanism is sufficient,
inasmuch as it does not provide follow-up information on violations reported
by employees that are not deemed reportable to a governmental agency.
Consequently, in our opinion, the affirmative response to Question 12 in the
Questionnaire is not appropriately presented in conformity with the criteria
set forth in the Defense Industry Initiatives on Business Ethics and Conduct,
including the Questionnaire.

In our opinion, except for the response to Question 12 as discussed in the
preceding paragraph, the affirmative responses in the Questionnaire accompa
nying the Statement of Responses to the Defense Industry Questionnaire on
Business Ethics and Conduct for the period from___________ to___________
referred to above are appropriately presented in conformity with the criteria
set forth in the Defense Industry Initiatives on Business Ethics and Conduct,
including the Questionnaire. The negative responses to Questions___________
and___________ in the Questionnaire indicate that the Company did not have
policies and programs in operation during the period with respect to those
areas.

Illustration 5: Opinion Disclaimed on Certain Responses Because of
Scope Restrictions Imposed by Client
Defense Contractor Assertion

Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from___________ to____________ .
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The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to____________ are based on policies and programs in operation for
that period and are appropriately presented in conformity with the criteria set
forth in the Defense Industry Initiatives on Business Ethics and Conduct,
including the Questionnaire.

Attachments:
Defense Industry Initiatives on Business Ethics and Conduct

Questionnaire on Business Ethics and Conduct with Responses by the XYZ
Company for the period from___________ to____________ .

Examination Report
Independent Accountant’s Report
To the Board of Directors of the XYZ Company
[Standard Introductory Paragraph]
Except as described below, our examination was conducted in accordance
with attestation standards established by the American Institute of Certified
Public Accountants and, accordingly, included examining, on a test basis,
evidence as to whether XYZ Company had policies and programs in operation
during that period that support the affirmative responses to the Questionnaire.
We believe that our examination provides a reasonable basis for our opinion.
Our examination procedures were not designed, however, to evaluate whether
the aforementioned policies and programs operated effectively to ensure com
pliance with the Company’s Code of Business Ethics and Conduct on the part
of individual employees or to evaluate the extent to which the Company or its
employees have complied with federal procurement laws, and we do not express
an opinion or any other form of assurance thereon.

We were not permitted to read relevant documents and files or interview
appropriate employees to determine that the affirmative answers to Questions
6, 7, and 8 are appropriate. The nature of those questions precluded us from
satisfying ourselves as to the appropriateness of those answers by means of
other examination procedures.
In our opinion, the affirmative responses to Questions 1 through 5 and 9
through 17 in the Questionnaire accompanying the Statement of Responses to
the Defense Industry Questionnaire on Business Ethics and Conduct for the
period from ___________ to___________ referred to above are appropriately
presented in conformity with the criteria set forth in the Defense Industry
Initiatives on Business Ethics and Conduct, including the Questionnaire.
Because of the matters discussed in the preceding paragraph, the scope of our
work was not sufficient to express, and we do not express, an opinion on the
appropriateness of the affirmative responses to Questions 6, 7, and 8 in the
Questionnaire.
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Appendix B

Illustrative Defense Contractor Assertion and Review
Report Restricted Because Criteria Are Available Only
To Specified Parties
.22

Defense Industry Questionnaire on Business Ethics and Conduct
Defense Contractor Assertion

Statement of Responses to the Defense Industry Questionnaire on Business
Ethics and Conduct for the period from___________ to____________ .

The affirmative responses in the accompanying Questionnaire on Business
Ethics and Conduct with Responses by the XYZ Company for the period from
___________ to____________ are based on policies and programs in operation
during that period and are appropriately presented in conformity with the
criteria set forth in the Defense Industry Initiatives on Business Ethics and
Conduct, including the Questionnaire.
Attachments: None

Review Report
Independent Accountant’s Report
To the Board of Directors of the XYZ Company
We have reviewed the XYZ Company’s Statement ofResponses to theDefense
Industry Questionnaire on Business Ethics and Conduct for the period from
___________ to__________ . XYZ Company’s management is responsible for the
Statement of Responses to the Defense Industry Questionnaire on Business
Ethics.

Our review was conducted in accordance with attestation standards estab
lished by the American Institute of Certified Public Accountants. A review is
substantially less in scope than an examination, the objective of which is the
expression of an opinion on the affirmative responses in the Questionnaire.
Accordingly, we do not express such an opinion. Additionally, our review was
not designed to evaluate whether the aforementioned policies and programs
operated effectively to ensure compliance with the Company’s Code of Business
Ethics and Conduct on the part of individual employees or to evaluate the extent
to which the Company or its employees have complied with federal procurement
laws and we do not express an opinion or any other form of assurance thereon.

Based on our review, nothing came to our attention that caused us to believe
that the affirmative responses in the Questionnaire referred to above are not
appropriately presented in conformity with the criteria set forth in the Defense
Industry Initiatives on Business Ethics and Conduct, including the Question
naire.
This report is intended solely for the information and use of the XYZ
Company and [identify other specified parties—for example, the Defense Indus
try Initiative] and is not intended to be and should not be used by anyone other
than these specified parties.

[Issue Date: August, 1987; Amended: February, 1989;
Modified: May, 1989; Revised: January, 2001.]
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2. Responding to Requests for Reports on Matters Relating to Solvency

.23 Question—Lenders, as a requisite to the closing of certain secured
financings in connection with leveraged buyouts (LBOs), recapitalizations and
certain other financial transactions, have sometimes requested written
assurance from an accountant regarding the prospective borrower’s solvency
and related matters.2 The lender is concerned that such financings not be
considered to include a fraudulent conveyance or transfer under the Federal
Bankruptcy Code3 or the relevant state fraudulent conveyance or transfer
statute.4 If the financing is subsequently determined to have included a
fraudulent conveyance or transfer, repayment obligations and security inter
ests may be set aside or subordinated to the claims of other creditors.
.24 May a practitioner provide assurance concerning “matters relating to
solvency” as hereinafter defined?
.25 Interpretation—No. For reasons set forth below, a practitioner should
not provide any form of assurance, through examination, review or agreedupon procedures engagements, that an entity
•

Is not insolvent at the time the debt is incurred or would not be
rendered insolvent thereby.

•

Does not have unreasonably small capital.

•

Has the ability to pay its debts as they mature.

In the context of particular transactions other terms are sometimes used or
defined by the parties as equivalents of or substitutes for the terms listed above
(e.g., fair salable value of assets exceeds liabilities). These terms, and those
matters listed above, are hereinafter referred to as “matters relating to sol
vency.” The prohibition extends to providing assurance concerning all such
terms.
2 While this interpretation describes requests from secured lenders and summarizes the poten
tial effects of fraudulent conveyance or transfer laws upon such lenders, the interpretation is not
limited to requests from lenders. All requests for assurance on matters relating to solvency are
governed by this interpretation.

3 Section 548 of the Federal Bankruptcy Code defines fraudulent transfers and obligations as
follows:
“The trustee may avoid any transfer of an interest of the debtor in property or any obligation
incurred by the debtor, that was made or incurred on or within one year before the date of the
filing of the petition, if the debtor voluntarily or involuntarily—
“(1) made such transfer or incurred such obligation with actual intent to hinder, delay, or de
fraud any entity to which the debtor was or became, on or after the date that such transfer
occurred or such obligation was incurred, indebted; or
“(2)(A) received less than a reasonably equivalent value in exchange for such transfer or obli
gation; and
“(2)(B)(i) was insolvent on the date that such transfer was made or such obligation was incur
red, or became insolvent as a result of such transfer or obligation;
“(2)(B)(ii) was engaged in business or a transaction, or was about to engage in business or a
transaction, for which any property remaining with the debtor was an unreasonably small
capital; or
“(2)(B)(iii) intended to incur, or believed that the debtor would incur, debts that would be beyond
the debtor’s ability to pay as such debts matured.” (Bankruptcy Law Reporter, 3 vols. [Chicago:
Commerce Clearing House, 1986], vol. 1, 1339).
4 State fraudulent conveyance or transfer statutes such as the Uniform Fraudulent Conveyance
Act and the Uniform Fraudulent Transfer Act reflect substantially similar provisions. These state
laws may be employed absent a declaration of bankruptcy or by a bankruptcy trustee under section
544(1) of the Federal Bankruptcy Code. While the statute of limitations varies from state to state, in
some states financing transactions may be vulnerable to challenge for up to six years from closing.
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.26 The third general attestation standard states that the practitioner
shall perform the engagement only if he or she has reason to believe that the
subject matter is capable of evaluation against criteria that are suitable and
available to users. Suitable criteria must have each of the following attributes:
•

Objectivity—Criteria should be free from bias.

•

Measurability—Criteria should permit reasonably consistent meas
urements, qualitative or quantitative, of subject matter.

•

Completeness—Criteria should be sufficiently complete so those rele
vant factors that would alter a conclusion about subject matter are not
omitted.

•

Relevance—Criteria should be relevant to the subject matter.

In addition, the second general attestation standard states that the engage
ment shall be performed by a practitioner or practitioners having adequate
knowledge of the subject matter.

.27 The matters relating to solvency mentioned in paragraph .23 above
are subject to legal interpretation under, and varying legal definition in, the
Federal Bankruptcy Code and various state fraudulent conveyance and trans
fer statutes. Because these matters are not clearly defined in an accounting
sense, and are therefore subject to varying interpretations, they do not provide
the practitioner with suitable criteria required to evaluate the subject matter
or an assertion under the third general attestation standard. In addition,
lenders are concerned with legal issues on matters relating to solvency and the
practitioner is generally unable to evaluate or provide assurance on these
matters of legal interpretation. Therefore, practitioners are precluded from
giving any form of assurance on matters relating to solvency or any financial
presentation of matters relating to solvency.
.28 Under existing AICPA standards, the practitioner may provide a
client with various professional services that may be useful to the client in
connection with a financing. These services include:

•

Audit of historical financial statements.

•

Review of historical financial information (a review in accordance with
AU section 722, Interim financial Information, of interim financial
information or in accordance with Statement on Standards for Ac
counting and Review Services No. 1, Compilation and Review of
Financial Statements, as amended).

•

Examination or review of pro forma financial information (section 401,
Reporting on Pro Forma Financial Information).

•

Examination or compilation of prospective financial information (sec
tion 301, Financial Forecasts and Projections).

.29 In addition, under existing AICPA attestation standards (section
201), the practitioner can provide the client and lender with an agreed-upon
procedures report. In such an engagement, a client and lender may request
that specified procedures be applied to various financial presentations, such as
historical financial information, pro forma financial information and prospec
tive financial information, which can be useful to a client or lender in connec
tion with a financing.
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.30 The practitioner should be aware that certain of the services de
scribed in paragraph .28 require that the practitioner have an appropriate
level of knowledge of the entity’s accounting and financial reporting practices
and its internal control. This has ordinarily been obtained by the practitioner
auditing historical financial statements of the entity for the most recent
annual period or by otherwise obtaining an equivalent knowledge base. When
considering acceptance of an engagement relating to a financing, the practi
tioner should consider whether he or she can perform these services without
an equivalent knowledge base.

.31 A report on agreed-upon procedures should not provide any assur
ances on matters relating to solvency or any financial presentation of matters
relating to solvency (e.g., fair salable value of assets less liabilities or fair
salable value of assets less liabilities, contingent liabilities and other commit
ments). A practitioner’s report on the results of applying agreed-upon proce
dures should contain the report elements set forth in section 201.31 (or section
301.55 if applying agreed upon procedures to prospective financial informa
tion). The practitioner’s report on the results of applying agreed-upon proce
dures should:
•

State that the service has been requested in connection with a financ
ing (no reference should be made to any solvency provisions in the
financing agreement).

•

State that no representations are provided regarding questions of legal
interpretation.

•

State that no assurance is provided concerning the borrower’s (1)
solvency, (2) adequacy of capital or (3) ability to pay its debts.

•

State that the procedures should not be taken to supplant any addi
tional inquiries and procedures that the lender should undertake in
its consideration of the proposed financing.

•

Where applicable, state that an audit of recent historical financial
statements has previously been performed and that no audit of any
historical financial statements for a subsequent period has been per
formed. In addition, if any services have been performed pursuant to
paragraph .28, they may be referred to.

.32 The report ordinarily is dated at or shortly before the closing date. The
financing agreement ordinarily specifies the date, often referred to as the cutoff
date, to which the report is to relate (for example, a date three business days
before the date of the report). The report should state that the inquiries and
other procedures carried out in connection with the report did not cover the
period from the cutoff date to the date of the report.
.33 The practitioner might consider furnishing the client with a draft of
the agreed-upon procedures report. The draft report should deal with all
matters expected to be covered in the terms expected to be used in the final
report. The draft report should be identified as a draft in order to avoid giving
the impression that the procedures described therein have been performed.
This practice of furnishing a draft report at an early point permits the practi
tioner to make clear to the client and lender what they may expect the
accountant to furnish and gives them an opportunity to change the financing
agreement or the agreed-upon procedures if they so desire.

[Issue Date: May, 1988; Amended: February, 1993; Revised: January, 2001.]
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3. Applicability of Attestation Standards to Litigation Services

.34 Question—Section 101, Attest Engagements, paragraph .04, provides
an example of a litigation service provided by practitioners that would not be
considered an attest engagement as defined by section 101. When does section
101 not apply to litigation service engagements?
.35 Interpretation—Section 101 does not apply to litigation services that
involve pending or potential formal legal or regulatory proceedings before a
“trier of fact”5 in connection with the resolution of a dispute between two or
more parties in any of the following circumstances when the:

a.

Practitioner has not been engaged to issue and does not issue an
examination, a review, or an agreed-upon procedures report on
subject matter, or an assertion about the subject matter that is the
responsibility of another party.

b.

Service comprises being an expert witness.

c.

Service comprises being a trier of fact or acting on behalf of one.

d.

Practitioner’s work under the rules of the proceedings is subject to
detailed analysis and challenge by each party to the dispute.

e.

Practitioner is engaged by an attorney to do work that will be
protected by the attorney’s work product privilege and such work is
not intended to be used for other purposes.

When performing such litigation services, the practitioner should comply with
Rule 201, General Standards, of the AICPA Code of Professional Conduct.

.36 Question—When does section 101 apply to litigation service engage
ments?
.37 Interpretation—Section 101 applies to litigation service engagements
only when the practitioner is engaged to issue or does issue an examination, a
review, or an agreed-upon procedures report on subject matter, or an assertion
about the subject matter, that is the responsibility of another party.

.38 Question—Section 101.04c provides the following example of litiga
tion service engagements that are not considered attest engagements:
Services performed in accordance with the Statement on Standards for Con
sulting Services, such as.... engagements in which a practitioner is engaged to
testify as an expert witness in accounting, auditing, taxation, or other matters,
given certain stipulated facts.

What does the term “stipulated facts” as used in section 101.04c mean?

.39 Interpretation—The term “stipulated facts” as used in section 101.04c
means facts or assumptions that are specified by one or more parties to a
dispute to serve as the basis for the development of an expert opinion. It is not
used in its typical legal sense of facts agreed to by all parties involved in a
dispute.
5 A “trier of fact” in this section means a court, regulatory body, or government authority; their
agents; a grand jury; or an arbitrator or mediator of the dispute.
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.40 Question—Does Attest Engagements Interpretation No. 2, Respond
ing to Requests for Reports on Matters Relating to Solvency (paragraphs .23
through .33), prohibit a practitioner from providing expert testimony, as
described in section 101.04c before a “trier of fact” on matters relating to
solvency?
.41 Interpretation—No. Matters relating to solvency mentioned in para
graph .25 are subject to legal interpretation under, and varying legal definition
in, the Federal Bankruptcy Code and various state fraudulent conveyance and
transfer statutes. Because these matters are not clearly defined in an account
ing sense, and therefore subject to varying interpretations, they do not provide
the practitioner with the suitable criteria required to evaluate the assertion.
Thus, Attest Engagements Interpretation No. 2, Responding to Requests for
Reports on Matters Relating to Solvency (paragraphs .23 through .33), prohibits
a practitioner from providing any form of assurance in reporting upon exami
nation, review or agreed-upon procedures engagements about matters relating
to solvency (as defined in paragraph .25).

.42 However, a practitioner who is involved with pending or potential
formal legal or regulatory proceedings before a “trier of fact” in connection with
the resolution of a dispute between two or more parties may provide an expert
opinion or consulting advice about matters relating to solvency. The prohibi
tion in paragraphs .23 through .33 does not apply in such engagements because
as part of the legal or regulatory proceedings, each party to the dispute has the
opportunity to analyze and challenge the legal definition and interpretation of
the matters relating to solvency and the criteria the practitioner uses to
evaluate matters related to solvency. Such services are not intended to be used
by others who do not have the opportunity to analyze and challenge such
definitions and interpretations.
[Issue Date: July, 1990; Revised: January, 2001.]

4.

Providing Access to or Copies of Attest Documentation to a
Regulator

.43 Question—Interpretation No. 1 to AU section 339, Audit Documenta
tion, entitled “Providing Access to or Copies of Audit Documentation to a
Regulator” (AU section 9339.01-.15), contains guidance relating to providing
access to or copies of audit documentation to a regulator. Is this guidance
applicable to an attest engagement when a regulator requests access to or
copies of the attest documentation?

.44 Interpretation—Yes. The guidance in Interpretation No. 1 to AU
section 339 (AU section 9339.01—.15) is applicable in these circumstances;
however, the letter to a regulator should be tailored to meet the individual
engagement characteristics or the purpose of the regulatory request, for exam
ple, a quality control review. Illustrative letters for an examination engage
ment performed in accordance with section 601, Compliance Attestation, and
an agreed-upon procedures engagement performed in accordance with section
201, Agreed-Upon Procedures Engagements, follow.
.45 Illustrative letter for examination engagement:
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Illustrative Letter to Regulator 6
[Date]
[Name and Address of Regulatory Agency]
Your representatives have requested access to our attest documentation in
connection with our engagement to examine [identify the subject matter exam
ined or restate management’s assertion). It is our understanding that the
purpose of your request is [state purpose: for example, “to facilitate your
regulatory examination”).7
Our examination was conducted in accordance with attestation stand
ards8 established by the American Institute of Certified Public Accountants,
the objective of which is to form an opinion as to whether the subject matter
(or management’s assertion) is fairly stated, in all material respects, based on
[identify criteria). Under these standards, we have the responsibility to plan
and perform our examination to provide a reasonable basis for our opinion and
to exercise due professional care in the performance of our examination. Our
examination is subject to the inherent risk that material noncompliance, if it
exists, would not be detected. In addition, our examination does not address
the possibility that material noncompliance may occur in the future. Also, our
use of professional judgment and the assessments of attestation risk and
materiality for the purpose of our examination means that matters may have
existed that would have been assessed differently by you. Our examination does
not provide a legal determination on [name ofentity)’s compliance with specified
requirements.

The attest documentation was prepared for the purpose of providing the
principal support for our opinion on [name of entity)’s compliance and to aid in
the performance and supervision of our examination. The attest documenta
tion is the principal record of attest procedures performed, information ob
tained, and conclusions reached in the examination. The procedures that we
performed were limited to those we considered necessary under attestation
standards9 established by the American Institute of Certified Public Account
ants to provide us with reasonable basis for our opinion. Accordingly, we make
no representation as to the sufficiency or appropriateness, for your purposes,
of either the procedures or information in our attest documentation. In addition,
any notations, comments, and individual conclusions appearing on any of the
attest documentation do not stand alone and should not be read as an opinion
on any part of management’s assertion or the related subject matter.
Our examination was conducted for the purpose stated above and was not
planned or performed in contemplation of your [state purpose: for example,
“regulatory examination”). Therefore, items of possible interest to you may not
have been specifically addressed. Accordingly, our examination, and the attest
documentation prepared in connection therewith, should not supplant other
inquiries and procedures that should be undertaken by the [name of regulatory
6 The practitioner should appropriately modify this letter when the engagement has been
conducted in accordance with Statements on Standards for Attestation Engagements and also in
accordance with additional attest requirements specified by a regulatory agency (for example, the
requirements specified in Government Auditing Standards issued by the Comptroller General of the
United States).

7 If the practitioner is not required by law, regulation, or engagement contract to provide a
regulator access to the attest documentation but otherwise intends to provide such access (see AU
section 9339.11-.15), the letter should include a statement that: “Management of [name of entity) has
authorized us to provide you access to our attest documentation for (statepurpose).”
8 Refer to footnote 6.
9 Refer to footnote 6.

AT §9101.45

1221

Attest Engagements
agency) for the purpose of monitoring and regulating (name of entity). In
addition, we have not performed any procedures since the date of our report
with respect to the subject matter (or management’s assertion related thereto),
and significant events or circumstances may have occurred since that date.
The attest documentation constitutes and reflects work performed or informa
tion obtained by us in the course of our examination. The documents contain
trade secrets and confidential commercial and financial information of our firm
and (name of entity) that is privileged and confidential, and we expressly
reserve all rights with respect to disclosures to third parties. Accordingly, we
request confidential treatment under the Freedom of Information Act or similar
laws and regulations when requests are made for the attest documentation or
information contained therein or any documents created by the (name of
regulatory agency) containing information derived there from. We further
request that written notice be given to our firm before distribution of the
information in the attest documentation (or copies thereof) to others, including
other governmental agencies, except when such distribution is required by law
or regulation.1011
(If it is expected that copies will be requested, add the following:

Any copies of our attest documentation we agree to provide you will contain a
legend “Confidential Treatment Requested by (name of practitioner, address,
telephone number).”]
[Firm signature]

.46 Example letter for agreed-upon procedures engagements:

Illustrative Letter to Regulator11
[Date]

[Name and Address of Regulatory Agency]
Your representatives have requested access to our attest documentation in
connection with our engagement to perform agreed-upon procedures on (iden
tify the subject matter or management’s assertion). It is our understanding that
the purpose of your request is (state purpose: for example, “to facilitate your
regulatory examinations”).12

Our agreed-upon procedures engagement was conducted in accordance with
attestation standards13 established by the American Institute of Certified
Public Accountants. Under these standards, we have the responsibility to
perform the agreed-upon procedures to provide a reasonable basis for the
findings expressed in our report. We were not engaged to, and did not, perform
an examination, the objective of which would be to form an opinion on (identify
10 This illustrative paragraph may not in and of itself be sufficient to gain confidential treatment
under the rules and regulations of certain regulatory agencies. The practitioner should consider
tailoring this paragraph to the circumstances after consulting the regulations of each applicable
regulatory agency and, if necessary, consult with legal counsel regarding the specific procedures and
requirements necessary to gain confidential treatment.
11 The practitioner should appropriately modify this letter when the engagement has been
conducted in accordance with Statements on Standards for Attestation Engagements and also in
accordance with additional attest requirements specified by a regulatory agency (for example, the
requirements specified in Government Auditing Standards issued by the Comptroller General of the
United States).

12 If the practitioner is not required by law, regulation or engagement contract to provide a
regulator access to the attest documentation but otherwise intends to provide such access (see AU
section 9339.11-.15) the letter should include a statement that: “Management of (name of entity) has
authorized us to provide you access to our attest documentation for (state purpose).”

13 Refer to footnote 6.
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the subject matter or management’s assertion). Our engagement is subject to
the inherent risk that material misstatement of (identify the subject matter or
management’s assertion), if it exists, would not be detected. (The practitioner
may add the following: “In addition, our engagement does not address the
possibility that material misstatement of {identify the subject matter or man
agement’s assertion) may occur in the future.”) The procedures that we per
formed were limited to those agreed to by the specified users, and the sufficiency
of these procedures is solely the responsibility of the specified users of the
report. Further, our engagement does not provide a legal determination on
{name of entity)'s compliance with specified requirements.
The attest documentation was prepared to document agreed-upon procedures
applied, information obtained, and findings reached in the engagement. Ac
cordingly, we make no representation, for your purposes, as to the sufficiency
or appropriateness of the information in our attest documentation. In addition,
any notations, comments, and individual findings appearing on any of the attest
documentation should not be read as an opinion on management’s assertion or
the related subject matter, or any part thereof.

Our engagement was performed for the purpose stated above and was not
performed in contemplation of your (state purpose", for example, “regulatory
examination”). Therefore, items of possible interest to you may not have been
specifically addressed. Accordingly, our engagement, and the attest documen
tation prepared in connection therewith, should not supplant other inquiries
and procedures that should be undertaken by the (name of regulatory agency)
for the purpose of monitoring and regulating (name of client). In addition, we
have not performed any procedures since the date of our report with respect to
the subject matter or management’s assertion related thereto, and significant
events or circumstances may have occurred since that date.
The attest documentation constitutes and reflects procedures performed or
information obtained by us in the course of our engagement. The documents
contain trade secrets and confidential commercial and financial information of
our firm and (name of client) that is privileged and confidential, and we
expressly reserve all rights with respect to disclosures to third parties. Accord
ingly, we request confidential treatment under the Freedom of Information Act
or similar laws and regulations when requests are made for the attest docu
mentation or information contained therein or any documents created by the
(name of regulatory agency) containing information derived therefrom. We
further request that written notice be given to our firm before distribution of
the information in the attest documentation (or copies thereof) to others,
including other governmental agencies, except when such distribution is re
quired by law or regulation.14

[If it is expected that copies will be requested, add the following:
Any copies of our attest documentation we agree to provide you will contain a
legend “Confidential Treatment Requested by (name of practitioner, address,
telephone number).”]
[Firm signature]

[Issue Date: May, 1996; Revised: January, 2001; Revised: January, 2002.]

14 This illustrative paragraph may not in and of itself be sufficient to gain confidential treatment
under the rules and regulations of certain regulatory agencies. The practitioner should consider
tailoring this paragraph to the circumstances after consulting the regulations of each applicable
regulatory agency and, if necessary, consult with legal counsel regarding the specific procedures and
requirements necessary to gain confidential treatment.
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AT Section 201

Agreed-Upon Procedures Engagements
Source: SSAE No. 10; SSAE No. 11.
Effective when the subject matter or assertion is as of or for a period ending on or
after June 1, 2001, unless otherwise indicated.

Introduction and Applicability
.01 This section sets forth attestation standards and provides guidance to
a practitioner concerning performance and reporting in all agreed-upon proce
dures engagements, except as noted in paragraph .02. A practitioner also
should refer to the following sections of this Statement on Standards for
Attestation Engagements (SSAE), which provide additional guidance for cer
tain types of agreed-upon procedures engagements:

a.

Section 301, Financial Forecasts and Projections

b.

Section 601, Compliance Attestation

.02 This section does not apply to the following:1

a.

Situations in which an auditor reports on specified compliance re
quirements based solely on an audit of financial statements, as
addressed in AU section 623, Special Reports, paragraphs .19—.21

b.

Engagements for which the objective is to report in accordance with
AU section 801, Compliance Auditing Considerations in Audits of
Governmental Entities and Recipients of Governmental Financial
Assistance, unless the terms of the engagement specify that the
engagement be performed pursuant to SSAEs

c.

Circumstances covered by AU section 324, Service Organizations,
paragraph .58, when the service auditor is requested to apply sub
stantive procedures to user transactions or assets at the service
organization, and he or she makes specific reference in his or her
service auditor’s report to having carried out designated procedures
(However, this section applies when the service auditor provides a
separate report on the performance of agreed-upon procedures in an
attestation engagement.)

d.

Engagements covered by AU section 634, Letters for Underwriters
and Certain Other Requesting Parties

e.

Certain professional services that would not be considered as falling
under this section as described in section 101, Attest Engagements,
paragraph .04.

1 The Attest Interpretation, “Responding to Requests for Reports on Matters Relating to Sol
vency” (section 9101.23-.33), prohibits the performance of any attest engagements concerning mat
ters of solvency or insolvency.
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Agreed-Upon Procedures Engagements
.03 An agreed-upon procedures engagement is one in which a practitioner
is engaged by a client to issue a report of findings based on specific procedures
performed on subject matter. The client engages the practitioner to assist
specified parties in evaluating subject matter or an assertion as a result of a
need or needs of the specified parties.2 Because the specified parties require
that findings be independently derived, the services of a practitioner are
obtained to perform procedures and report his or her findings. The specified
parties and the practitioner agree upon the procedures to be performed by the
practitioner that the specified parties believe are appropriate. Because the
needs of the specified parties may vary widely, the nature, timing, and extent
of the agreed-upon procedures may vary as well; consequently, the specified
parties assume responsibility for the sufficiency of the procedures since they
best understand their own needs. In an engagement performed under this
section, the practitioner does not perform an examination or a review, as
discussed in section 101, and does not provide an opinion or negative assur
ance.3 (See paragraph .24.) Instead, the practitioner’s report on agreed-upon
procedures should be in the form of procedures and findings. (See paragraph
.31.)
.04 As a consequence of the role of the specified parties in agreeing upon
the procedures performed or to be performed, a practitioner’s report on such
engagements should clearly indicate that its use is restricted to those specified
parties.4 Those specified parties, including the client, are hereinafter referred
to as specified parties.

Standards
.05 The general, fieldwork, and reporting standards for attestation en
gagements as set forth in section 101, together with interpretive guidance
regarding their application as addressed throughout this section, should be
followed by the practitioner in performing and reporting on agreed-upon
procedures engagements.

Conditions for Engagement Performance
.06 The practitioner may perform an agreed-upon procedures attest en
gagement provided that—

a.

The practitioner is independent.

b.

One of the following conditions is met.

(1) The party wishing to engage the practitioner is responsible for
the subject matter, or has a reasonable basis for providing a
written assertion about the subject matter when the nature of
the subject matter is such that a responsible party does not
otherwise exist.
(2) The party wishing to engage the practitioner is not responsible
for the subject matter but is able to provide the practitioner, or
have a third party who is responsible for the subject matter
2 See paragraphs .08 and .09 for a discussion of subject matter and assertion.
3 For guidance on expressing an opinion on specified elements, accounts, or items of a financial
statement based on an audit, see AU section 623.11-.18.

4 See section 101.78-;83 for additional guidance regarding restricted-use reports.
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provide the practitioner with evidence of the third party’s re
sponsibility for the subject matter.
c.

The practitioner and the specified parties agree upon the procedures
performed or to be performed by the practitioner.

d.

The specified parties take responsibility for the sufficiency of the
agreed-upon procedures for their purposes.

e.

The specific subject matter to which the procedures are to be applied
is subject to reasonably consistent measurement.

f.

Criteria to be used in the determination of findings are agreed upon
between the practitioner and the specified parties.

g.

The procedures to be applied to the specific subject matter are
expected to result in reasonably consistent findings using the crite
ria.

h.

Evidential matter related to the specific subject matter to which the
procedures are applied is expected to exist to provide a reasonable
basis for expressing the findings in the practitioner’s report.

i.

Where applicable, the practitioner and the specified parties agree on
any materiality limits for reporting purposes. (See paragraph .25.)

j.

Use of the report is restricted to the specified parties.

k.

For agreed-upon procedures engagements on prospective financial
information, the prospective financial statements include a sum
mary of significant assumptions. (See section 301.52.)

Agreement on and Sufficiency of Procedures
.07 To satisfy the requirements that the practitioner and the specified
parties agree upon the procedures performed or to be performed and that the
specified parties take responsibility for the sufficiency of the agreed-upon
procedures for their purposes, ordinarily the practitioner should communicate
directly with and obtain affirmative acknowledgment from each of the speci
fied parties. For example, this may be accomplished by meeting with the
specified parties or by distributing a draft of the anticipated report or a copy of
an engagement letter to the specified parties and obtaining their agreement.
If the practitioner is not able to communicate directly with all of the specified
parties, the practitioner may satisfy these requirements by applying any one
or more of the following or similar procedures.
•

Compare the procedures to be applied to written requirements of the
specified parties.

•

Discuss the procedures to be applied with appropriate representatives
of the specified parties involved.

•

Review relevant contracts with or correspondence from the specified
parties.

The practitioner should not report on an engagement when specified parties do
not agree upon the procedures performed or to be performed and do not take
responsibility for the sufficiency of the procedures for their purposes. (See
paragraph .36 for guidance on satisfying these requirements when the practi
tioner is requested to add other parties as specified parties after the date of
completion of the agreed-upon procedures.)
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Subject Matter and Related Assertions
.08 The subject matter of an agreed-upon procedures engagement may
take many different forms and may be at a point in time or covering a period
of time. In an agreed-upon procedures engagement, it is the specific subject
matter to which the agreed-upon procedures are to be applied using the criteria
selected. Even though the procedures are agreed upon between the practitioner
and the specified parties, the subject matter and the criteria must meet the
conditions set forth in the third general standard. (See section 101.23 and .24.)
The criteria against which the specific subject matter needs to be measured
may be recited within the procedures enumerated or referred to in the practi
tioner’s report.
.09 An assertion is any declaration or set of declarations about whether
the subject matter is based on or in conformity with the criteria selected. A
written assertion is generally not required in an agreed-upon procedures
engagement unless specifically required by another attest standard (for exam
ple, see section 601.11). If, however, the practitioner requests the responsible
party to provide an assertion, the assertion may be presented in a repre
sentation letter or another written communication from the responsible party,
such as in a statement, narrative description, or schedule appropriately iden
tifying what is being presented and the point in time or the period of time
covered.

Establishing an Understanding With the Client
.10 The practitioner should establish an understanding with the client
regarding the services to be performed. When the practitioner documents the
understanding through a written communication with the client (an engage
ment letter), such communication should be addressed to the client, and in
some circumstances also to all specified parties. Matters that might be in
cluded in such an understanding include the following:
•

The nature of the engagement

•

Identification of the subject matter (or the assertion related thereto),
the responsible party, and the criteria to be used

•

Identification of specified parties (See paragraph .36.)

•

Specified parties’ acknowledgment of their responsibility for the suf
ficiency of the procedures

•

Responsibilities of the practitioner (See paragraphs . 12 to. 14 and .40.)

•

Reference to attestation standards established by the American Insti
tute of Certified Public Accountants (AICPA)

•

Agreement on procedures by enumerating (or referring to) the proce
dures (See paragraphs .15 to .18.)

•

Disclaimers expected to be included in the practitioner’s report

•

Use restrictions

•

Assistance to be provided to the practitioner (See paragraphs .22 and
.23.)

•

Involvement of a specialist (See paragraphs .19 to .21.)

•

Agreed-upon materiality limits (See paragraph .25.)
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Nature, Timing, and Extent of Procedures
Responsibility of the Specified Parties
.11 Specified parties are responsible for the sufficiency (nature, timing,
and extent) of the agreed-upon procedures because they best understand their
own needs. The specified parties assume the risk that such procedures might
be insufficient for their purposes. In addition, the specified parties assume the
risk that they might misunderstand or otherwise inappropriately use findings
properly reported by the practitioner.

Practitioner's Responsibility
.12 The responsibility of the practitioner is to carry out the procedures
and report the findings in accordance with the general, fieldwork, and report
ing standards as discussed and interpreted in this section. The practitioner
assumes the risk that misapplication of the procedures may result in inappro
priate findings being reported. Furthermore, the practitioner assumes the risk
that appropriate findings may not be reported or may be reported inaccurately.
The practitioner’s risks can be reduced through adequate planning and super
vision and due professional care in performing the procedures, determining the
findings, and preparing the report.
.13 The practitioner should have adequate knowledge in the specific
subject matter to which the agreed-upon procedures are to be applied. He or
she may obtain such knowledge through formal or continuing education,
practical experience, or consultation with others.5

.14 The practitioner has no responsibility to determine the differences
between the agreed-upon procedures to be performed and the procedures that
the practitioner would have determined to be necessary had he or she been
engaged to perform another form of attest engagement. The procedures that
the practitioner agrees to perform pursuant to an agreed-upon procedures
engagement may be more or less extensive than the procedures that the
practitioner would determine to be necessary had he or she been engaged to
perform another form of engagement.

Procedures to Be Performed
.15 The procedures that the practitioner and specified parties agree upon
may be as limited or as extensive as the specified parties desire. However, mere
reading of an assertion or specified information about the subject matter does
not constitute a procedure sufficient to permit a practitioner to report on the
results of applying agreed-upon procedures. In some circumstances, the proce
dures agreed upon evolve or are modified over the course of the engagement.
In general, there is flexibility in determining the procedures as long as the
specified parties acknowledge responsibility for the sufficiency of such proce
dures for their purposes. Matters that should be agreed upon include the
nature, timing, and extent of the procedures.
.16 The practitioner should not agree to perform procedures that are
overly subjective and thus possibly open to varying interpretations. Terms of
uncertain meaning (such as general review, limited review, check, or test)
should not be used in describing the procedures unless such terms are defined
within the agreed-upon procedures. The practitioner should obtain evidential
5 Section 601.19 and .20 provide guidance about obtaining an understanding of certain require
ments in an agreed-upon procedures engagement on compliance.
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matter from applying the agreed-upon procedures to provide a reasonable
basis for the finding or findings expressed in his or her report, but need not
perform additional procedures outside the scope of the engagement to gather
additional evidential matter.

.17 Examples of appropriate procedures include the following:

•

Execution of a sampling application after agreeing on relevant pa
rameters

•

Inspection of specified documents evidencing certain types of transac
tions or detailed attributes thereof

•

Confirmation of specific information with third parties

•

Comparison of documents, schedules, or analyses with certain speci
fied attributes

•

Performance of specific procedures on work performed by others
(including the work of internal auditors—see paragraphs .22 and .23)

•

Performance of mathematical computations

.18 Examples of inappropriate procedures include the following:

•

Mere reading of the work performed by others solely to describe their
findings

•

Evaluating the competency or objectivity of another party

•

Obtaining an understanding about a particular subject

•

Interpreting documents outside the scope of the practitioner’s profes
sional expertise

Involvement of a Specialist6
.19 The practitioner’s education and experience enable him or her to be
knowledgeable about business matters in general, but he or she is not expected
to have the expertise of a person trained for or qualified to engage in the
practice of another profession or occupation. In certain circumstances, it may
be appropriate to involve a specialist to assist the practitioner in the perform
ance of one or more procedures. The following are examples.

•

An attorney might provide assistance concerning the interpretation of
legal terminology involving laws, regulations, rules, contracts, or grants.

•

A medical specialist might provide assistance in understanding the
characteristics of diagnosis codes documented in patient medical re
cords.

•

An environmental engineer might provide assistance in interpreting
environmental remedial action regulatory directives that may affect
the agreed-upon procedures applied to an environmental liabilities
account in a financial statement.

6 A specialist is a person (or firm) possessing skill or knowledge in a particular field other than
the attest function. As used herein, a specialist does not include a person employed by the
practitioner’s firm who participates in the attest engagement.
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A geologist might provide assistance in distinguishing between vary
ing physical characteristics of a generic minerals group related to
information to which the agreed-upon procedures are applied.

.20 The practitioner and the specified parties should explicitly agree to
the involvement of the specialist in assisting a practitioner in the performance
of an agreed-upon procedures engagement. This agreement may be reached
when obtaining agreement on the procedures performed or to be performed and
acknowledgment of responsibility for the sufficiency of the procedures, as
discussed in paragraph .07. The practitioner’s report should describe the
nature of the assistance provided by the specialist.
.21 A practitioner may agree to apply procedures to the report or work
product of a specialist that does not constitute assistance by the specialist to
the practitioner in an agreed-upon procedures engagement. For example, the
practitioner may make reference to information contained in a report of a
specialist in describing an agreed-upon procedure. However, it is inappropriate
for the practitioner to agree to merely read the specialist’s report solely to
describe or repeat the findings, or to take responsibility for all or a portion of
any procedures performed by a specialist or the specialist’s work product.

Internal Auditors and Other Personnel
.22 The agreed-upon procedures to be enumerated or referred to in the
practitioner’s report are to be performed entirely by the practitioner except as
discussed in paragraphs .19 to .21.7 However, internal auditors or other
personnel may prepare schedules and accumulate data or provide other infor
mation for the practitioner’s use in performing the agreed-upon procedures.
Also, internal auditors may perform and report separately on procedures that
they have carried out. Such procedures may be similar to those that a practi
tioner may perform under this section.
.23 A practitioner may agree to perform procedures on information docu
mented in the working papers of internal auditors. For example, the practi
tioner may agree to—

•

Repeat all or some of the procedures.

•

Determine whether the internal auditors’ working papers contain
documentation of procedures performed and whether the findings
documented in the working papers are presented in a report by the
internal auditors.

However, it is inappropriate for the practitioner to—
•

Agree to merely read the internal auditors’ report solely to describe or
repeat their findings.

•

Take responsibility for all or a portion of any procedures performed by
internal auditors by reporting those findings as the practitioner’s own.

•

Report in any manner that implies shared responsibility for the
procedures with the internal auditors.

7 AU section 322, The Auditor’s Consideration of the Internal Audit Function in an Audit of
Financial Statements, does not apply to agreed-upon procedures engagements.
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Findings
.24 A practitioner should present the results of applying agreed-upon
procedures to specific subject matter in the form of findings. The practitioner
should not provide negative assurance about whether the subject matter or the
assertion is fairly stated based on the criteria. For example, the practitioner
should not include a statement in his or her report that “nothing came to my
attention that caused me to believe that the [identify subject matter] is not
presented based on [or the assertion is not fairly stated based on] [identify
criteria].”

.25 The practitioner should report all findings from application of the
agreed-upon procedures. The concept of materiality does not apply to findings
to be reported in an agreed-upon procedures engagement unless the definition
of materiality is agreed to by the specified parties. Any agreed-upon material
ity limits should be described in the practitioner’s report.
.26 The practitioner should avoid vague or ambiguous language in report
ing findings. Examples of appropriate and inappropriate descriptions of find
ings resulting from the application of certain agreed-upon procedures follow.

Procedures
Agreed Upon

Appropriate
Description of
Findings

Inappropriate
Description of
Findings

Inspect the shipment
dates for a sample
(agreed-upon) of speci
fied shipping docu
ments, and determine
whether any such
dates were subsequent
to December 31, 20XX.

No shipment dates
shown on the sample
of shipping documents
were subsequent to
December 31, 20XX.

Nothing came to my
attention as a result of
applying that procedure.

Calculate the number
of blocks of streets
paved during the year
ended September 30,
20XX, shown on con
tractors’ certificates of
project completion; com
pare the resultant
number to the number

The number of blocks
of streets paved in the
chart of performance
statistics was Y blocks
more than the number
calculated from the
contractors’ certificates
of project completion.

The number of blocks
of streets paved
approximated the
number of blocks
included in the chart
of performance
statistics.

No exceptions were
found as a result of
applying the procedure.

The resultant
percentage
approximated the
predetermined
percentage in the
identified schedule.

in an identified chart of
performance statistics.
Calculate the rate of
return on a specified
investment (according
to an agreed-upon for
mula) and verify that
the resultant percent
age agrees to the per
centage in an identified
schedule.
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Procedures
Agreed Upon

Appropriate
Description of
Findings

Inspect the quality
standards classifica
tion codes in identified
performance test docu
ments for products pro
duced during a
specified period; com
pare such codes to
those shown in an iden
tified computer printout.

All classification codes
inspected in the
identified documents
were the same as
those shown in the
computer printout
except for the
following:

Trace all outstanding
checks appearing on a
bank reconciliation as
of a certain date to
checks cleared in the
bank statement of the
subsequent month.

All outstanding checks
appearing on the bank
reconciliation were
cleared in the
subsequent month’s
bank statement except
for the following:

Inappropriate
Description of
Findings
All classification codes
appeared to comply
with such performance
documents.

[List all exceptions.]
Nothing came to my
attention as a result of
applying the procedure.

[List all exceptions.]
Compare the amounts
of the invoices in
cluded in the “over
ninety days” column
shown in an identified
schedule of aged ac
counts receivable of a
specific customer as of
a certain date to the
amount and invoice
date shown on the out
standing invoice and
determine whether or
not the invoice dates
precede the date indi
cated on the schedule
by more than ninety
days.

All outstanding invoice
amounts agreed with
the amounts shown on
the schedule in the
“over ninety days”
column, and the dates
shown on such
invoices preceded the
date indicated on the
schedule by more than
ninety days.

The outstanding
invoice amounts
agreed within
approximation of the
amounts shown on the
schedule in the “over
ninety days” column,
and nothing came to
our attention that the
dates shown on such
invoices preceded the
date indicated on the
schedule by more than
ninety days.

Working Papers
[.27-.30] [Paragraphs deleted by the issuance of Statement on Standards
for Attestation Engagements No. 11, January 2002.][8-9]
9] [Footnotes deleted by the issuance of Statement on Standards for Attestation Engagements
[8No. 11, January 2002.]
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Reporting
Required Elements
.31 The practitioner’s report on agreed-upon procedures should be in the
form of procedures and findings. The practitioner’s report should contain the
following elements:
a.

A title that includes the word independent

b.

Identification of the specified parties (See paragraph .36.)

c.

Identification of the subject matter1011
(or the written assertion re
lated thereto) and the character of the engagement

d.

Identification of the responsible party

e.

A statement that the subject matter is the responsibility of the
responsible party

f.

A statement that the procedures performed were those agreed to by
the specified parties identified in the report

g.

A statement that the agreed-upon procedures engagement was con
ducted in accordance with attestation standards established by the
AICPA

h.

A statement that the sufficiency of the procedures is solely the
responsibility of the specified parties and a disclaimer of responsibil
ity for the sufficiency of those procedures

i.

A list of the procedures performed (or reference thereto) and related
findings (The practitioner should not provide negative assurance—
see paragraph .24.)

j.

Where applicable, a description of any agreed-upon materiality lim
its (See paragraph .25.)

k.

A statement that the practitioner was not engaged to and did not
conduct an examination11,12 of the subject matter, the objective of
which would be the expression of an opinion, a disclaimer of opinion
on the subject matter, and a statement that if the practitioner had

10 In some agreed-upon procedures engagements, the practitioner may be asked to apply agreedupon procedures to more than one subject matter or assertion. In these engagements, the practitioner
may issue one report that refers to all subject matter covered or assertions presented. (For example,
see section 601.28.)

11 If the practitioner also wishes to refer to a review, alternate wording would be as follows.
A statement that the practitioner was not engaged to and did not conduct an examination or a
review of the subject matter, the objectives of which would be the expression of an opinion or limited
assurance, a disclaimer of opinion on the subject matter, and a statement that if the practitioner had
performed additional procedures, other matters might have come to his or her attention that would
have been reported.
12 If the subject matter consists of elements, accounts, or items of a financial statement, this
statement may be worded as follows.
We were not engaged to and did not conduct an audit [or a review], the objective of which would
be the expression of an opinion [or limited assurance] on the [identify elements, accounts, or items
of a financial statement].
Accordingly, we do not express such an opinion [or limited assurance]. Alternatively, the wording may
be the following.
These agreed-upon procedures do not constitute an audit [or a review] of financial statements
or any part thereof, the objective of which is the expression of opinion [or limited assurance] on
the financial statements or a part thereof.
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performed additional procedures, other matters might have come to his
or her attention that would have been reported13

l.

A statement of restrictions on the use of the report because it is
intended to be used solely by the specified parties14

m. Where applicable, reservations or restrictions concerning procedures
or findings as discussed in paragraphs .33, .35, .39, and .40
n.

For an agreed-upon procedures engagement on prospective financial
information, all items included in section 301.55

o.

Where applicable, a description of the nature of the assistance
provided by a specialist as discussed in paragraphs .19 through .21

p.

The manual or printed signature of the practitioner’s firm

q.

The date of the report

Illustrative Report
.32 The following is an illustration of an agreed-upon procedures report.

Independent Accountant’s Report
on Applying Agreed-Upon Procedures
To the Audit Committees and Managements of ABC Inc. and XYZ Fund:
We have performed the procedures enumerated below, which were agreed to
by the audit committees and managements of ABC Inc. and XYZ Fund, solely
to assist you in evaluating the accompanying Statement of Investment Per
formance Statistics of XYZ Fund (prepared in accordance with the criteria
specified therein) for the year ended December 31, 20X1. XYZ Fund’s manage
ment is responsible for the statement of investment performance statistics. This
agreed-upon procedures engagement was conducted in accordance with attesta
tion standards established by the American Institute of Certified Public Ac
countants. The sufficiency of these procedures is solely the responsibility of
those parties specified in this report. Consequently, we make no representation
regarding the sufficiency of the procedures described below either for the
purpose for which this report has been requested or for any other purpose.

[Include paragraphs to enumerate procedures and findings.]

We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on the accompanying Statement

13 When the practitioner consents to the inclusion of his or her report on an agreed-upon
procedures engagement in a document or written communication containing the entity’s financial
statements, he or she should refer to AU section 504, Association With Financial Statements, or to
Statement on Standards for Accounting and Review Services (SSARS) No. 1, Compilation and Review
of Financial Statements, as appropriate, for guidance on his or her responsibility pertaining to the
financial statements. The practitioner should follow (a) AU section 504.04 when the financial
statements of a public or nonpublic entity are audited (or reviewed in accordance with AU section
722, Interim Financial Information, or (b) AU section 504.05 when the financial statements of a
public entity are unaudited. The practitioner should follow SSARS No. 1, paragraph 3 when (a) the
financial statements of a nonpublic entity are reviewed or compiled or (b) the financial statements of
a nonpublic entity are not reviewed or compiled and are not submitted by the accountant, as defined
in SSARS No. 1, paragraph 1. (See section 101.82 and .83 for guidance when the practitioner
combines or includes in a document a restricted-use report with a general-use report.) [Footnote
revised, November 2002, to reflect conforming changes necessary due to the issuance of Statement on
Standards for Accounting and Review Services No. 9.]
14 The purpose of the restriction on the use of the practitioner’s report on applying agreed-upon
procedures is to restrict its use to only those parties that have agreed upon the procedures performed
and taken responsibility for the sufficiency of the procedures. Paragraph .36 describes the process for
adding parties who were not originally contemplated in the agreed-upon procedures engagement.
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of Investment Performance Statistics of XYZ Fund. Accordingly, we do not
express such an opinion. Had we performed additional procedures, other matters
might have come to our attention that would have been reported to you.

This report is intended solely for the information and use of the audit commit
tees and managements of ABC Inc. and XYZ Fund,15 and is not intended to be
and should not be used by anyone other than these specified parties.
[Signature]

[Date]

Explanatory Language
.33 The practitioner also may include explanatory language about mat
ters such as the following:

•

Disclosure of stipulated facts, assumptions, or interpretations (includ
ing the source thereof) used in the application of agreed-upon proce
dures (For example, see section 601.26.)

•

Description of the condition of records, controls, or data to which the
procedures were applied

•

Explanation that the practitioner has no responsibility to update his
or her report

•

Explanation of sampling risk

Dating of Report
.34 The date of completion of the agreed-upon procedures should be used
as the date of the practitioner’s report.

Restrictions on the Performance of Procedures
.35 When circumstances impose restrictions on the performance of the
agreed-upon procedures, the practitioner should attempt to obtain agreement
from the specified parties for modification of the agreed-upon procedures.
When such agreement cannot be obtained (for example, when the agreed-upon
procedures are published by a regulatory agency that will not modify the
procedures), the practitioner should describe any restrictions on the perform
ance of procedures in his or her report or withdraw from the engagement.

Adding Specified Parties (Nonparticipant Parties)
.36 Subsequent to the completion of the agreed-upon procedures engage
ment, a practitioner may be requested to consider the addition of another party
as a specified party (a nonparticipant party}. The practitioner may agree to add
a nonparticipant party as a specified party, based on consideration of such
factors as the identity of the nonparticipant party and the intended use of the
report.16 If the practitioner does agree to add the nonparticipant party, he or
she should obtain affirmative acknowledgment, normally in writing, from the
15 The report may list the specified parties or refer the reader to the specified parties listed
elsewhere in the report.
16 When considering whether to add a nonparticipant party, the guidance in AU section 530,
Dating of the Independent Auditor’s Report, paragraphs .06 and .07, may be helpful.
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nonparticipant party agreeing to the procedures performed and of its taking
responsibility for the sufficiency of the procedures. If the nonparticipant party
is added after the practitioner has issued his or her report, the report may be
reissued or the practitioner may provide other written acknowledgment that
the nonparticipant party has been added as a specified party. If the report is
reissued, the report date should not be changed. If the practitioner provides
written acknowledgment that the nonparticipant party has been added as a
specified party, such written acknowledgment ordinarily should state that no
procedures have been performed subsequent to the date of the report.

Written Representations
.37 A practitioner may find a representation letter to be a useful and
practical means of obtaining representations from the responsible party. The
need for such a letter may depend on the nature of the engagement and the
specified parties. For example, section 601.68 requires a practitioner to obtain
written representations from the responsible party in an agreed-upon proce
dures engagement related to compliance with specified requirements.
.38 Examples of matters that might appear in a representation letter
from the responsible party include the following:

a.

A statement acknowledging responsibility for the subject matter and,
when applicable, the assertion

b.

A statement acknowledging responsibility for selecting the criteria
and for determining that such criteria are appropriate for their
purposes

c.

The assertion about the subject matter based on the criteria selected

d.

A statement that all known matters contradicting the subject matter
or the assertion and any communication from regulatory agencies
affecting the subject matter or the assertion has been disclosed to the
practitioner

e.

Availability of all records relevant to the subject matter and the
agreed-upon procedures

f.

Other matters as the practitioner deems appropriate

.39 The responsible party’s refusal to furnish written representations
determined by the practitioner to be appropriate for the engagement consti
tutes a limitation on the performance of the engagement. In such circum
stances, the practitioner should do one of the following.

a.

Disclose in his or her report the inability to obtain representations
from the responsible party.

b.

Withdraw from the engagement.17

c.

Change the engagement to another form of engagement.

Knowledge of Matters Outside Agreed-Upon Procedures
.40 The practitioner need not perform procedures beyond the agreedupon procedures. However, in connection with the application of agreed-upon
procedures, if matters come to the practitioner’s attention by other means that
17 For an agreed-upon procedures engagement performed pursuant to section 601, manage
ment’s refusal to furnish all required representations also constitutes a limitation on the scope of the
engagement that requires the practitioner to withdraw from the engagement.
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significantly contradict the subject matter (or written assertion related
thereto) referred to in the practitioner’s report, the practitioner should include
this matter in his or her report.18 For example, if, during the course of applying
agreed-upon procedures regarding an entity’s internal control, the practitioner
becomes aware of a material weakness by means other than performance of the
agreed-upon procedure, the practitioner should include this matter in his or
her report.

Change to an Agreed-Upon Procedures Engagement
From Another Form of Engagement
.41 A practitioner who has been engaged to perform another form of attest
engagement or a nonattest service engagement may, before the engagement’s
completion, be requested to change the engagement to an agreed-upon proce
dures engagement under this section. A request to change the engagement may
result from a change in circumstances affecting the client’s requirements, a
misunderstanding about the nature of the original services or the alternative
services originally available, or a restriction on the performance of the original
engagement, whether imposed by the client or caused by circumstances.

.42 Before a practitioner who was engaged to perform another form of
engagement agrees to change the engagement to an agreed-upon procedures
engagement, he or she should consider the following:
a.

The possibility that certain procedures performed as part of another
type of engagement are not appropriate for inclusion in an agreedupon procedures engagement

b.

The reason given for the request, particularly the implications of a
restriction on the scope of the original engagement or the matters to
be reported

c.

The additional effort required to complete the original engagement

d.

If applicable, the reasons for changing from a general-use report to
a restricted-use report

.43 If the specified parties acknowledge agreement to the procedures
performed or to be performed and assume responsibility for the sufficiency of
the procedures to be included in the agreed-upon procedures engagement,
either of the following would be considered a reasonable basis for requesting a
change in the engagement—
a.

A change in circumstances that requires another form of engagement

b.

A misunderstanding concerning the nature of the original engage
ment or the available alternatives

.44 In all circumstances, if the original engagement procedures are sub
stantially complete or the effort to complete such procedures is relatively
insignificant, the practitioner should consider the propriety of accepting a
change in the engagement.
18 If the practitioner has performed (or has been engaged to perform) an audit of the entity’s
financial statements to which an element, account, or item of a financial statement relates and the
auditor’s report on such financial statements includes a departure from a standard report [see AU
section 508, Reports on Audited Financial Statements], he or she should consider including a
reference to the auditor’s report and the departure from the standard report in his or her agreed-upon
procedures report.
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.45 If the practitioner concludes, based on his or her professional judg
ment, that there is reasonable justification to change the engagement, and
provided he or she complies with the standards applicable to agreed-upon
procedures engagements, the practitioner should issue an appropriate agreedupon procedures report. The report should not include reference to either the
original engagement or performance limitations that resulted in the changed
engagement. (See paragraph .40.)

Combined Reports Covering Both Restricted-Use and
General-Use Subject Matter or Presentations
.46 When a practitioner performs services pursuant to an engagement to
apply agreed-upon procedures to specific subject matter as part of or in
addition to another form of service, this section applies only to those services
described herein; other Standards would apply to the other services. Other
services may include an audit, review, or compilation of a financial statement,
another attest service performed pursuant to the SSAEs, or a nonattest serv
ice.19 Reports on applying agreed-upon procedures to specific subject matter
may be combined with reports on such other services, provided the types of
services can be clearly distinguished and the applicable Standards for each
service are followed. See section 101.82 and .83, regarding restricting the use
of the combined report.

Effective Date
.47 This section is effective when the subject matter or assertion is as of
or for a period ending on or after June 1, 2001. Early application is permitted.

19 See section 101.105-.107 for requirements relating to attest services provided as part of a
consulting service engagement.
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Appendix

Additional Illustrative Reports
.48

The following are additional illustrations of reporting on applying agreed-upon
procedures to elements, accounts, or items of a financial statement.
1. Report in Connection With a Proposed Acquisition
Independent Accountant’s Report
on Applying Agreed-Upon Procedures
To the Board of Directors and Management of X Company:
We have performed the procedures enumerated below, which were agreed to
by the Board of Directors and Management of X Company, solely to assist you
in connection with the proposed acquisition ofY Company as of December 31,
20XX. Y Company is responsible for its cash and accounts receivable records.
This agreed-upon procedures engagement was conducted in accordance with
attestation standards established by the American Institute of Certified Public
Accountants. The sufficiency of these procedures is solely the responsibility of
the parties specified in this report. Consequently, we make no representation
regarding the sufficiency of the procedures described below either for the
purpose for which this report has been requested or for any other purpose.
The procedures and the associated findings are as follows:

Cash

1.

We obtained confirmation of the cash on deposit from the following
banks, and we agreed the confirmed balance to the amount shown on
the bank reconciliations maintained by Y Company. We mathematically
checked the bank reconciliations and compared the resultant cash
balances per book to the respective general ledger account balances.

Bank

General Ledger
Account Balances as of
December 31, 20XX

ABC National Bank
DEF State Bank
XYZ Trust Company regular account
XYZ Trust Company payroll account

$

5,000
3,776
86,912
5,000

$110,688
We found no exceptions as a result of the procedures.
Accounts Receivable

2.

We added the individual customer account balances shown in an aged
trial balance of accounts receivable (identified as Exhibit A) and com
pared the resultant total with the balance in the general ledger account.

We found no difference.
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We compared the individual customer account balances shown in the
aged trial balance of accounts receivable (Exhibit A) as of December 31,
19XX, to the balances shown in the accounts receivable subsidiary
ledger.

We found no exceptions as a result of the comparisons.

4.

We traced the aging (according to invoice dates) for 50 customer account
balances shown in Exhibit A to the details of outstanding invoices in
the accounts receivable subsidiary ledger. The balances selected for
tracing were determined by starting at the eighth item and selecting
every fifteenth item thereafter.

We found no exceptions in the aging of the amounts of the 50 customer account
balances selected. The sample size traced was 9.8 percent of the aggregate
amount of the customer account balances.

5.

We mailed confirmations directly to the customers representing the 150
largest customer account balances selected from the accounts receivable
trial balance, and we received responses as indicated below. We also
traced the items constituting the outstanding customer account balance
to invoices and supporting shipping documents for customers from
which there, was no reply. As agreed, any individual differences in a
customer account balance of less than $300 were to be considered minor,
and no further procedures were performed.

Of the 150 customer balances confirmed, we received responses from 140
customers; 10 customers did not reply. No exceptions were identified in 120 of
the confirmations received. The differences disclosed in the remaining 20
confirmation replies were either minor in amount (as defined above) or were
reconciled to the customer account balance without proposed adjustment
thereto. A summary of the confirmation results according to the respective
aging categories is as follows.
Accounts Receivable
December 31, 20XX

Aging Categories

Current
Past due:
Less than one month:
One to three months
Over three months

Customer
Account
Balances

Confirmations
Requested

Confirmations
Received

$156,000

$76,000

$65,000

60,000
36,000
48,000

30,000
18,000
48,000

19,000
10,000
8,000

$300,000

$172,000

$102,000

We were not engaged to and did not conduct an audit, the objective of which
would be the expression of an opinion on cash and accounts receivable. Accord
ingly, we do not express such an opinion. Had we performed additional proce
dures, other matters might have come to our attention that would have been
reported to you.

This report is intended solely for the information and use of the board of
directors and management of X Company and is not intended to be and should
not be used by anyone other than these specified parties.

[Signature]
[Date]
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2. Report in Connection With Claims of Creditors

Independent Accountant’s Report
on Applying Agreed-Upon Procedures
To the Trustee of XYZ Company:
We have performed the procedures described below, which were agreed to by
the Trustee of XYZ Company, with respect to the claims of creditors solely to
assist you in determining the validity of claims of XYZ Company as of May 31,
20XX, as set forth in the accompanying Schedule A. XYZ Company is respon
sible for maintaining records of claims submitted by creditors of XYZ Company.
This agreed-upon procedures engagement was conducted in accordance with
attestation standards established by the American Institute of Certified Public
Accountants. The sufficiency of these procedures is solely the responsibility of
the party specified in this report. Consequently, we make no representation
regarding the sufficiency of the procedures described below either for the
purpose for which this report has been requested or for any other purpose.

The procedures and associated findings are as follows:

1.

Compare the total of the trial balance of accounts payable at May 31,
20XX, prepared by XYZ Company, to the balance in the related general
ledger account.

The total of the accounts payable trial balance agreed with the balance
in the related general ledger account.
2.

Compare the amounts for claims received from creditors (as shown in
claim documents provided by XYZ Company) to the respective amounts
shown in the trial balance of accounts payable. Using the data included
in the claims documents and in XYZ Company’s accounts payable detail
records, reconcile any differences found to the accounts payable trial
balance.

All differences noted are presented in column 3 of Schedule A. Except
for those amounts shown in column 4 of Schedule A, all such differences
were reconciled.
3.

Obtain the documentation submitted by creditors in support of the
amounts claimed and compare it to the following documentation in XYZ
Company’s files: invoices, receiving reports, and other evidence of
receipt of goods or services.

No exceptions were found as a result of these comparisons.
We were not engaged to and did not conduct an audit, the objective of which
would be the expression of an opinion on the claims of creditors set forth in the
accompanying Schedule A. Accordingly, we do not express such an opinion. Had
we performed additional procedures, other matters might have come to our
attention that would have been reported to you.
This report is intended solely for the information and use of the Trustee of XYZ
Company and is not intended to be and should not be used by anyone other
than this specified party.

[Signature]
[Date]
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Source: SSAE No. 10; SSAE No. 11.
Effective when the date of the practitioner's report is on or after June 1,2001, unless

otherwise indicated.

Introduction
.01 This section sets forth standards and provides guidance to practi
tioners who are engaged to issue or do issue examination (paragraphs .29 to
.50), compilation (paragraphs .12 to .28), or agreed-upon procedures reports
(paragraphs .51 to .56) on prospective financial statements.
.02 Whenever a practitioner (a) submits, to his or her client or others,
prospective financial statements that he or she has assembled, or assisted in
assembling, that are or reasonably might be expected to be used by another
(third) party1 or (b) reports on prospective financial statements that are, or
reasonably might be expected to be used by another (third) party, the practi
tioner should perform one of the engagements described in the preceding
paragraph. In deciding whether the prospective financial statements are or
reasonably might be expected to be used by a third party, the practitioner may
rely on either the written or oral representation of the responsible party, unless
information comes to his or her attention that contradicts the responsible
party’s representation. If such third-party use of the prospective financial
statements is not reasonably expected, the provisions of this section are not
applicable unless the practitioner has been engaged to examine, compile, or
apply agreed-upon procedures to the prospective financial statements.
.03 This section also provides standards for a practitioner who is engaged
to examine, compile, or apply agreed-upon procedures to partial presentations.
A partial presentation is a presentation of prospective financial information
that excludes one or more of the items required for prospective financial
statements as described in Appendix A [paragraph .68], “Minimum Presenta
tion Guidelines.”
.04 The practitioner who has been engaged to or does compile, examine,
or apply agreed-upon procedures to a partial presentation should perform the
engagement in accordance with the guidance in paragraphs .12 to .28 for
compilations, .29 to .50 for examinations, and .51 to .56 for agreed-upon
procedures, respectively, modified to reflect the nature of the presentation as
discussed in paragraphs .03, .57, and .58.
.05 This section does not provide standards or procedures for engage
ments involving prospective financial statements used solely in connection
with litigation support services. A practitioner may, however, look to these
standards because they provide helpful guidance for many aspects of such
engagements and may be referred to as useful guidance in such engagements.
Litigation support services are engagements involving pending or potential
formal legal proceedings before a trier of fact in connection with the resolution
1 However, paragraph .59 permits an exception to this for certain types of budgets.
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of a dispute between two or more parties, for example, when a practitioner acts
as an expert witness. This exception is provided because, among other things,
the practitioner’s work in such proceedings is ordinarily subject to detailed
analysis and challenge by each party to the dispute. This exception does not
apply, however, if either of the following occur.

a.

The practitioner is specifically engaged to issue or does issue an
examination, a compilation, or an agreed-upon procedures report on
prospective financial statements.

b.

The prospective financial statements are for use by third parties who,
under the rules of the proceedings, do not have the opportunity for
analysis and challenge by each party to a dispute in a legal proceed
ing.

For example, creditors may not have such opportunities when prospective
financial statements are submitted to them to secure their agreement to a plan
of reorganization.
.06 In reporting on prospective financial statements, the practitioner may
be called on to assist the responsible party in identifying assumptions, gather
ing information, or assembling the statements.2 The responsible party is
nonetheless responsible for the preparation and presentation of the prospec
tive financial statements because the prospective financial statements are
dependent on the actions, plans, and assumptions of the responsible party, and
only it can take responsibility for the assumptions. Accordingly, the practi
tioner’s engagement should not be characterized in his or her report or in the
document containing his or her report as including “preparation” of the pro
spective financial statements. A practitioner may be engaged to prepare a
financial analysis of a potential project where the engagement includes obtain
ing the information, making appropriate assumptions, and assembling the
presentation. Such an analysis is not and should not be characterized as a
forecast or projection and would not be appropriate for general use. However,
if the responsible party reviewed and adopted the assumptions and presenta
tion, or based its assumptions and presentation on the analysis, the practi
tioner could perform one of the engagements described in this section and issue
a report appropriate for general use.
.07 The concept of materiality affects the application of this section to
prospective financial statements as materiality affects the application of gen
erally accepted auditing standards (GAAS) to historical financial statements.
Materiality is a concept that is judged in light of the expected range of
reasonableness of the information; therefore, users should not expect prospec
tive information (information about events that have not yet occurred) to be as
precise as historical information.

Definitions
.08 For the purposes of this section the following definitions apply.
a.

Prospective financial statements—Either financial forecasts or finan
cial projections including the summaries of significant assumptions
and accounting policies. Although prospective financial statements

2 Some of these services may not be appropriate if the practitioner is to be named as the person
reporting on an examination in a filing with the Securities and Exchange Commission (SEC). SEC
Release Nos. 33-5992 and 34-15305, “Disclosure of Projections of Future Economic Performance,”
state that for prospective financial statements filed with the commission, “a person should not be
named as an outside reviewer if he actively assisted in the preparation of the projection.”
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may cover a period that has partially expired, statements for periods
that have completely expired are not considered to be prospective
financial statements. Pro forma financial statements and partial
presentations are not considered to be prospective financial state
ments.3

b.

Partial presentation—A presentation of prospective financial infor
mation that excludes one or more of the items required for prospec
tive financial statements as described in Appendix A [paragraph .68],
“Minimum Presentation Guidelines.” Partial presentations are not
ordinarily appropriate for general use; accordingly, partial presen
tations should be restricted for use by specified parties who will be
negotiating directly with the responsible party.

c.

Financial forecast—Prospective financial statements that present,
to the best of the responsible party’s knowledge and belief, an entity’s
expected financial position, results of operations, and cash flows. A
financial forecast is based on the responsible party’s assumptions
reflecting the conditions it expects to exist and the course of action
it expects to take. A financial forecast may be expressed in specific
monetary amounts as a single point estimate of forecasted results or
as a range, where the responsible party selects key assumptions to
form a range within which it reasonably expects, to the best of its
knowledge and belief, the item or items subject to the assumptions
to actually fall. When a forecast contains a range, the range is not
selected in a biased or misleading manner, for example, a range in
which one end is significantly less expected than the other. Minimum
presentation guidelines for prospective financial statements are set
forth in Appendix A [paragraph .68].

d.

Financial projection—Prospective financial statements that present,
to the best of the responsible party’s knowledge and belief, given one
or more hypothetical assumptions, an entity’s expected financial
position, results of operations, and cash flows. A financial projection
is sometimes prepared to present one or more hypothetical courses
of action for evaluation, as in response to a question such as, “What
would happen if. . . ?” A financial projection is based on the respon
sible party’s assumptions reflecting conditions it expects would exist
and the course of action it expects would be taken, given one or more
hypothetical assumptions. A projection, like a forecast, may contain
a range. Minimum presentation guidelines for prospective financial
statements are set forth in Appendix A [paragraph .68].

e.

Entity—Any unit, existing or to be formed, for which financial state
ments could be prepared in accordance with generally accepted
accounting principles (GAAP) or another comprehensive basis of
accounting.4 For example, an entity can be an individual, partner
ship, corporation, trust, estate, association, or governmental unit.

3 The objective of pro forma financial information is to show what the significant effects on the
historical financial information might have been had a consummated or proposed transaction (or
event) occurred at an earlier date. Although the transaction in question may be prospective, this
section does not apply to such presentations because they are essentially historical financial state
ments and do not purport to be prospective financial statements. See section 401, Reporting on Pro
Forma Financial Information.

4 AU section 623, Special Reports, discusses comprehensive bases of accounting other than
GAAP.
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f.

Hypothetical assumption—An assumption used in a financial projec
tion to present a condition or course of action that is not necessarily
expected to occur, but is consistent with the purpose of the projection.

g.

Responsible party—The person or persons who are responsible for
the assumptions underlying the prospective financial statements.
The responsible party usually is management, but it can be persons
outside of the entity who do not currently have the authority to direct
operations (for example, a party considering acquiring the entity).

h.

Assembly—The manual or computer processing of mathematical or
other clerical functions related to the presentation of the prospective
financial statements. Assembly does not refer to the mere reproduc
tion and collation of such statements or to the responsible party’s use
of the practitioner’s computer processing hardware or software.

i.

Key factors—The significant matters on which an entity’s future
results are expected to depend. Such factors are basic to the entity’s
operations and thus encompass matters that affect, among other
things, the entity’s sales, production, service, and financing activi
ties. Key factors serve as a foundation for prospective financial
statements and are the bases for the assumptions.

Uses of Prospective Financial Statements
.09 Prospective financial statements are for either general use or limited
use. General use of prospective financial statements refers to the use of the
statements by persons with whom the responsible party is not negotiating
directly, for example, in an offering statement of an entity’s debt or equity
interests. Because recipients of prospective financial statements distributed
for general use are unable to ask the responsible party directly about the
presentation, the presentation most useful to them is one that portrays, to the
best of the responsible party’s knowledge and belief, the expected results.
Thus, only a financial forecast is appropriate for general use.
.10 Limited use of prospective financial statements refers to the use of
prospective financial statements by the responsible party alone or by the
responsible party and third parties with whom the responsible party is negoti
ating directly. Examples include use in negotiations for a bank loan, submis
sion to a regulatory agency, and use solely within the entity. Third-party
recipients of prospective financial statements intended for limited use can ask
questions of the responsible party and negotiate terms directly with it. Any
type of prospective financial statements that would be useful in the circum
stances would normally be appropriate for limited use. Thus, the presentation
may be a financial forecast or a financial projection.

.11 Because a financial projection is not appropriate for general use, a
practitioner should not consent to the use of his or her name in conjunction
with a financial projection that he or she believes will be distributed to those
who will not be negotiating directly with the responsible party, for example, in
an offering statement of an entity’s debt or equity interests, unless the projec
tion is used to supplement a financial forecast.

Compilation of Prospective Financial Statements
.12 A compilation of prospective financial statements is a professional
service that involves the following:

AT §301.09

Financial Forecasts and Projections

1245

a.

Assembling, to the extent necessary, the prospective financial state
ments based on the responsible party’s assumptions

b.

Performing the required compilation procedures,5 including reading
the prospective financial statements with their summaries of signifi
cant assumptions and accounting policies, and considering whether
they appear to be presented in conformity with AICPA presentation
guidelines6 and not obviously inappropriate

c.

Issuing a compilation report

.13 A compilation is not intended to provide assurance on the prospective
financial statements or the assumptions underlying such statements. Because
of the limited nature of the practitioner’s procedures, a compilation does not
provide assurance that the practitioner will become aware of significant mat
ters that might be disclosed by more extensive procedures, for example, those
performed in an examination of prospective financial statements.
.14 The summary of significant assumptions is essential to the reader’s
understanding of prospective financial statements. Accordingly, the practi
tioner should not compile prospective financial statements that exclude disclo
sure of the summary of significant assumptions. Also, the practitioner should
not compile a financial projection that excludes either (a) an identification of
the hypothetical assumptions or (b) a description of the limitations on the
usefulness of the presentation.
.15 The following standards apply to a compilation of prospective finan
cial statements and to the resulting report.
a.

The compilation should be performed by a person or persons having
adequate technical training and proficiency to compile prospective
financial statements.

b.

Due professional care should be exercised in the performance of the
compilation and the preparation of the report.

c.

The work should be adequately planned, and assistants, if any,
should be properly supervised.

d.

Applicable compilation procedures should be performed as a basis for
reporting on the compiled prospective financial statements. (See
Appendix B [paragraph .69], “Training and Proficiency, Planning
and Procedures Applicable to Compilations,” for the procedures to be
performed.)

e.

The report based on the practitioner’s compilation of prospective
financial statements should conform to the applicable guidance in
paragraphs .18 through .28.

.16 The practitioner should consider, after applying the procedures speci
fied in paragraph .69, whether representations or other information he or she
has received appear to be obviously inappropriate, incomplete, or otherwise
misleading, and if so, the practitioner should attempt to obtain additional or
revised information. If he or she does not receive such information, the practi
tioner should ordinarily withdraw from the compilation engagement.7 (Note
5 See Appendix B [paragraph .69], subparagraph 5, for the required procedures.
6 AICPA presentation guidelines are detailed in the AICPA Audit and Accounting Guide Guide
for Prospective Financial Information.

7 The practitioner need not withdraw from the engagement if the effect of such information on
the prospective financial statement does not appear to be material.
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that the omission of disclosures, other than those relating to significant as
sumptions, would not require the practitioner to withdraw. See paragraph .26.)

Working Papers
[.17] [Paragraph deleted by the issuance of Statement on Standards for
Attestation Engagements No. 11, January 2002.]

Reports on Compiled Prospective Financial Statements
.18 The practitioner’s standard report on a compilation of prospective
financial statements should include the following:
a.

An identification of the prospective financial statements presented
by the responsible party

b.

A statement that the practitioner has compiled the prospective
financial statements in accordance with attestation standards estab
lished by the American Institute of Certified Public Accountants

c.

A statement that a compilation is limited in scope and does not enable
the practitioner to express an opinion or any other form of assurance on
the prospective financial statements or the assumptions

d.

A caveat that the prospective results may not be achieved

e.

A statement that the practitioner assumes no responsibility to up
date the report for events and circumstances occurring after the date
of the report

f.

The manual or printed signature of the practitioner’s firm

g.

The date of the compilation report

.19 The following is the form of the practitioner’s standard report on the
compilation of a forecast that does not contain a range.8
We have compiled the accompanying forecasted balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December 31,
20XX, and for the year then ending, in accordance with attestation standards
established by the American Institute of Certified Public Accountants.9
A compilation is limited to presenting in the form of a forecast information that
is the representation of management10 and does not include evaluation of the
support for the assumptions underlying the forecast. We have not examined
the forecast and, accordingly, do not express an opinion or any other form of
assurance on the accompanying statements or assumptions. Furthermore,
there will usually be differences between the forecasted and actual results,
because events and circumstances frequently do not occur as expected, and
those differences may be material. We have no responsibility to update this
report for events and circumstances occurring after the date of this report.

[Signature]

[Date]
8 The forms of reports provided in this section are appropriate whether the presentation is based
on GAAP or on another comprehensive basis of accounting.
9 When the presentation is summarized as discussed in Appendix A [paragraph .68], this
sentence might read, “We have compiled the accompanying summarized forecast of XYZ Company as
of December 31, 20XX, and for the year then ending in accordance with attestation standards
established by the American Institute of Certified Public Accountants.”
10 If the responsible party is other than management, the references to management in the
standard reports provided in this section should be changed to refer to the party who assumes
responsibility for the assumptions.
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.20 When the presentation is a projection, the practitioner’s compilation
report should include the report elements set forth in paragraph .18. Addition
ally, the report should include a statement describing the special purpose for
which the projection was prepared as well as a separate paragraph that
restricts the use of the report because it is intended to be used solely by the
specified parties. The following is the form of the practitioner’s standard report
on a compilation of a projection that does not contain a range.
We have compiled the accompanying projected balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December 31,
20XX, and for the year then ending, in accordance with attestation standards
established by the American Institute of Certified Public Accountants.11 The
accompanying projection was prepared for [state special purpose, for example,
“the purpose of negotiating a loan to expand XYZ Company’s plant”].

A compilation is limited to presenting in the form of a projection information
that is the representation of management and does not include evaluation of
the support for the assumptions underlying the projection. We have not
examined the projection and, accordingly, do not express an opinion or any other
form of assurance on the accompanying statements or assumptions. Further
more, even if [describe hypothetical assumption, for example, “the loan is
granted and the plant is expanded,”] there will usually be differences between
the projected and actual results, because events and circumstances frequently
do not occur as expected, and those differences may be material. We have no
responsibility to update this report for events and circumstances occurring after
the date of this report.
The accompanying projection and this report are intended solely for the
information and use of [identify specified parties, for example, “XYZ Company
and DEF Bank”] and is not intended to be and should not be used by anyone
other than these specified parties.

[Signature]
[Date]

.21 When the prospective financial statements contain a range, the prac
titioner’s standard report should also include a separate paragraph that states
that the responsible party has elected to portray the expected results of one or
more assumptions as a range. The following is an example of the separate
paragraph to be added to the practitioner’s report when he or she compiles
prospective financial statements, in this case a forecast, that contain a range.

As described in the summary of significant assumptions, management of XYZ
Company has elected to portray forecasted [describe financial statement ele
ment or elements for which the expected results of one or more assumptions fall
within a range, and identify the assumptions expected to fall within a range, for
example, “revenue at the amounts of$X,XXX and $Y,YYY, which is predicated
upon occupancy rates of XXpercent and YYpercent of available apartments,”]
rather than as a single point estimate. Accordingly, the accompanying forecast
presents forecasted financial position, results of operations, and cash flows
[describe one or more assumptions expected to fall within a range, for example,
“at such occupancy rates.”] However, there is no assurance that the actual
11 When the presentation is summarized as discussed in Appendix A [paragraph .68], this
sentence might read as follows.
We have compiled the accompanying summarized projection of XYZ Company as of December 31,
20XX, and for the year then ending in accordance with attestation standards established by the
by the American Institute of Certified Public Accountants.
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results will fall within the range of [describe one or more assumptions expected
to fall within a range, for example, “occupancy rates”] presented.

.22 The date of completion of the practitioner’s compilation procedures
should be used as the date of the report.
.23 A practitioner may compile prospective financial statements for an
entity with respect to which he or she is not independent.12 In such circum
stances, the practitioner should specifically disclose his or her lack of inde
pendence; however, the reason for the lack of independence should not be
described. When the practitioner is not independent, he or she may give the
standard compilation report but should include the following sentence after the
last paragraph.

We are not independent with respect to XYZ Company.
.24 Prospective financial statements may be included in a document that
also contains historical financial statements and the practitioner’s report
thereon.13 In addition, the historical financial statements that appear in the
document may be summarized and presented with the prospective financial
statements for comparative purposes.14 An example of the reference to the
practitioner’s report on the historical financial statements when he or she
audited, reviewed, or compiled those statements is presented below.
[Concluding sentence of last paragraph]

The historical financial statements for the year ended December 31, 20XX,
[from which the historical data are derived] and our report thereon are set forth
on pages XX-XX of this document.

.25 In some circumstances, a practitioner may wish to expand his or her
report to emphasize a matter regarding the prospective financial statements.
Such information may be presented in a separate paragraph of the practi
tioner’s report. However, the practitioner should exercise care that emphasiz
ing such a matter does not give the impression that he or she is expressing
assurance or expanding the degree of responsibility he or she is taking with
respect to such information.15 For example, the practitioner should not include
statements in his or her compilation report about the mathematical accuracy
of the statements or their conformity with presentation guidelines.

Modifications of the Standard Compilation Report
.26 An entity may request a practitioner to compile prospective financial
statements that contain presentation deficiencies or omit disclosures other
12 In making a judgment about whether he or she is independent, the practitioner should be
guided by the AICPA Code of Professional Conduct. Also, see the Auditing Interpretation “Applicabil
ity of Guidance on Reporting When Not Independent,” (AU section 9504.19-.22).
13 The practitioner’s responsibility with respect to those historical financial statements upon
which he or she is not engaged to perform a professional service is described in AU section 504,
Association With Financial Statements, in the case of public entities, and Statement on Standards for
Accounting and Review Services (SSARS) No. 1, Compilation and Review of Financial Statements,
paragraph 3, in the case of nonpublic entities. [Footnote revised, November 2002, to reflect conform
ing changes necessary due to the issuance of Statement on Standards for Accounting and Review
Services No. 9.]
14 AU section 552, Reporting on Condensed Financial Statements and Selected Financial Data,
discusses the practitioner’s report where summarized financial statements are derived from audited
statements that are not included in the same document.

15 However, the practitioner may provide assurance on tax matters in order to comply with the
requirements of regulations governing practice before the Internal Revenue Service (IRS) contained
in 31 CFR pt. 10 (Treasury Department Circular No. 230).
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than those relating to significant assumptions. The practitioner may compile
such prospective financial statements provided the deficiency or omission is
clearly indicated in his or her report and is not, to his or her knowledge,
undertaken with the intention of misleading those who might reasonably be
expected to use such statements.
.27 Notwithstanding the preceding, if the compiled prospective financial
statements are presented on a comprehensive basis of accounting other than
GAAP and do not include disclosure of the basis of accounting used, the basis
should be disclosed in the practitioner’s report.

.28 The following is an example of a paragraph that should be added to a
report on compiled prospective financial statements, in this case a financial
forecast, in which the summary of significant accounting policies has been
omitted.
Management has elected to omit the summary of significant accounting policies
required by the guidelines for presentation of a forecast established by the
American Institute of Certified Public Accountants. If the omitted disclosures
were included in the forecast, they might influence the user’s conclusions about
the Company’s financial position, results of operations, and cash flows for the
forecast period. Accordingly, this forecast is not designed for those who are not
informed about such matters.

Examination of Prospective Financial Statements
.29 An examination of prospective financial statements is a professional
service that involves—
a.

Evaluating the preparation of the prospective financial statements.

b.

Evaluating the support underlying the assumptions.

c.

Evaluating the presentation of the prospective financial statements
for conformity with AICPA presentation guidelines.16

d.

Issuing an examination report.

.30 As a result of his or her examination, the practitioner has a basis for
reporting on whether, in his or her opinion—

a.

The prospective financial statements are presented in conformity
with AICPA guidelines.

b.

The assumptions provide a reasonable basis for the responsible
party’s forecast, or whether the assumptions provide a reasonable
basis for the responsible party’s projection given the hypothetical
assumptions.

.31 The practitioner should follow the general, fieldwork, and reporting
standards for attestation engagements as set forth in section 101, Attest
Engagements, in performing an examination of prospective financial state
ments and reporting thereon. (See paragraph .70 for standards concerning
such technical training and proficiency, planning the examination engage
ment, and the types of procedures a practitioner should perform to obtain
sufficient evidence for his or her examination report.)
16 AICPA presentation guidelines are detailed in the AICPA Audit and Accounting Guide Guide
for Prospective Financial Information.
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[.32]
[Paragraph deleted by the issuance of Statement on Standards for
Attestation Engagements No. 11, January 2002.]

Reports on Examined Prospective Financial Statements
.33 The practitioner’s standard report on an examination of prospective
financial statements should include the following:
a.

A title that includes the word independent

b.

An identification of the prospective financial statements presented

c.

An identification of the responsible party and a statement that the
prospective financial statements are the responsibility of the respon
sible party

d.

A statement that the practitioner’s responsibility is to express an
opinion on the prospective financial statements based on his or her
examination

e.

A statement that the examination of the prospective financial state
ments was conducted in accordance with attestation standards es
tablished by the American Institute of Certified Public Accountants
and, accordingly, included such procedures as the practitioner con
sidered necessary in the circumstances

f.

A statement that the practitioner believes that the examination
provides a reasonable basis for his or her opinion

g.

The practitioner’s opinion that the prospective financial statements
are presented in conformity with AICPA presentation guidelines and
that the underlying assumptions provide a reasonable basis for the
forecast or a reasonable basis for the projection given the hypotheti
cal assumptions17

h.

A caveat that the prospective results may not be achieved

i.

A statement that the practitioner assumes no responsibility to up
date the report for events and circumstances occurring after the date
of the report

j.

The manual or printed signature of the practitioner’s firm

k.

The date of the examination report

.34 The following is the form of the practitioner’s standard report on an
examination of a forecast that does not contain a range.

Independent Accountant’s Report
We have examined the accompanying forecasted balance sheet, statements of
income, retained earnings, and cash flows ofXYZ Company as of December 31,
20XX, and for the year then ending.18 XYZ Company’s management is respon
sible for the forecast. Our responsibility is to express an opinion on the forecast
based on our examination.

17 The practitioner’s report need not comment on the consistency of the application of accounting
principles as long as the presentation of any change in accounting principles is in conformity with
AICPA presentation guidelines as detailed in the AICPA Audit and Accounting Guide Guide for
Prospective Financial Information.

18 When the presentation is summarized as discussed in Appendix A [paragraph .68], this
sentence might read, “We have examined the accompanying summarized forecast ofXYZ Company as
of December 31, 20XX, and for the year then ending.”
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Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included such procedures as we considered necessary to evaluate
both the assumptions used by management and the preparation and presenta
tion of the forecast. We believe that our examination provides a reasonable
basis for our opinion.
In our opinion, the accompanying forecast is presented in conformity with
guidelines for presentation of a forecast established by the American Institute
of Certified Public Accountants, and the underlying assumptions provide a
reasonable basis for management’s forecast. However, there will usually be
differences between the forecasted and actual results, because events and
circumstances frequently do not occur as expected, and those differences may
be material. We have no responsibility to update this report for events and
circumstances occurring after the date of this report.

[Signature]
[Date]

.35 When a practitioner examines a projection, his or her opinion regard
ing the assumptions should be conditioned on the hypothetical assumptions;
that is, he or she should express an opinion on whether the assumptions
provide a reasonable basis for the projection given the hypothetical assump
tions. The practitioner’s examination report on a projection should include the
report elements set forth in paragraph .33. Additionally, the report should
include a statement describing the special purpose for which the projection was
prepared as well a separate paragraph that restricts the use of the report
because it is intended to be used solely by specified parties. The following is the
form of the practitioner’s standard report on an examination of a projection
that does not contain a range.
Independent Accountant’s Report
We have examined the accompanying projected balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December 31,
20XX, and for the year then ending.19 XYZ Company’s management is respon
sible for the projection, which was prepared for [state special purpose, for
example, “the purpose of negotiating a loan to expand XYZ Company’s plant”].
Our responsibility is to express an opinion on the projection based on our
examination.

Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included such procedures as we considered necessary to evaluate
both the assumptions used by management and the preparation and presenta
tion of the projection. We believe that our examination provides a reasonable
basis for our opinion.

In our opinion, the accompanying projection is presented in conformity with
guidelines for presentation of a projection established by the American Insti
tute of Certified Public Accountants, and the underlying assumptions provide
a reasonable basis for management’s projection [describe the hypothetical
assumption, for example, “assuming the granting of the requested loan for the
purpose of expanding XYZ Company’s plant as described in the summary of
significant assumptions.”] However, even if [describe hypothetical assumption,
19 When the presentation is summarized as discussed in Appendix A [paragraph .68], this
sentence might read, “We have examined the accompanying summarized projection of XYZ Company
as of December 31, 20XX, and for the year then ending.”
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for example, “the loan is granted and the plant is expanded,”], there will usually
be differences between the projected and actual results, because events and
circumstances frequently do not occur as expected, and those differences may
be material. We have no responsibility to update this report for events and
circumstances occurring after the date of this report.
The accompanying projection and this report are intended solely for the
information and use of [identify specified parties, for example, “XYZ Company
and DEF National Bank”] and is not intended to be and should not be used by
anyone other than these specified parties.

[Signature]
[Date]

.36 When the prospective financial statements contain a range, the prac
titioner’s standard report should also include a separate paragraph that states
that the responsible party has elected to portray the expected results of one or
more assumptions as a range. The following is an example of the separate
paragraph to be added to the practitioner’s report when he or she examines
prospective financial statements, in this case a forecast, that contain a range.
As described in the summary of significant assumptions, management of XYZ
Company has elected to portray forecasted [describe financial statement ele
ment or elements for which the expected results of one or more assumptions fall
within a range, and identify assumptions expected to fall within a range, for
example, “revenue at the amounts of $X,XXX and $Y,YYY, which is predicated
upon occupancy rates of XX percent and YY percent of available apartments,”]
rather than as a single point estimate. Accordingly, the accompanying forecast
presents forecasted financial position, results of operations, and cash flows
[describe one or more assumptions expected to fall within a range, for example,
“at such occupancy rates.”] However, there is no assurance that the actual
results will fall within the range of [describe one or more assumptions expected
to fall within a range, for example, “occupancy rates’”] presented.

.37 The date of completion of the practitioner’s examination procedures
should be used as the date of the report.

Modifications to the Practitioner's Opinion20
.38 The following circumstances result in the following types of modified
practitioner’s report involving the practitioner’s opinion.

a.

If, in the practitioner’s opinion, the prospective financial statements
depart from AICPA presentation guidelines, he or she should express
a qualified opinion (see paragraph .39) or an adverse opinion. (See
paragraph .41.)21 However, if the presentation departs from the
presentation guidelines because it fails to disclose assumptions that
appear to be significant, the practitioner should express an adverse
opinion. (See paragraphs .41 and .42.)

20 Paragraphs .38 through .44 describe circumstances in which the practitioner’s standard report
on prospective financial statements may require modification. The guidance for modifying the
practitioner’s standard report is generally applicable to partial presentations. Also, depending on the
nature of the presentation, the practitioner may decide to disclose that the partial presentation is not
intended to be a presentation of financial position, results of operations, or cash flows. Illustrative
reports on partial presentations may be found in the AICPA Audit and Accounting Guide Guide for
Prospective Financial Information.
21 However, the practitioner may issue the standard examination report on a financial forecast
filed with the SEC that meets the presentation requirements of article XI of Regulation S-X.
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b.

If the practitioner believes that one or more significant assumptions
do not provide a reasonable basis for the forecast, or a reasonable
basis for the projection given the hypothetical assumptions, he or she
should express an adverse opinion. (See paragraph .41.)

c.

If the practitioner’s examination is affected by conditions that pre
clude application of one or more procedures he or she considers
necessary in the circumstances, he or she should disclaim an opinion
and describe the scope limitation in his or her report. (See paragraph
.43.)

.39 Qualified Opinion. In a qualified opinion, the practitioner should
state, in a separate paragraph, all substantive reasons for modifying his or her
opinion and describe the departure from AICPA presentation guidelines. His
or her opinion should include the words “except” or “exception” as the qualify
ing language and should refer to the separate explanatory paragraph. The
following is an example of an examination report on a forecast that is at
variance with AICPA guidelines for presentation of a financial forecast.

Independent Accountant’s Report
We have examined the accompanying forecasted balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December 31,
20XX, and for the year then ending. XYZ Company’s management is responsible
for the forecast. Our responsibility is to express an opinion on the forecast based
on our examination.
Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included such procedures as we considered necessary to evaluate
both the assumptions used by management and the preparation and presenta
tion of the forecast. We believe that our examination provides a reasonable
basis for our opinion.

The forecast does not disclose significant accounting policies. Disclosure of such
policies is required by guidelines for presentation of a forecast established by
the American Institute of Certified Public Accountants.
In our opinion, except for the omission of the disclosure of the significant
accounting policies as discussed in the preceding paragraph, the accompanying
forecast is presented in conformity with guidelines for a presentation of a
forecast established by the American Institute of Certified Public Accountants
and the underlying assumptions provide a reasonable basis for management’s
forecast. However, there will usually be differences between the forecasted and
actual results, because events and circumstances frequently do not occur as
expected, and those differences may be material. We have no responsibility to
update this report for events and circumstances occurring after the date of this
report.

[Signature]
[Date]

.40 Because of the nature, sensitivity, and interrelationship of prospec
tive information, a reader would find a practitioner’s report qualified for a
measurement departure,22 the reasonableness of the underlying assumptions,
or a scope limitation difficult to interpret. Accordingly, the practitioner should
22 An example of a measurement departure is the failure to capitalize a capital lease in a forecast
where the historical financial statements for the prospective period are expected to be presented in
conformity with GAAP.
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not express his or her opinion about these items with language such as “except
for . . ” or “subject to the effects of. . . .” Rather, when a measurement depar
ture, an unreasonable assumption, or a limitation on the scope of the practi
tioner’s examination has led him or her to conclude that he or she cannot issue
an unqualified opinion, he or she should issue the appropriate type of modified
opinion described in paragraphs .41 through .44.

.41 Adverse Opinion. In an adverse opinion the practitioner should state,
in a separate paragraph, all of the substantive reasons for his or her adverse
opinion. His or her opinion should state that the presentation is not in conform
ity with presentation guidelines and should refer to the explanatory para
graph. When applicable, his or her opinion paragraph should also state that,
in the practitioner’s opinion, the assumptions do not provide a reasonable basis
for the prospective financial statements. An example of an adverse opinion on
an examination of prospective financial statements is set forth below. In this
case, a financial forecast was examined and the practitioner’s opinion was that
a significant assumption was unreasonable. The example should be revised as
appropriate for a different type of presentation or if the adverse opinion is
issued because the statements do not conform to the presentation guidelines.

Independent Accountant’s Report
We have examined the accompanying forecasted balance sheet, statements of
income, retained earnings, and cash flows of XYZ Company as of December 31,
20XX, and for the year then ending. XYZ Company’s management is responsible
for the forecast. Our responsibility is to express an opinion on the forecast based
on our examination.

Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included such procedures as we considered necessary to evaluate
both the assumptions used by management and the preparation and presenta
tion of the forecast. We believe that our examination provides a reasonable
basis for our opinion.

As discussed under the caption “Sales” in the summary of significant forecast
assumptions, the forecasted sales include, among other things, revenue from
the Company’s federal defense contracts continuing at the current level. The
Company’s present federal defense contracts will expire in March 20XX. No
new contracts have been signed and no negotiations are under way for new
federal defense contracts. Furthermore, the federal government has entered
into contracts with another company to supply the items being manufactured
under the Company’s present contracts.
In our opinion, the accompanying forecast is not presented in conformity with
guidelines for presentation of a financial forecast established by the American
Institute of Certified Public Accountants because management’s assumptions,
as discussed in the preceding paragraph, do not provide a reasonable basis for
management’s forecast. We have no responsibility to update this report for
events or circumstances occurring after the date of this report.

[Signature]
[Date]

A2 If the presentation, including the summary of significant assump
tions, fails to disclose assumptions that, at the time, appear to be significant,
the practitioner should describe the assumptions in his or her report and
express an adverse opinion. The practitioner should not examine a presenta
tion that omits all disclosures of assumptions. Also, the practitioner should not
examine a financial projection that omits (a) an identification of the hypotheti
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cal assumptions or (b) a description of the limitations on the usefulness of the
presentation.

.43 Disclaimer of Opinion. In a disclaimer of opinion, the practitioner’s
report should indicate, in a separate paragraph, the respects in which the
examination did not comply with standards for an examination. The practi
tioner should state that the scope of the examination was not sufficient to
enable him or her to express an opinion with respect to the presentation or the
underlying assumptions, and his or her disclaimer of opinion should include a
direct reference to the explanatory paragraph. The following is an example of
a report on an examination of prospective financial statements, in this case a
financial forecast, for which a significant assumption could not be evaluated.
Independent Accountant’s Report
We were engaged to examine the accompanying forecasted balance sheet,
statements of income, retained earnings, and cash flows ofXYZ Company as of
December 31,20XX, and for the year then ending. XYZ Company’s management
is responsible for the forecast.

As discussed under the caption “Income From Investee” in the summary of
significant forecast assumptions, the forecast includes income from an equity
investee constituting 23 percent of forecasted net income, which is manage
ment’s estimate of the Company’s share of the investee’s income to be accrued
for 20XX. The investee has not prepared a forecast for the year ending
December 31, 20XX, and we were therefore unable to obtain suitable support
for this assumption.

Because, as described in the preceding paragraph, we are unable to evaluate
management’s assumption regarding income from an equity investee and other
assumptions that depend thereon, the scope of our work was not sufficient to
express, and we do not express, an opinion with respect to the presentation of
or the assumptions underlying the accompanying forecast. We have no respon
sibility to update this report for events and circumstances occurring after the
date of this report.
[Signature]

[Date]

.44 When there is a scope limitation and the practitioner also believes
there are material departures from the presentation guidelines, those depar
tures should be described in the practitioner’s report.

Other Modifications to the Standard Examination Report
.45 The circumstances described below, although not necessarily result
ing in modifications to the practitioner’s opinion, would result in the following
types of modifications to the standard examination report.
.46 Emphasis of a Matter. In some circumstances, the practitioner may
wish to emphasize a matter regarding the prospective financial statements but
nevertheless intends to express an unqualified opinion. The practitioner may
present other information and comments he or she wishes to include, such as
explanatory comments or other informative material, in a separate paragraph
of his or her report.
.47 Evaluation Based in Part on a Report of Another Practitioner. When
more than one practitioner is involved in the examination, the guidance
provided for that situation in connection with examinations of historical finan
cial statements is generally applicable. When the principal practitioner decides
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to refer to the report of another practitioner as a basis, in part, for his or her
own opinion, he or she should disclose that fact in stating the scope of the
examination and should refer to the report of the other practitioner in express
ing his or her opinion. Such a reference indicates the division of responsibility
for the performance of the examination.

.48 Comparative Historical Financial Information. Prospective financial
statements may be included in a document that also contains historical finan
cial statements and a practitioner’s report thereon.23 In addition, the historical
financial statements that appear in the document may be summarized and
presented with the prospective financial statements for comparative pur
poses.24 An example of the reference to the practitioner’s report on the histori
cal financial statements when he or she audited, reviewed, or compiled those
statements is presented in paragraph .24.
.49 Reporting When the Examination Is Part of a Larger Engagement.
When the practitioner’s examination of prospective financial statements is
part of a larger engagement, for example, a financial feasibility study or
business acquisition study, it is appropriate to expand the report on the
examination of the prospective financial statements to describe the entire
engagement.
.50 The following is a report that might be issued when a practitioner
chooses to expand his or her report on a financial feasibility study.25
Independent Accountant’s Report
a.

The Board of Directors
Example Hospital
Example, Texas

b.

We have prepared a financial feasibility study of Example Hospital’s (the
Hospital’s) plans to expand and renovate its facilities. The study was
undertaken to evaluate the ability of the Hospital to meet its operating
expenses, working capital needs, and other financial requirements, includ
ing the debt service requirements associated with the proposed $25,000,000
[legal title of bonds] issue, at an assumed average annual interest rate of
10.0 percent during the five years ending December 31, 20X6.

c.

The proposed capital improvements program (the Program) consists of a
new two-level addition, which is to provide fifty additional medical-surgical
beds, increasing the complement to 275 beds. In addition, various admin
istrative and support service areas in the present facilities are to be
remodeled. The Hospital administration anticipates that construction is to
begin June 30, 20X2, and to be completed by December 31, 20X3.

23 The practitioner’s responsibility with respect to those historical financial statements upon
which he or she is not engaged to perform a professional service is described in AU section 504, in the
case of public entities, and SSARS No. 1, paragraph 3, in the case of nonpublic entities. [Footnote
revised, November 2002, to reflect conforming changes necessary due to the issuance of Statement on
Standards for Accounting and Review Services No. 9.]
24 AU section 552 discusses the practitioner’s report for summarized financial statements de
rived from audited financial statements that are not included in the same document.
25 Although the entity referred to in the report is a hospital, the form of report is also applicable
to other entities such as hotels or stadiums. Also, although the illustrated report format and language
should not be departed from in any significant way, the language used should be tailored to fit the
circumstances that are unique to a particular engagement (for example, the description of the
proposed capital improvement program, paragraph c; the proposed financing of the program, para
graphs b and d; the specific procedures applied by the practitioner, paragraph e; and any explanatory
comments included in emphasis-of-a-matter paragraphs, paragraph i, which deals with general
matter; and paragraph j, which deals with specific matters).
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d.

The estimated total cost of the Program is approximately $30,000,000. It
is assumed that the $25,000,000 of revenue bonds that the Example
Hospital Finance Authority proposes to issue would be the primary source
of funds for the Program. The responsibility for payment of debt service on
the bonds is solely that of the Hospital. Other necessary funds to finance
the Program are assumed to be provided from the Hospital’s funds, from a
local fund drive, and from interest earned on funds held by the bond trustee
during the construction period.

e.

Our procedures included analysis of the following:

• Program history, objectives, timing, and financing

• The future demand for the Hospital’s services, including consideration
of the following:
— Economic and demographic characteristics of the Hospital’s defined
service area
— Locations, capacities, and competitive information pertaining to
other existing and planned area hospitals
— Physician support for the Hospital and its programs
— Historical utilization levels
• Planning agency applications and approvals
• Construction and equipment costs, debt service requirements, and
estimated financing costs
• Staffing patterns and other operating considerations

• Third-party reimbursement policy and history
• Revenue/expense/volume relationships
f.

We also participated in gathering other information, assisted management
in identifying and formulating its assumptions, and assembled the accom
panying financial forecast based on those assumptions.

g.

The accompanying financial forecast for the annual periods ending Decem
ber 31, 20X2, through 20X6, is based on assumptions that were provided
by or reviewed with and approved by management. The financial forecast
includes the following:
• Balance sheets
• Statements of operations

• Statements of cash flows

• Statements of changes in net assets
h.

We have examined the financial forecast. Example Hospital’s management
is responsible for the forecast. Our responsibility is to express an opinion
on the forecast based on our examination. Our examination was conducted
in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included such
procedures as we considered necessary to evaluate both the assumptions
used by management and the preparation and presentation of the forecast.
We believe that our examination provides a reasonable basis for our
opinion.

i.

Legislation and regulations at all levels of government have affected and
may continue to affect revenues and expenses of hospitals. The financial
forecast is based on legislation and regulations currently in effect. If future
legislation or regulations related to hospital operations are enacted, such
legislation or regulations could have a material effect on future operations.

j.

The interest rate, principal payments, Program costs, and other financing
assumptions are described in the section entitled “Summary of Significant
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Forecast Assumptions and Rationale.” If actual interest rates, principal
payments, and funding requirements are different from those assumed, the
amount of the bond issue and debt service requirements would need to be
adjusted accordingly from those indicated in the forecast. If such interest
rates, principal payments, and funding requirements are lower than those
assumed, such adjustments would not adversely affect the forecast.

k.

Our conclusions are presented below.
• In our opinion, the accompanying financial forecast is presented in
conformity with guidelines for presentation of a financial forecast
established by the American Institute of Certified Public Accountants.

• In our opinion, the underlying assumptions provide a reasonable basis
for management’s forecast. However, there will usually be differences
between the forecasted and actual results, because events and circum
stances frequently do not occur as expected, and those differences may
be material.

• The accompanying financial forecast indicates that sufficient funds
could be generated to meet the Hospital’s operating expenses, working
capital needs, and other financial requirements, including the debt
service requirements associated with the proposed $25,000,000 bond
issue, during the forecast periods. However, the achievement of any
financial forecast is dependent on future events, the occurrence of which
cannot be assured.
We have no responsibility to update this report for events and circum
stances occurring after the date of this report.

l.

[Signature]
[Date]

Applying Agreed-Upon Procedures to Prospective

Financial Statements
.51 The practitioner who accepts an engagement to apply agreed-upon
procedures to prospective financial statements should follow the general,
fieldwork, and reporting standards for attest engagements set forth in section
101 and the guidance set forth herein and in section 201, Agreed-Upon Proce
dures Engagements.

.52 A practitioner may perform an agreed-upon procedures attest engage
ment on prospective financial statements26 provided the following conditions
are met.
a.

The practitioner is independent.

b.

The practitioner and the specified parties agree upon the procedures
performed or to be performed by the practitioner.

c.

The specified parties take responsibility for the sufficiency of the
agreed-upon procedures for their purposes.

d.

The prospective financial statements include a summary of signifi
cant assumptions.

26 Practitioners should follow the guidance in AU section 634, Letters for Underwriters and
Certain Other Requesting Parties, when requested to perform agreed-upon procedures on a forecast
and report thereon in a letter for an underwriter.
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e.

The prospective financial statements to which the procedures are to
be applied are subject to reasonably consistent evaluation against
criteria that are suitable and available to the specified parties.

f.

Criteria to be used in the determination of findings are agreed upon
between the practitioner and the specified parties.27

g.

The procedures to be applied to the prospective financial statements
are expected to result in reasonably consistent findings using the
criteria.

h.

Evidential matter related to the prospective financial statements to
which the procedures are applied is expected to exist to provide a
reasonable basis for expressing the findings in the practitioner’s
report.

i.

Where applicable, the practitioner and the specified users agree on
any agreed-upon materiality limits for reporting purposes. (See
section 201.25.)

j.

Use of the report is to be restricted to the specified parties.28

.53 Generally, the practitioner’s procedures may be as limited or as
extensive as the specified parties desire, as long as the specified parties take
responsibility for their sufficiency. However, mere reading of prospective fi
nancial statements does not constitute a procedure sufficient to permit a
practitioner to report on the results of applying agreed-upon procedures to such
statements. (See section 201.15.)
.54 To satisfy the requirements that the practitioner and the specified
parties agree upon the procedures performed or to be performed and that the
specified parties take responsibility for the sufficiency of the agreed-upon
procedures for their purposes, ordinarily the practitioner should communicate
directly with and obtain affirmative acknowledgment from each of the speci
fied parties. For example, this may be accomplished by meeting with the
specified parties or by distributing a draft of the anticipated report or a copy of
an engagement letter to the specified parties and obtaining their agreement.
If the practitioner is not able to communicate directly with all of the specified
parties, the practitioner may satisfy these requirements by applying any one
or more of the following or similar procedures:
•

Compare the procedures to be applied to written requirements of the
specified parties.

•

Discuss the procedures to be applied with appropriate representatives
of the specified parties involved.

•

Review relevant contracts with or correspondence from the specified
parties.

The practitioner should not report on an engagement when specified parties do
not agree upon the procedures performed or to be performed and do not take
responsibility for the sufficiency of the procedures for their purposes. (See
27 For example, accounting principles and other presentation criteria as discussed in chapter 8,
“Presentation Guidelines,” of the AICPA Audit and Accounting Guide Guide for Prospective Financial
Information.
28 In some cases, restricted-use reports filed with regulatory agencies are required by law or
regulation to be made available to the public as a matter of public record. Also, a regulatory agency
as part of its oversight responsibility for an entity may require access to restricted-use reports in
which they are not named as a specified party. (See section 101.79.)
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section 201.36 for guidance on satisfying these requirements when the practi
tioner is requested to add other parties as specified parties after the date of
completion of the agreed-upon procedures.)

Reports on the Results of Applying Agreed-Upon Procedures
.55 The practitioner’s report on the results of applying agreed-upon pro
cedures should be in the form of procedures and findings. The practitioner’s
report should contain the following elements:
a.

A title that includes the word independent

b.

Identification of the specified parties

c.

Reference to the prospective financial statements covered by the
practitioner’s report and the character of the engagement

d.

A statement that the procedures performed were those agreed to by
the specified parties identified in the report

e.

Identification of the responsible party and a statement that the
prospective financial statements are the responsibility of the respon
sible party

f.

A statement that the agreed-upon procedures engagement was con
ducted in accordance with attestation standards established by the
American Institute of Certified Public Accountants

g.

A statement that the sufficiency of the procedures is solely the
responsibility of the specified parties and a disclaimer of responsibil
ity for the sufficiency of those procedures

h.

A list of the procedures performed (or reference thereto) and related
findings (The practitioner should not provide negative assurance—
see section 201.24.)

i.

Where applicable, a description of any agreed-upon materiality lim
its (See section 201.25.)

j.

A statement that the practitioner was not engaged to and did not
conduct an examination of prospective financial statements; a dis
claimer of opinion on whether the presentation of the prospective
financial statements is in conformity with AICPA presentation
guidelines and on whether the underlying assumptions provide a
reasonable basis for the forecast, or a reasonable basis for the
projection given the hypothetical assumptions; and a statement that
if the practitioner had performed additional procedures, other mat
ters might have come to his or her attention that would have been
reported

k.

A statement of restrictions on the use of the report because it is
intended to be used solely by the specified parties

l.

Where applicable, reservations or restrictions concerning procedures
or findings as discussed in section 201.33, .35, .39, and .40

m.

A caveat that the prospective results may not be achieved

n.

A statement that the practitioner assumes no responsibility to up
date the report for events and circumstances occurring after the date
of the report

o.

Where applicable, a description of the nature of the assistance
provided by a specialist as discussed in section 201.19-.21
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p.

The manual or printed signature of the practitioner’s firm

q.

The date of the report

.56 The following illustrates a report on applying agreed-upon procedures
to the prospective financial statements. (See section 201.)

Independent Accountant’s Report
on Applying Agreed-Upon Procedures
Board of Directors—XYZ Corporation

Board of Directors—ABC Company
At your request, we have performed certain agreed-upon procedures, as enu
merated below, with respect to the forecasted balance sheet and the related
forecasted statements of income, retained earnings, and cash flows of DEF
Company, a subsidiary of ABC Company, as of December 31, 20XX, and for the
year then ending. These procedures, which were agreed to by the Boards of
Directors of XYZ Corporation and ABC Company, were performed solely to
assist you in evaluating the forecast in connection with the proposed sale of
DEF Company to XYZ Corporation. DEF Company’s management is responsi
ble for the forecast.
This agreed-upon procedures engagement was conducted in accordance with
attestation standards established by the American Institute of Certified Public
Accountants. The sufficiency of these procedures is solely the responsibility of
the specified parties. Consequently, we make no representation regarding the
sufficiency of the procedures described below either for the purpose for which
this report has been requested or for any other purpose.

[Include paragraphs to enumerate procedures and findings.]
We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on the accompanying prospective
financial statements. Accordingly, we do not express an opinion on whether the
prospective financial statements are presented in conformity with AICPA
presentation guidelines or on whether the underlying assumptions provide a
reasonable basis for the presentation. Had we performed additional procedures,
other matters might have come to our attention that would have been reported
to you. Furthermore, there will usually be differences between the forecasted
and actual results, because events and circumstances frequently do not occur
as expected, and those differences may be material. We have no responsibility
to update this report for events and circumstances occurring after the date of
this report.

This report is intended solely for the information and use of the Boards of
Directors of ABC Company and XYZ Corporation and is not intended to be and
should not be used by anyone other than these specified parties.

[Signature]
[Date]

Partial Presentations
.57 The practitioner’s procedures on a partial presentation may be af
fected by the nature of the information presented. Many elements of prospec
tive financial statements are interrelated. The practitioner should give
appropriate consideration to whether key factors affecting elements, accounts,
or items that are interrelated with those in the partial presentation he or she
has been engaged to examine or compile have been considered, including key
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factors that may not necessarily be obvious to the partial presentation (for
example, productive capacity relative to a sales forecast), and whether all
significant assumptions have been disclosed. The practitioner may find it
necessary for the scope of the examination or compilation of some partial
presentations to be similar to that for the examination or compilation of a
presentation of prospective financial statements. For example, the scope of a
practitioner’s procedures when he or she examines forecasted results of opera
tions would likely be similar to that of procedures used for the examination of
prospective financial statements since the practitioner would most likely need
to consider the interrelationships of all accounts in the examination of results
of operations.

.58 Because partial presentations are generally appropriate only for lim
ited use, reports on partial presentations of both forecasted and projected
information should include a description of any limitations on the usefulness
of the presentation.

Other Information
.59 When a practitioner’s compilation, review, or audit report on histori
cal financial statements is included in a practitioner-submitted document
containing prospective financial statements, the practitioner should either
examine, compile, or apply agreed-upon procedures to the prospective financial
statements and report accordingly, unless the following occur.
a.

The prospective financial statements are labeled as a “budget.”

b.

The budget does not extend beyond the end of the current fiscal year.

c.

The budget is presented with interim historical financial statements
for the current year.

In such circumstances, the practitioner need not examine, compile, or apply
agreed-upon procedures to the budget; however, he or she should report on it
and—
a.

Indicate that he or she did not examine or compile the budget.

b.

Disclaim an opinion or any other form of assurance on the budget.

In addition, the budgeted information may omit the summaries of signifi
cant assumptions and accounting policies required by the guidelines for pres
entation of prospective financial statements established by the AICPA,
provided such omission is not, to the practitioner’s knowledge, undertaken with
the intention of misleading those who might reasonably be expected to use such
budgeted information, and is disclosed in the practitioner’s report. The follow
ing is the form of the standard paragraphs to be added to the practitioner’s
report in this circumstance when the summaries of significant assumptions and
accounting policies have been omitted.
The accompanying budgeted balance sheet, statements of income, retained
earnings, and cash flows of XYZ Company as of December 31, 20XX, and for
the six months then ending, have not been compiled or examined by us, and,
accordingly, we do not express an opinion or any other form of assurance on
them.

Management has elected to omit the summaries of significant assumptions and
accounting policies required under established guidelines for presentation of
prospective financial statements. If the omitted summaries were included in
the budgeted information, they might influence the user’s conclusions about
the company’s budgeted information. Accordingly, this budgeted information
is not designed for those who are not informed about such matters.
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.60 When the practitioner’s compilation, review, or audit report on his
torical financial statements is included in a client-prepared document contain
ing prospective financial statements, the practitioner should not consent to the
use of his or her name in the document unless:
a.

He or she has examined, compiled, or applied agreed-upon proce
dures to the prospective financial statements and his or her report
accompanies them.

b.

The prospective financial statements are accompanied by an indica
tion by the responsible party or the practitioner that the practitioner
has not performed such a service on the prospective financial state
ments and that the practitioner assumes no responsibility for them.

c.

Another practitioner has examined, compiled, or applied agreedupon procedures to the prospective financial statements and his or
her report is included in the document.

In addition, if the practitioner has audited the historical financial state
ments and they accompany prospective financial statements that he or she did
not examine, compile, or apply agreed-upon procedures to in certain29 clientprepared documents, he or she should refer to AU section 550, Other Informa
tion in Documents Containing Audited Financial Statements.
.61 The practitioner whose report on prospective financial statements is
included in a client-prepared document containing historical financial state
ments should not consent to the use of his or her name in the document unless:

a.

He or she has compiled, reviewed, or audited the historical financial
statements and his or her report accompanies them.

b.

The historical financial statements are accompanied by an indication
by the responsible party or the practitioner that the practitioner has
not performed such a service on the historical financial statements
and that the practitioner assumes no responsibility for them.

c.

Another practitioner has compiled, reviewed, or audited the histori
cal financial statements and his or her report is included in the
document.

.62 An entity may publish various documents that contain information
other than historical financial statements in addition to the compiled or
examined prospective financial statements and the practitioner’s report
thereon. The practitioner’s responsibility with respect to information in such a
document does not extend beyond the financial information identified in the
report, and he or she has no obligation to perform any procedures to corrobo
rate other information contained in the document. However, the practitioner
should read the other information and consider whether such information, or
the manner of its presentation, is materially inconsistent with the information,
or manner of its presentation, appearing in the prospective financial state
ments.
29 AU section 550 applies only to such prospective financial statements contained in (a) annual
reports to holders of securities or beneficial interests, annual reports of organizations for charitable
or philanthropic purposes distributed to the public, and annual reports filed with regulatory authori
ties under the Securities Exchange Act of 1934 or (b) other documents to which the auditor, at the
client’s request, devotes attention. AU section 550 does not apply when the historical financial
statements and report appear in a registration statement filed under the Securities Act of 1933 [in
which case, see AU section 711, Filings Under Federal Securities Statutes].
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.63 If the practitioner examines prospective financial statements in
cluded in a document containing inconsistent information, he or she might not
be able to conclude that there is adequate support for each significant assump
tion. The practitioner should consider whether the prospective financial state
ments, his or her report, or both require revision. Depending on the conclusion
he or she reaches, the practitioner should consider other actions that may be
appropriate, such as issuing an adverse opinion, disclaiming an opinion be
cause of a scope limitation, withholding the use of his or her report in the
document, or withdrawing from the engagement.
.64 If the practitioner compiles the prospective financial statements in
cluded in the document containing inconsistent information, he or she should
attempt to obtain additional or revised information. If he or she does not
receive such information, the practitioner should withhold the use of his or her
report or withdraw from the compilation engagement.
.65 If, while reading the other information appearing in the document
containing the examined or compiled prospective financial statements, as
described in the preceding paragraphs, the practitioner becomes aware of
information that he or she believes is a material misstatement of fact that is
not an inconsistent statement, he or she should discuss the matter with the
responsible party. In connection with this discussion, the practitioner should
consider that he or she may not have the expertise to assess the validity of the
statement made, that there may be no standards by which to assess its
presentation, and that there may be valid differences of judgment or opinion.
If the practitioner concludes that he or she has a valid basis for concern, he or
she should propose that the responsible party consult with some other party
whose advice might be useful, such as the entity’s legal counsel.
.66 If, after discussing the matter as described in paragraph .65, the
practitioner concludes that a material misstatement of fact remains, the action
he or she takes will depend on his or her judgment in the particular circum
stances. The practitioner should consider steps such as notifying the responsi
ble party in writing of his or her views concerning the information and
consulting his or her legal counsel about further appropriate action in the
circumstances.

Effective Date
.67 This section is effective when the date of the practitioner’s report is
on or after June 1, 2001. Early application is permitted.
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Appendix A

Minimum Presentation Guidelines
.68

1. Prospective information presented in the format of historical financial
statements facilitates comparisons with financial position, results of opera
tions, and cash flows of prior periods, as well as those actually achieved for
the prospective period. Accordingly, prospective financial statements
preferably should be in the format of the historical financial statements that
would be issued for the period(s) covered unless there is an agreement between
the responsible party and potential users specifying another format. Prospec
tive financial statements may take the form of complete basic financial state
ments1 or may be limited to the following minimum items (where such items
would be presented for historical financial statements for the period).*1
2
a.

Sales or gross revenues

b.

Gross profit or cost of sales

c.

Unusual or infrequently occurring items

d.

Provision for income taxes

e.

Discontinued operations or extraordinary items

f.

Income from continuing operations

g.

Net income

h.

Basic and diluted earnings per share

i.

Significant changes in financial position3

j.

A description of what the responsible party intends the prospective
financial statements to present, a statement that the assumptions
are based on the responsible party’s judgment at the time the
prospective information was prepared, and a caveat that the prospec
tive results may not be achieved

k.

Summary of significant assumptions

l.

Summary of significant accounting policies

Note: This Appendix describes the minimum items that constitute a presentation of a financial
forecast or a financial projection, as specified in the AICPA Audit and Accounting Guide Guide for
Prospective Financial Information. Complete presentation guidelines for entities that choose to issue
prospective financial statements, together with illustrative presentations, are included in the Guide.
The Guide also prescribes presentation guidelines for partial presentations.
1 The details of each statement may be summarized or condensed so that only the major items in
each are presented. The usual footnotes associated with historical financial statements need not be
included as such. However, significant assumptions and accounting policies should be disclosed.

2 Similar types of financial information should be presented for entities for which these terms do
not describe operations. Further, similar items should be presented if a comprehensive basis of
accounting other than GAAP is used to present the prospective financial statements. For example, if
the cash basis were used, item a would be cash receipts.
3 The responsible party should disclose significant cash flows and other significant changes in
balance sheet accounts during the period. However, neither a balance sheet nor a statement of cash
flows, as described in FASB Statement No. 95, Statement of Cash Flows, is required. Furthermore,
none of the specific captions or disclosures required by FASB Statement No. 95 is required. Signifi
cant changes disclosed will depend on the circumstances; however, such disclosures will often include
cash flows from operations. See the AICPA Audit and Accounting Guide Guide for Prospective
Financial Information, Exhibits 9.07 and 9.11, for illustrations of alternate methods of presenting
significant cash flows.
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2. A presentation that omits one or more of the applicable minimum items
a through i above is a partial presentation, which would not ordinarily be
appropriate for general use. If an omitted applicable minimum item is derivable
from the information presented, the presentation would not be deemed to be a
partial presentation. A presentation that contains the applicable minimum
items a through i above, but omits items j through l above, is subject to all of
the provisions of this section applicable to complete presentations.
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Appendix B
Training and Proficiency, Planning, and Procedures
Applicable to Compilations
.69

Training and Proficiency
1. The practitioner should be familiar with the guidelines for the prepara
tion and presentation of prospective financial statements. The guidelines are
contained in the AICPA Audit and Accounting Guide Guide for Prospective
Financial Information.
2. The practitioner should possess or obtain a level of knowledge of the
industry and the accounting principles and practices of the industry in which
the entity operates or will operate that will enable him or her to compile
prospective financial statements that are in appropriate form for an entity
operating in that industry.

Planning the Compilation Engagement
3. To compile the prospective financial statements of an existing entity, the
practitioner should obtain a general knowledge of the nature of the entity’s
business transactions and the key factors upon which its future financial
results appear to depend. He or she should also obtain an understanding of the
accounting principles and practices of the entity to determine whether they are
comparable to those used within the industry in which the entity operates.
4. To compile the prospective financial statements of a proposed entity, the
practitioner should obtain knowledge of the proposed operations and the key
factors upon which its future results appear to depend and that have affected
the performance of entities in the same industry.

Compilation Procedures
5. In a compilation of prospective financial statements the practitioner
should perform the following, where applicable.
a.

Establish an understanding with the client regarding the services to
be performed. The understanding should include the objectives of the
engagement, the client’s responsibilities, the practitioner’s responsi
bilities, and limitations of the engagement. The practitioner should
document the understanding in the working papers, preferably
through a written communication with the client. If the practitioner
believes an understanding with the client has not been established,
he or she should decline to accept or perform the engagement.

b.

Inquire about the accounting principles used in the preparation of
the prospective financial statements.
(1) For existing entities, compare the accounting principles used to
those used in the preparation of previous historical financial
statements and inquire whether such principles are the same as
those expected to be used in the historical financial statements
covering the prospective period.
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(2) For entities to be formed or entities formed that have not
commenced operations, compare specialized industry account
ing principles used, if any, to those typically used in the industry.
Inquire whether the accounting principles used for the prospec
tive financial statements are those that are expected to be used
when or if the entity commences operations.

c.

Ask how the responsible party identifies the key factors and develops
its assumptions.

d.

List, or obtain a list of the responsible party’s significant assump
tions providing the basis for the prospective financial statements and
consider whether there are any obvious omissions in light of the key
factors upon which the prospective results of the entity appear to
depend.

e.

Consider whether there appear to be any obvious internal inconsis
tencies in the assumptions.

f.

Perform or test the mathematical accuracy of the computations that
translate the assumptions into prospective financial statements.

g.

Read the prospective financial statements, including the summary
of significant assumptions, and consider whether—
(1) The statements, including the disclosures of assumptions and
accounting policies, appear to be not presented in conformity
with the AICPA presentation guidelines for prospective finan
cial statements.1
(2) The statements, including the summary of significant assump
tions, appear to be not obviously inappropriate in relation to the
practitioner’s knowledge of the entity and its industry and, for
the following:

(a) Financial forecast, the expected conditions and course of
action in the prospective period
(b) Financial projection, the purpose of the presentation

h.

If a significant part of the prospective period has expired, inquire
about the results of operations or significant portions of the opera
tions (such as sales volume), and significant changes in financial
position, and consider their effect in relation to the prospective
financial statements. If historical financial statements have been
prepared for the expired portion of the period, the practitioner should
read such statements and consider those results in relation to the
prospective financial statements.

i.

Confirm his or her understanding of the statements (including as
sumptions) by obtaining written representations from the responsi
ble party. Because the amounts reflected in the statements are not
supported by historical books and records but rather by assumptions,
the practitioner should obtain representations in which the respon
sible party indicates its responsibility for the assumptions. The repre
sentations should be signed by the responsible party at the highest level

1 Presentation guidelines for entities that issue prospective financial statements are set forth
and illustrated in the AICPA Audit and Accounting Guide Guide for Prospective Financial Informa
tion.
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of authority who the practitioner believes is responsible for and
knowledgeable, directly or through others, about matters covered by
the representations.
(1) For a financial forecast, the representations should include the
responsible party’s assertion that the financial forecast pre
sents, to the best of its knowledge and belief, the expected
financial position, results of operations, and cash flows for the
forecast period and that the forecast reflects the responsible
party’s judgment, based on present circumstances, of the ex
pected conditions and its expected course of action. The repre
sentations should also include a statement that the forecast is
presented in conformity with guidelines for presentation of a
forecast established by the American Institute of Certified Pub
lic Accountants. The representations should also include a state
ment that the assumptions on which the forecast is based are
reasonable. If the forecast contains a range, the representation
should also include a statement that, to the best of the respon
sible party’s knowledge and belief, the item or items subject to the
assumption are expected to actually fall within the range and that
the range was not selected in a biased or misleading manner.
(2) For a financial projection, the representations should include
the responsible party’s assertion that the financial projection
presents, to the best of its knowledge and belief, the expected
financial position, results of operations, and cash flows for the
projection period given the hypothetical assumptions, and that
the projection reflects its judgment, based on present circum
stances, of expected conditions and its expected course of action
given the occurrence of the hypothetical events. The repre
sentations should also (i) identify the hypothetical assumptions
and describe the limitations on the usefulness of the presenta
tion, (ii) state that the assumptions are appropriate, (iii) indicate
if the hypothetical assumptions are improbable, and (iv) if the
projection contains a range, include a statement that, to the best
of the responsible party’s knowledge and belief, given the hypo
thetical assumptions, the item or items subject to the assump
tion are expected to actually fall within the range and that the
range was not selected in a biased or misleading manner. The
representations should also include a statement that the projec
tion is presented in conformity with guidelines for presentation
of a projection established by the American Institute of Certified
Public Accountants.

j.

Consider, after applying the above procedures, whether he or she has
received representations or other information that appears to be obvi
ously inappropriate, incomplete, or otherwise misleading and, if so,
attempt to obtain additional or revised information. If he or she does
not receive such information, the practitioner should ordinarily with
draw from the compilation engagement.2 (Note that the omission of
disclosures, other than those relating to significant assumptions, would
not require the practitioner to withdraw; see paragraph .26.)

2 The practitioner need not withdraw from the engagement if the effect of such information on
the prospective financial statements does not appear to be material.
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Appendix C
Training and Proficiency, Planning, and Procedures
Applicable to Examinations
.70

Training and Proficiency
1. The practitioner should be familiar with the guidelines for the prepara
tion and presentation of prospective financial statements. The guidelines are
contained in the AICPA Audit and Accounting Guide Guide for Prospective
Financial Information.
2. The practitioner should possess or obtain a level of knowledge of the
industry and the accounting principles and practices of the industry in which
the entity operates or will operate that will enable him or her to examine
prospective financial statements that are in appropriate form for an entity
operating in that industry.

Planning an Examination Engagement
3. Planning the examination engagement involves developing an overall
strategy for the expected scope and conduct of the engagement. To develop such
a strategy, the practitioner needs to have sufficient knowledge to enable him
or her to adequately understand the events, transactions, and practices that,
in his or her judgment, may have a significant effect on the prospective financial
statements.
4. Factors to be considered by the practitioner in planning the examination
include the following:
a.

The accounting principles to be used and the type of presentation

b.

The anticipated level of attestation risk related to the prospective
financial statements1

c.

Preliminary judgments about materiality levels

d.

Items within the prospective financial statements that are likely to
require revision or adjustment

e.

Conditions that may require extension or modification of the practi
tioner’s examination procedures

f.

Knowledge of the entity’s business and its industry

g.

The responsible party’s experience in preparing prospective financial
statements

h.

The length of the period covered by the prospective financial statements

i.

The process by which the responsible party develops its prospective
financial statements

1 Attestation risk is the risk that the practitioner may unknowingly fail to appropriately modify
his or her examination report on prospective financial statements that are materially misstated, that
is, that are not presented in conformity with AICPA presentation guidelines or have assumptions that
do not provide a reasonable basis for management’s forecast, or management’s projection given the
hypothetical assumptions. It consists of (a) the risk (consisting of inherent risk and control risk) that
the prospective financial statements contain errors that could be material and (b) the risk (detection
risk) that the practitioner will not detect such errors.
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5. The practitioner should obtain knowledge of the entity’s business, ac
counting principles, and the key factors upon which its future financial results
appear to depend. The practitioner should focus on areas such as the following:
a.

The availability and cost of resources needed to operate (Principal
items usually include raw materials, labor, short-term and long-term
financing, and plant and equipment.)

b.

The nature and condition of markets in which the entity sells its
goods or services, including final consumer markets if the entity sells
to intermediate markets

c.

Factors specific to the industry, including competitive conditions,
sensitivity to economic conditions, accounting policies, specific regu
latory requirements, and technology

d.

Patterns of past performance for the entity or comparable entities,
including trends in revenue and costs, turnover of assets, uses and
capacities of physical facilities, and management policies

Examination Procedures
6. The practitioner should establish an understanding with the responsible
party regarding the services to be performed. The understanding should in
clude the objectives of the engagement, the responsible party’s responsibilities,
the practitioner’s responsibilities, and limitations of the engagement. The
practitioner should document the understanding in the working papers, pref
erably through a written communication with the responsible party. If the
practitioner believes an understanding with the responsible party has not been
established, he or she should decline to accept or perform the engagement. If
the responsible party is different than the client, the practitioner should
establish the understanding with both the client and the responsible party, and
the understanding also should include the client’s responsibilities.
7. The practitioner’s objective in an examination of prospective financial
statements is to accumulate sufficient evidence to restrict attestation risk to a
level that is, in his or her professional judgment, appropriate for the level of
assurance that may be imparted by his or her examination report. In a report
on an examination of prospective financial statements, the practitioner pro
vides assurance only about whether the prospective financial statements are
presented in conformity with AICPA presentation guidelines and whether the
assumptions provide a reasonable basis for management’s forecast, or a rea
sonable basis for management’s projection given the hypothetical assumptions.
He or she does not provide assurance about the achievability of the prospective
results because events and circumstances frequently do not occur as expected
and achievement of the prospective results is dependent on the actions, plans,
and assumptions of the responsible party.

8. In his or her examination of prospective financial statements, the prac

titioner should select from all available procedures—that is, procedures that
assess inherent and control risk and restrict detection risk—any combination
that can restrict attestation risk to such an appropriate level. The extent to
which examination procedures will be performed should be based on the
practitioner’s consideration of the following:
a.

The nature and materiality of the information to the prospective
financial statements taken as a whole

b.

The likelihood of misstatements
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c.

Knowledge obtained during current and previous engagements

d.

The responsible party’s competence with respect to prospective fi
nancial statements

e.

The extent to which the prospective financial statements are affected
by the responsible party’s judgment, for example, its judgment in
selecting the assumptions used to prepare the prospective financial
statements

f.

The adequacy of the responsible party’s underlying data

9. The practitioner should perform those procedures he or she considers
necessary in the circumstances to report on whether the assumptions provide
a reasonable basis for the following.
a.

Financial forecast. The practitioner can form an opinion that the
assumptions provide a reasonable basis for the forecast if the respon
sible party represents that the presentation reflects, to the best of its
knowledge and belief, its estimate of expected financial position,
results of operations, and cash flows for the prospective period2 and
the practitioner concludes, based on his or her examination, (i) that
the responsible party has explicitly identified all factors expected to
materially affect the operations of the entity during the prospective
period and has developed appropriate assumptions with respect to
such factors3 and (ii) that the assumptions are suitably supported.

b.

Financial projection given the hypothetical assumptions. The practi
tioner can form an opinion that the assumptions provide a reasonable
basis for the financial projection given the hypothetical assumptions
if the responsible party represents that the presentation reflects, to
the best of its knowledge and belief, expected financial position,
results of operations, and cash flows for the prospective period given
the hypothetical assumptions4 and the practitioner concludes, based
on his or her examination, that:
(1) The responsible party has explicitly identified all factors that
would materially affect the operations of the entity during the
prospective period if the hypothetical assumptions were to ma
terialize and has developed appropriate assumptions with re
spect to such factors and
(2) The other assumptions are suitably supported given the hypo
thetical assumptions. However, as the number and significance
of the hypothetical assumptions increase, the practitioner may
not be able to satisfy himself or herself about the presentation
as a whole by obtaining support for the remaining assumptions.

2 If the forecast contains a range, the representation should also include a statement that, to the
best of the responsible party’s knowledge and belief, the item or items subject to the assumption are
expected to actually fall within the range and that the range was not selected in a biased or
misleading manner.
3 An attempt to list all assumptions is inherently not feasible. Frequently, basic assumptions
that have enormous potential impact are considered to be implicit, such as conditions of peace and
absence of natural disasters.

4 If the projection contains a range, the representation should also include a statement that, to
the best of the responsible party’s knowledge and belief, given the hypothetical assumptions, the item
or items subject to the assumption are expected to actually fall within the range and that the range
was not selected in a biased or misleading manner.
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10. The practitioner should evaluate the support for the assumptions.

a.

Financial forecast—The practitioner can conclude that assumptions
are suitably supported if the preponderance of information supports
each significant assumption.

b.

Financial projection—In evaluating support for assumptions other
than hypothetical assumptions, the practitioner can conclude that
they are suitably supported if the preponderance of information
supports each significant assumption given the hypothetical as
sumptions. The practitioner need not obtain support for the hypo
thetical assumptions, although he or she should consider whether
they are consistent with the purpose of the presentation.

11. In evaluating the support for assumptions, the practitioner should
consider—

a.

Whether sufficient pertinent sources of information about the as
sumptions have been considered. Examples of external sources the
practitioner might consider are government publications, industry
publications, economic forecasts, existing or proposed legislation,
and reports of changing technology. Examples of internal sources are
budgets, labor agreements, patents, royalty agreements and records,
sales backlog records, debt agreements, and actions of the board of
directors involving entity plans.

b.

Whether the assumptions are consistent with the sources from which
they are derived.

c.

Whether the assumptions are consistent with each other.

d.

Whether the historical financial information and other data used in
developing the assumptions are sufficiently reliable for that purpose.
Reliability can be assessed by inquiry and analytical or other proce
dures, some of which may have been completed in past audits or
reviews of the historical financial statements. If historical financial
statements have been prepared for an expired part of the prospective
period, the practitioner should consider the historical data in relation
to the prospective results for the same period, where applicable. If
the prospective financial statements incorporate such historical fi
nancial results and that period is significant to the presentation, the
practitioner should make a review of the historical information in
conformity with the applicable standards for a review.5

e.

Whether the historical financial information and other data used in
developing the assumptions are comparable over the periods speci
fied or whether the effects of any lack of comparability were consid
ered in developing the assumptions.

f.

Whether the logical arguments or theory, considered with the data

supporting the assumptions, are reasonable.
5 If the entity is an SEC registrant or non-SEC registrant that makes a filing with a regulatory
agency in preparation for a public offering or listing, the practitioner should perform the procedures
in AU section 722, Interim Financial Information, paragraphs .13 through .19. If the entity is
nonpublic, the practitioner should perform the procedures in SSARS No. 1, Compilation and Review
of Financial Statements, paragraphs 24 through 33. [Footnote revised, November 2002, to reflect
conforming changes necessary due to the issuance of Statement on Auditing Standards No. 100 and
Statement on Standards for Accounting and Review Services No. 9.]
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12. In evaluating the preparation and presentation of the prospective
financial statements, the practitioner should perform procedures that will
provide reasonable assurance as to the following.

a.

The presentation reflects the identified assumptions.

b.

The computations made to translate the assumptions into prospec
tive amounts are mathematically accurate.

c.

The assumptions are internally consistent.

d.

Accounting principles used in the—
(1) Financial forecast are consistent with the accounting principles
expected to be used in the historical financial statements cover
ing the prospective period and those used in the most recent
historical financial statements, if any.
(2) Financial projection are consistent with the accounting princi
ples expected to be used in the prospective period and those used
in the most recent historical financial statements, if any, or that
they are consistent with the purpose of the presentation.6

e.

The presentation of the prospective financial statements follows the
AICPA guidelines applicable for such statements.7

f.

The assumptions have been adequately disclosed based on AICPA
presentation guidelines for prospective financial statements.

13. The practitioner should consider whether the prospective financial
statements, including related disclosures, should be revised because of any of
the following:

a.

Mathematical errors

b.

Unreasonable or internally inconsistent assumptions

c.

Inappropriate or incomplete presentation

d.

Inadequate disclosure

14. The practitioner should obtain written representations from the re
sponsible party acknowledging its responsibility for both the presentation and
the underlying assumptions. The representations should be signed by the
responsible party at the highest level of authority who the practitioner believes
is responsible for and knowledgeable, directly or through others in the organi
zation, about the matters covered by the representations. Paragraph .69,
subparagraph 5i describes the specific representations to be obtained for a
financial forecast and a financial projection. See paragraph .43 for guidance on
the form of report to be rendered if the practitioner is not able to obtain the
required representations.

6 The accounting principles used in a financial projection need not be those expected to be used
in the historical financial statements for the prospective period if use of different principles is
consistent with the purpose of the presentation.
7 Presentation guidelines for entities that issue prospective financial statements are set forth
and illustrated in the AICPA Audit and Accounting Guide Guide for Prospective Financial Informa
tion.
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Reporting on Pro Forma Financial Information
Source: SSAE No. 10.
Effective when the presentation of pro forma financial information is as of or for a

period ending on or after June 1, 2001. Earlier application is permitted.

Introduction
.01 This section provides guidance to a practitioner who is engaged to
issue or does issue an examination or a review report on pro forma financial
information. Such an engagement should comply with the general and field
work standards set forth in section 101, Attest Engagements, and the specific
performance and reporting standards set forth in this section.1

.02 When pro forma financial information is presented outside the basic
financial statements but within the same document, and the practitioner is not
engaged to report on the pro forma financial information, the practitioner’s
responsibilities are described in AU section 550, Other Information in Docu
ments Containing Audited Financial Statements, and AU section 711, Filings
Under Federal Securities Statutes.
.03 This section does not apply in those circumstances when, for purposes
of a more meaningful presentation, a transaction consummated after the
balance-sheet date is reflected in the historical financial statements (such as a
revision of debt maturities or a revision of earnings per share calculations for
a stock split).1
2

Presentation of Pro Forma Financial Information
.04 The objective of pro forma financial information is to show what the
significant effects on historical financial information might have been had a
consummated or proposed transaction (or event) occurred at an earlier date.
Pro forma financial information is commonly used to show the effects of
transactions such as the following:

•

Business combination

•

Change in capitalization

1 AU section 634, Letters for Underwriters and Certain Other Requesting Parties, paragraphs .03
through .05, identify certain parties who may request a letter. When one of those parties requests a
letter or asks the practitioner to perform agreed-upon procedures on pro forma financial information
in connection with an offering, the practitioner should follow the guidance in AU section 634.03, .10,
.36, .42, and .43.

2 In certain circumstances, generally accepted accounting principles (GAAP) may require the
presentation of pro forma financial information in the financial statements or the accompanying
notes. That information includes, for example, pro forma financial information required by Account
ing Principles Board (APB) Opinion No. 16, Business Combinations (paragraphs 61, 65, and 96 [AC
section B50.120, .124, and .165]); APB Opinion 20, Accounting Changes (paragraph 21 [AC section
A06.117]); or, in some cases, pro forma financial information relating to subsequent events; see AU
section 560, Subsequent Events, paragraph .05. For guidance in reporting on audited financial
statements that include pro forma financial information for a business combination or subsequent
event, see AU section 508, Reports on Audited Financial Statements, paragraph .28.
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•

Disposition of a significant portion of the business

•

Change in the form of business organization or status as an autono
mous entity

•

Proposed sale of securities and the application of the proceeds

.05 This objective is achieved primarily by applying pro forma adjust
ments to historical financial information. Pro forma adjustments should be
based on management’s assumptions and give effect to all significant effects
directly attributable to the transaction (or event).

.06 Pro forma financial information should be labeled as such to distin
guish it from historical financial information. This presentation should de
scribe the transaction (or event) that is reflected in the pro forma financial
information, the source of the historical financial information on which it is
based, the significant assumptions used in developing the pro forma adjust
ments, and any significant uncertainties about those assumptions. The pres
entation also should indicate that the pro forma financial information should
be read in conjunction with related historical financial information and that the
pro forma financial information is not necessarily indicative of the results (such
as financial position and results of operations, as applicable) that would have been
attained had the transaction (or event) actually taken place earlier.3

Conditions for Reporting
.07 The practitioner may agree to report on an examination or a review of
pro forma financial information if the following conditions are met.
a.

The document that contains the pro forma financial information
includes (or incorporates by reference) complete historical financial
statements of the entity for the most recent year (or for the preceding
year if financial statements for the most recent year are not yet
available) and, if pro forma financial information is presented for an
interim period, the document also includes (or incorporates by refer
ence) historical interim financial information for that period (which
may be presented in condensed form).4 In the case of a business
combination, the document should include (or incorporate by refer
ence) the appropriate historical financial information for the signifi
cant constituent parts of the combined entity.

b.

The historical financial statements of the entity (or, in the case of a
business combination, of each significant constituent part of the
combined entity) on which the pro forma financial information is based
have been audited or reviewed.5 The practitioner’s attestation risk
relating to the pro forma financial information is affected by the

3 For further guidance on the presentation of pro forma financial information included in filings
with the Securities and Exchange Commission (SEC), see Article 11 of Regulation S-X.
4 For pro forma financial information included in an SEC Form 8-K, historical financial informa
tion previously included in an SEC filing would meet this requirement. Interim historical financial
information may be presented as a column in the pro forma financial information.

5 The practitioner’s audit or review report should be included (or incorporated by reference) in
the document containing the pro forma financial information. The review may be that as defined in
AU section 722, Interim Financial Information, for SEC registrants or non-SEC registrants that
make a filing wi(th a regulatory agency in preparation for a public offering or listing, or as defined in
Statement on Standards for Accounting and Review Services (SSARS) No. 1, Compilation and Review
of Financial Statements, for nonpublic companies. [Footnote revised, November 2002, to reflect
conforming changes necessary due to the issuance of Statement on Auditing Standards No. 100.]
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scope of the engagement providing the practitioner with assurance
about the underlying historical financial information to which the
pro forma adjustments are applied. Therefore, the level of assurance
given by the practitioner on the pro forma financial information, as
of a particular date or for a particular period, should be limited to
the level of assurance provided on the historical financial statements
(or, in the case of a business combination, the lowest level of assur
ance provided on the underlying historical financial statements of
any significant constituent part of the combined entity). For example,
if the underlying historical financial statements of each constituent
part of the combined entity have been audited at year-end and reviewed
at an interim date, the practitioner may perform an examination or
a review of the pro forma financial information at year-end but is
limited to performing a review of the pro forma financial information
at the interim date.
c.

The practitioner who is reporting on the pro forma financial infor
mation should have an appropriate level of knowledge of the account
ing and financial reporting practices of each significant constituent
part of the combined entity. This would ordinarily have been ob
tained by the practitioner auditing or reviewing historical financial
statements of each entity for the most recent annual or interim
period for which the pro forma financial information is presented. If
another practitioner has performed such an audit or a review, the
need, by a practitioner reporting on the pro forma financial informa
tion, for an understanding of the entity’s accounting and financial
reporting practices is not diminished, and that practitioner should
consider whether, under the particular circumstances, he or she can
acquire sufficient knowledge of these matters to perform the proce
dures necessary to report on the pro forma financial information.

Practitioner's Objective
.08 The objective of the practitioner’s examination procedures applied to
pro forma financial information is to provide reasonable assurance as to whether—

■

•

Management’s assumptions provide a reasonable basis for presenting
the significant effects directly attributable to the underlying transac
tion (or event).

•

The related pro forma adjustments give appropriate effect to those
assumptions.

•

The pro forma column reflects the proper application of those adjust
ments to the historical financial statements.

.09 The objective of the practitioner’s review procedures applied to pro
forma financial information is to provide negative assurance as to whether any
information came to the practitioner’s attention to cause him or her to believe
that—

•

Management’s assumptions do not provide a reasonable basis for
presenting the significant effects directly attributable to the underly
ing transaction (or event).

•

The related pro forma adjustments do not give appropriate effect to
those assumptions.
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The pro forma column does not reflect the proper application of those
adjustments to the historical financial statements.

•

Procedures
.10 Other than the procedures applied to the historical financial state
ments,6 the procedures the practitioner should apply to the assumptions and
pro forma adjustments for either an examination or a review engagement are
as follows.
a.

Obtain an understanding of the underlying transaction (or event),
for example, by reading relevant contracts and minutes of meetings
of the board of directors and by making inquiries of appropriate
officials of the entity, and, in cases, of the entity acquired or to be
acquired.

b.

Obtain a level of knowledge of each constituent part of the combined
entity in a business combination that will enable the practitioner to
perform the required procedures. Procedures to obtain this knowl
edge may include communicating with other practitioners who have
audited or reviewed the historical financial information on which the
pro forma financial information is based. Matters that may be con
sidered include accounting principles and financial reporting prac
tices followed, transactions between the entities, and material
contingencies.

c.

Discuss with management their assumptions regarding the effects
of the transaction (or event).

d.

Evaluate whether pro forma adjustments are included for all signifi
cant effects directly attributable to the transaction (or event).

e.

Obtain sufficient evidence in support of such adjustments. The
evidence required to support the level of assurance given is a matter
of professional judgment. The practitioner typically would obtain
more evidence in an examination engagement than in a review
engagement. Examples of evidence that the practitioner might con
sider obtaining are purchase, merger or exchange agreements, ap
praisal reports, debt agreements, employment agreements, actions
of the board of directors, and existing or proposed legislation or
regulatory actions.

f.

Evaluate whether management’s assumptions that underlie the pro
forma adjustments are presented in a sufficiently clear and compre
hensive manner. Also, evaluate whether the pro forma adjustments
are consistent with each other and with the data used to develop
them.

g.

Determine that computations of pro forma adjustments are mathe
matically correct and that the pro forma column reflects the proper
application of those adjustments to the historical financial state
ments.

h.

Obtain written representations from management concerning their—

•

Responsibility for the assumptions used in determining the pro
forma adjustments

See paragraph .07b.
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•

Assertion that the assumptions provide a reasonable basis for
presenting all of the significant effects directly attributable to
the transaction (or event), that the related pro forma adjust
ments give appropriate effect to those assumptions, and that the
pro forma column reflects the proper application of those adjust
ments to the historical financial statements

•

Assertion that the significant effects directly attributable to the
transaction (or event) are appropriately disclosed in the pro
forma financial information

Read the pro forma financial information and evaluate whether—

•

The underlying transaction (or event), the pro forma adjustments,
the significant assumptions and the significant uncertainties, if
any, about those assumptions have been appropriately described.

•

The source of the historical financial information on which the
pro forma financial information is based has been appropriately
identified.

Reporting on Pro Forma Financial Information
.11 The practitioner’s report on pro forma financial information should be
dated as of the completion of the appropriate procedures. The practitioner’s
report on pro forma financial information may be added to the practitioner’s
report on historical financial information, or it may appear separately. If the
reports are combined and the date of completion of the procedures for the
examination or review of the pro forma financial information is after the date
of completion of the fieldwork for the audit or review of the historical financial
information, the combined report should be dual-dated. (For example, “Febru
ary 15, 20X2, except for the paragraphs regarding pro forma financial informa
tion as to which the date is March 20, 20X2.”)

.12 A practitioner’s examination report on pro forma financial informa
tion should include the following:

a.

A title that includes the word independent

b.

An identification of the pro forma financial information

c.

A reference to the financial statements from which the historical
financial information is derived and a statement that such financial
statements were audited (The report on pro forma financial informa
tion should refer to any modification in the practitioner’s report on
the historical financial information.)

d.

An identification of the responsible party and a statement that the
responsible party is responsible for the pro forma financial informa
tion

e.

A statement that the practitioner’s responsibility is to express an
opinion on the pro forma financial information based on his or her
examination

f.

A statement that the examination of the pro forma financial infor
mation was conducted in accordance with attestation standards
established by the American Institute of Certified Public Account
ants and, accordingly, included such procedures as the practitioner
considered necessary in the circumstances
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g.

A statement that the practitioner believes that the examination
provides a reasonable basis for his or her opinion

h.

A separate paragraph explaining the objective of pro forma financial
information and its limitations

i.

The practitioner’s opinion as to whether management’s assumptions
provide a reasonable basis for presenting the significant effects
directly attributable to the transaction (or event), whether the re
lated pro forma adjustments give appropriate effect to those assump
tions, and whether the pro forma column reflects the proper
application of those adjustments to the historical financial state
ments (see paragraphs .18 and .20)

j.

The manual or printed signature of the practitioner’s firm

k.

The date of the examination report

.13 A practitioner’s review report on pro forma financial information
should include the following:

a.

A title that includes the word independent

b.

An identification of the pro forma financial information

c.

A reference to the financial statements from which the historical
financial information is derived and a statement as to whether such
financial statements were audited or reviewed (The report on pro
forma financial information should refer to any modification in the
practitioner’s report on the historical financial information.)

d.

An identification of the responsible party and a statement that the
responsible party is responsible for the pro forma financial informa
tion

e.

A statement that the review of the pro forma financial information
was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants

f.

A statement that a review is substantially less in scope than an
examination, the objective of which is the expression of an opinion
on the pro forma financial information and, accordingly, the practi
tioner does not express such an opinion

g.

A separate paragraph explaining the objective of pro forma financial
information and its limitations

h.

The practitioner’s conclusion as to whether any information came to
the practitioner’s attention to cause him or her to believe that
management’s assumptions do not provide a reasonable basis for
presenting the significant effects directly attributable to the trans
action (or event), or that the related pro forma adjustments do not
give appropriate effect to those assumptions, or that the pro forma
column does not reflect the proper application of those adjustments
to the historical financial statements (See paragraphs .19 and .20.)

i.

The manual or printed signature of the practitioner’s firm

j.

The date of the review report

.14 Nothing precludes the practitioner from restricting the use of the
report (see section 101.78-.83).
.15 Because a pooling-of-interests business combination is accounted for
by combining historical amounts retroactively, pro forma adjustments for a
proposed transaction generally affect only the equity section of the pro forma
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condensed balance sheet. Further, because of the requirements of the Account
ing Principles Board Opinion (APB) No. 16, Business Combinations [AC Sec
tion B50], a business combination effected as a pooling of interests would not
ordinarily involve a choice of assumptions by management. Accordingly, a
report on a proposed pooling transaction need not address management’s
assumptions unless the pro forma financial information includes adjustments
to conform the accounting principles of the combining entities. (See paragraph
.21.)

.16 Restrictions on the scope of the engagement (see section 101.73-.75),
reservations about the propriety of the assumptions and the conformity of the
presentation with those assumptions (including adequate disclosure of signifi
cant matters), or other reservations may require the practitioner to qualify the
opinion, disclaim an opinion, or withdraw from the engagement.7 The practi
tioner should disclose all substantive reasons for any report modifications.
Uncertainty as to whether the transaction (or event) will be consummated
would not ordinarily require a report modification. (See paragraph .22.)

Effective Date
.17 This section is effective when the presentation of pro forma financial
information is as of or for a period ending on or after June 1, 2001. Early
application is permitted.

7 See section 101.76 and .77.
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Appendix A

Report on Examination of Pro Forma
Financial Information
.18

Independent Accountant’s Report
We have examined the pro forma adjustments reflecting the transaction [or
event] described in Note 1 and the application of those adjustments to the
historical amounts in [the assembly of]8 the accompanying pro forma financial
condensed balance sheet of X Company as of December 31, 20X1, and the pro
forma condensed statement of income for the year then ended. The historical
condensed financial statements are derived from the historical financial state
ments of X Company, which were audited by us, and of Y Company, which were
audited by other accountants,8
9 appearing elsewhere herein [or incorporated by
reference].10 Such pro forma adjustments are based upon management’s as
sumptions described in Note 2. X Company’s management is responsible for
the pro forma financial information. Our responsibility is to express an opinion
on the pro forma financial information based on our examination.
Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included such procedures as we considered necessary in the
circumstances. We believe that our examination provides a reasonable basis
for our opinion.

The objective of this pro forma financial information is to show what the
significant effects on the historical financial information might have been had
the transaction [or event] occurred at an earlier date. However, the pro forma
condensed financial statements are not necessarily indicative of the results of
operations or related effects on financial position that would have been attained
had the above-mentioned transaction [or event] actually occurred earlier.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]

In our opinion, management’s assumptions provide a reasonable basis for
presenting the significant effects directly attributable to the above-mentioned
transaction [or event] described in Note 1, the related pro forma adjustments
give appropriate effect to those assumptions, and the pro forma column reflects
the proper application of those adjustments to the historical financial statement
amounts in the pro forma condensed balance sheet as of December 31, 20X1,
and the pro forma condensed statement of income for the year then ended.

[Signature]
[Date]
8 This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.
9 If either accountant’s report includes an explanatory paragraph or is other than unqualified,
that fact should be referred to within this report.
10 If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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Appendix B
Report on Review of Pro Forma Financial Information
.19

Independent Accountant’s Report
We have reviewed the pro forma adjustments reflecting the transaction [or
event] described in Note 1 and the application of those adjustments to the
historical amounts in [the assembly of]11 the accompanying pro forma con
densed balance sheet of X Company as of March 31, 20X2, and the pro forma
condensed statement of income for the three months then ended. These
historical condensed financial statements are derived from the historical
unaudited financial statements of X Company, which were reviewed by us,
and of Y Company, which were reviewed by other accountants,12,13 appearing
elsewhere herein [or incorporated by reference].14 Such pro forma adjustments
are based on management’s assumptions as described in Note 2. X Company’s
management is responsible for the pro forma financial information.

Our review was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. A review is substan
tially less in scope than an examination, the objective of which is the expression
of an opinion on management’s assumptions, the pro forma adjustments and
the application of those adjustments to historical financial information. Accord
ingly, we do not express such an opinion.
The objective of this pro forma financial information is to show what the
significant effects on the historical financial information might have been had
the transaction [or event] occurred at an earlier date. However, the pro forma
condensed financial statements are not necessarily indicative of the results of
operations or related effects on financial position that would have been attained
had the above-mentioned transaction [or event] actually occurred earlier.

[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]
Based on our review, nothing came to our attention that caused us to believe that
management’s assumptions do not provide a reasonable basis for presenting
the significant effects directly attributable to the above-mentioned transaction
[or event] described in Note 1, that the related pro forma adjustments do not give
appropriate effect to those assumptions, or that the pro forma column does not
reflect the proper application of those adjustments to the historical financial state
ment amounts in the pro forma condensed balance sheet as of March 31,20X2, and
the pro forma condensed statement of income for the three months then ended.

[Signature]
[Date]
11 This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.
12 If either accountant’s report includes an explanatory paragraph or is modified, that fact should
be referred to within this report.
13 Where one set of historical financial statements is audited and the other set is reviewed,
wording similar to the following would be appropriate:
The historical condensed financial statements are derived from the historical financial state
ments of X Company, which were audited by us, and ofY Company, which were reviewed by
other accountants, appearing elsewhere herein [or incorporated by reference].

14 If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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Appendix C
Report on Examination of Pro Forma Financial
Information at Year-End With a Review of Pro Forma
Financial Information for a Subsequent Interim Date
.20
Independent Accountant’s Report
We have examined the pro forma adjustments reflecting the transaction [or
event} described in Note 1 and the application of those adjustments to the
historical amounts in [the assembly of]15 the accompanying pro forma financial
condensed balance sheet of X Company as of December 31, 20X1, and the pro
forma condensed statement of income for the year then ended. The historical
condensed financial statements are derived from the historical financial state
ments of X Company, which were audited by us, and of Y Company, which were
audited by other accountants,15
16 appearing elsewhere herein [or incorporated
by reference].17 Such pro forma adjustments are based upon management’s
assumptions described in Note 2. X Company’s management is responsible for
the pro forma financial information. Our responsibility is to express an opinion
on the pro forma financial information based on our examination.

Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included such procedures as we considered necessary in the
circumstances. We believe that our examination provides a reasonable basis
for our opinion.
In addition, we have reviewed the pro forma adjustments and the application
of those adjustments to the historical amounts in [the assembly of]15 the
accompanying pro forma condensed balance sheet of X Company as of March
31,20X2, and the pro forma condensed statement of income for the three months
then ended. The historical condensed financial statements are derived from
the historical financial statements of X Company, which were reviewed by
us, and of Y Company, which were reviewed by other accountants,18 appearing
elsewhere herein [or incorporated by reference].19 Such pro forma adjustments
are based upon management’s assumptions as described in Note 2. Our review
was conducted in accordance with attestation standards established by the
American Institute of Certified Public Accountants. A review is substantially
less in scope than an examination, the objective of which is the expression of
an opinion on management’s assumptions, the pro forma adjustments, and the
application of those adjustments to historical financial information. Accord
15 This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.
16 If either accountant’s report includes an explanatory paragraph or is other than unqualified,
that fact should be referred to within this report.
17 If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.

18 Where one set of historical financial statements is audited and the other set is reviewed,
wording similar to the following would be appropriate:
The historical condensed financial statements are derived from the historical financial state
ments of X Company, which were audited by us, and of Y Company, which were reviewed by
other accountants, appearing elsewhere herein [or incorporated by reference].
19 If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.

AT §401.20

Reporting on Pro Forma Financial Information

1285

ingly, we do not express such an opinion on the pro forma adjustments or the
application of such adjustments to the pro forma condensed balance sheet as
of March 31, 20X2, and the pro forma condensed statement of income for the
three months then ended.
The objective of this pro forma financial information is to show what the
significant effects on the historical financial information might have been had
the transactions [or event] occurred at an earlier date. However, the pro forma
condensed financial statements are not necessarily indicative of the results of
operations or related effects on financial position that would have been attained
had the above-mentioned transaction [or event] actually occurred earlier.

[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagements or the subject matter.]

In our opinion, management’s assumptions provide a reasonable basis for
presenting the significant effects directly attributable to the above-mentioned
transaction [or event] described in Note 1, the related pro forma adjustments
give appropriate effect to those assumptions, and the pro forma column reflects
the proper application of those adjustments to the historical financial statement
amounts in the pro forma condensed balance sheet as of December 31, 20X1,
and the pro forma condensed statement of income for the year then ended.
Based on our review, nothing came to our attention that caused us to believe
that management’s assumptions do not provide a reasonable basis for present
ing the significant effects directly attributable to the above-mentioned trans
action [or event] described in Note 1, that the related pro forma adjustments do
not give appropriate effect to those assumptions, or that the pro forma column
does not reflect the proper application of those adjustments to the historical
financial statement amounts in the pro forma condensed balance sheet as of
March 31,20X2, and the pro forma condensed statement of income for the three
months then ended.

[Signature]
[Date]
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Appendix D

Report on Examination of Pro Forma Financial
Information Giving Effect to a Business Combination to
Be Accounted for as a Pooling of Interests20
.21

Independent Accountant’s Report
We have examined the pro forma adjustments reflecting the proposed business
combination to be accounted for as a pooling of interests described in Note 1
and the application of those adjustments to the historical amounts in the
accompanying pro forma condensed balance sheet ofX Company as of December
31, 20X1, and the pro forma condensed statements of income for each of three
years in the period then ended. These historical condensed financial statements
are derived from the historical financial statements of X Company, which were
audited by us,21 and of Y Company, which were audited by other accountants,
appearing elsewhere herein [or incorporated by reference].22 Such pro forma
adjustments are based upon management’s assumptions described in Note 2.
X Company’s management is responsible for the pro forma financial informa
tion. Our responsibility is to express an opinion on the pro forma financial
information based on our examination.
Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included such procedures as we considered necessary in the
circumstances. We believe that our examination provides a reasonable basis
for our opinion.

The objective of this pro forma financial information is to show what the
significant effects on the historical financial information might have been had
the transactions [or event] occurred at an earlier date.
[Additional paragraph(s) may be added to emphasize certain matters relating
to the attest engagement or the subject matter.]

In our opinion, the accompanying condensed pro forma financial statements of
X Company as of December 31, 20X1, and for each of the three years in the
period then ended give appropriate effect to the pro forma adjustments neces
sary to reflect the proposed business combination on a pooling of interests basis
as described in Note 1 and the pro forma column reflects the proper application
of those adjustments to the historical financial statements.
[Signature]

[Date]
20 See paragraph .15 for a discussion of the form of the opinion on pro forma financial information
in a pooling of interests business combination.
21 If either accountant’s report includes an explanatory paragraph or is other than unqualified,
that fact should be referred to within this report.

22 If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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Appendix E
Other Example Reports
.22
An example of a report qualified because of a scope limitation follows.
Independent Accountant’s Report
We have examined the pro forma adjustments reflecting the transaction [or
event] described in Note 1 and the application of those adjustments to the
historical amounts in [the assembly of]23 the accompanying pro forma con
densed balance sheet of X Company as of December 31,20X1, and the pro forma
condensed statement of income for the year then ended. The historical con
densed financial statements are derived from the historical financial state
ments of X Company, which were audited by us, and of Y Company, which were
audited by other accountants,24 appearing elsewhere herein [or incorporated
by reference].25 Such pro forma adjustments are based upon management’s
assumptions described in Note 2. X Company’s management is responsible for
the pro forma financial information. Our responsibility is to express an opinion
on the pro forma financial information based on our examination.
Except as described below, our examination was conducted in accordance with
attestation standards established by the American Institute of Certified Public
Accountants and, accordingly, included such procedures as we considered
necessary in the circumstances. We believe that our examination provides a
reasonable basis for our opinion.
We are unable to perform the examination procedures we considered necessary
with respect to assumptions relating to the proposed loan described in Adjust
ment E in Note 2.

[Same paragraph as third paragraph in examination report in paragraph .18]

In our opinion, except for the effects of such changes, if any, as might have been
determined to be necessary had we been able to satisfy ourselves as to the
assumptions relating to the proposed loan, management’s assumptions provide
a reasonable basis for presenting the significant effects directly attributable to
the above-mentioned transaction [or event] described in Note 1, the related pro
forma adjustments give appropriate effect to those assumptions, and the pro
forma column reflects the proper application of those adjustments to the
historical financial statement amounts in the pro forma condensed balance
sheet as of December 31, 20X1, and the pro forma condensed statement of
income for the year then ended.
[Signature]
[Date]

An example of a report qualified for reservations about the propriety of
assumptions on an acquisition transaction follows:
23 This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.

24 If either accountant’s report includes an explanatory paragraph or is other than unqualified,
that fact should be referred to within this report.
25 If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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[Same first three paragraphs as examination report in paragraph .18]
As discussed in Note 2 to the pro forma financial statements, the pro forma
adjustments reflect management’s assumption that X Division of the acquired
company will be sold. The net assets of this division are reflected at their
historical carrying amount; generally accepted accounting principles require
these net assets to be recorded at estimated net realizable value.

In our opinion, except for inappropriate valuation of the net assets of X Division,
management’s assumptions described in Note 2 provide a reasonable basis for
presenting the significant effects directly attributable to the above-mentioned
transaction [or event] described in Note 1, the related pro forma adjustments
give appropriate effect to those assumptions, and the pro forma column reflects
the proper application of those adjustments to the historical financial statement
amounts in the pro forma condensed balance sheet as of December 31, 20X1,
and the pro forma condensed statement of income for the year then ended.
[Signature]
[Date]

An example of a disclaimer of opinion because of a scope limitation follows:

Independent Accountant’s Report
We were engaged to examine the pro forma adjustments reflecting the trans
action [or event] described in Note 1 and the application of those adjustments
to the historical amounts in [the assembly of]26 the accompanying pro forma
financial condensed balance sheet of X Company as of December 31, 20X1, and
the pro forma condensed statement of income for the year then ended. The
historical condensed financial statements are derived from the historical finan
cial statements of X Company, which were audited by us, and of Y Company,
which were audited by other accountants,27 appearing elsewhere herein [or
incorporated by reference].28 Such pro forma adjustments are based upon
management’s assumptions described in Note 2. X Company’s management is
responsible for the pro forma financial information.
As discussed in Note 2 to the pro forma financial statements, the pro forma
adjustments reflect management’s assumptions that the elimination of duplicate
facilities would have resulted in a 30 percent reduction in operating costs. Manage
ment could not supply us with sufficient evidence to support this assertion.

[Same paragraph as third paragraph in examination report in paragraph .18]
Since we were unable to evaluate management’s assumptions regarding the
reduction in operating costs and other assumptions related thereto, the scope of
our work was not sufficient to express and, therefore, we do not express an opinion
on the pro forma adjustments, management’s underlying assumptions regarding
those adjustments and the application of those adjustments to the historical
financial statement amounts in the pro forma condensed financial statement
amounts in the pro forma condensed balance sheet as of December 31, 20X1, and
the pro forma condensed statement of income for the year then ended.
[Signature]

[Date]

26 This wording is appropriate when one column of pro forma financial information is presented
without separate columns of historical financial information and pro forma adjustments.
27 If either accountant’s report includes an explanatory paragraph or is other than unqualified,
that fact should be referred to within this report.
28 If the option in footnote 4 to paragraph .07a is followed, the report should be appropriately
modified.
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AT Section 601

Compliance Attestation
Source: SSAE No. 10.
Effective when the subject matter or assertion is as of or for a period ending on or

after June 1, 2001. Earlier application is permitted.

Introduction and Applicability
.01 This section provides guidance for engagements related to either (a)
an entity’s compliance with requirements of specified laws, regulations, rules,
contracts, or grants or (b) the effectiveness of an entity’s internal control over
compliance with specified requirements.1 Compliance requirements may be
either financial or nonfinancial in nature. An attest engagement conducted in
accordance with this section should comply with the general, fieldwork, and
reporting standards in section 101, Attest Engagements, and the specific stand
ards set forth in this section.

.02 This section does not—

a.

Affect the auditor’s responsibility in an audit of financial statements
performed in accordance with generally accepted auditing standards
(GAAS).

b.

Apply to situations in which an auditor reports on specified compli
ance requirements based solely on an audit of financial statements,
as addressed in AU section 623, Special Reports, paragraphs .19
through .21.

c.

Apply to engagements for which the objective is to report in accord
ance with AU section 801, Compliance Auditing Considerations in
Audits of Governmental Entities and Recipients of Governmental
Financial Assistance, unless the terms of the engagement specify an
attest report under this section.

d.

Apply to engagements covered by AU section 634, Letters for Under
writers and Certain Other Requesting Parties.

e.

Apply to the report that encompasses internal control over compli
ance for a broker or dealer in securities as required by rule 17a-5 of
the Securities Exchange Act of 1934 (the 1934 Act).1
2

.03 A report issued in accordance with the provisions of this section does
not provide a legal determination of an entity’s compliance with specified
requirements. However, such a report may be useful to legal counsel or others
in making such determinations.
1 Throughout this section—
a. tva. entity’s compliance with requirements of specified laws, regulations, rules, contracts,
or grants is referred to as compliance with specified requirements.
b. An entity’s internal control over compliance with specified requirements is referred to as its
internal control over compliance. The internal control addressed in this section may include
parts of but is not the same as internal control over financial reporting.

2 An example of this report is contained in the AICPA Audit and Accounting Guide Brokers and
Dealers in Securities.
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Scope of Services
.04 The practitioner may be engaged to perform agreed-upon procedures
to assist users in evaluating the following subject matter (or assertions related
thereto)—

a.

The entity’s compliance with specified requirements

b.

The effectiveness of the entity’s internal control over compliance3

c.

Both the entity’s compliance with specified requirements and the
effectiveness of the entity’s internal control over compliance

The practitioner also may be engaged to examine the entity’s compliance with
specified requirements or a written assertion thereon.
.05 An important consideration in determining the type of engagement to
be performed is expectations by users of the practitioner’s report. Since the
users decide the procedures to be performed in an agreed-upon procedures
engagement, it often will be in the best interests of the practitioner and users
(including the client) to have an agreed-upon procedures engagement rather
than an examination engagement. When deciding whether to accept an exami
nation engagement, the practitioner should consider the risks discussed in
paragraphs .31 through .35.

.06 A practitioner may be engaged to examine the effectiveness of the
entity’s internal control over compliance or an assertion thereon. However, in
accordance with section 101, the practitioner cannot accept an engagement
unless he or she has reason to believe that the subject matter is capable of
reasonably consistent evaluation against criteria that are suitable and avail
able to users.4 If a practitioner determines that such criteria do exist for
internal control over compliance, he or she should perform the engagement
in accordance with section 101. Additionally, section 501, Reporting on an
3 An entity’s internal control over compliance is the process by which management obtains
reasonable assurance of compliance with specified requirements. Although the comprehensive inter
nal control may include a wide variety of objectives and related policies and procedures, only some of
these may be relevant to an entity’s compliance with specified requirements. (See footnote 16.) The
components of internal control over compliance vary based on the nature of the compliance require
ments. For example, internal control over compliance with a capital requirement would generally
include accounting procedures, whereas internal control over compliance with a requirement to
practice nondiscriminatory hiring may not include accounting procedures.
4 Criteria issued by regulatory agencies and other groups composed of experts that follow
due-process procedures, including exposure of the proposed criteria for public comment, ordinarily
should be considered suitable criteria for this purpose. For example, the Committee of Sponsoring
Organizations (COSO) of the Treadway Commission’s Report, Internal Control—Integrated Frame
work, provides suitable criteria against which management may evaluate and report on the effective
ness of the entity’s internal control. However, more detailed criteria relative to specific compliance
requirements may have to be developed and an appropriate threshold for measuring the severity of
control deficiencies needs to be developed in order to apply the concepts of the COSO report to
internal control over compliance.
Criteria established by a regulatory agency that does not follow such due-process procedures
also may be considered suitable criteria for use by the regulatory agency. The practitioner should
determine whether such criteria are suitable for general use reporting by evaluating them against
the attributes in section 101.24. If the practitioner determines that such criteria are suitable for
general use reporting, those criteria should also be available to users as discussed in section 101.33.
If the practitioner concludes that the criteria are appropriate only for a limited number of parties
or are available only to specified parties, the practitioner’s report shall state that the use of the report
is restricted to those parties specified in the report. (See section 101.30, .34, and .78-.83.)
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Entity’s Internal Control Over Financial Reporting? may be helpful to a
practitioner in such an engagement.
.07 A practitioner should not accept an engagement to perform a review,
as defined in section 101.55, of an entity’s compliance with specified require
ments or about the effectiveness of an entity’s internal control over compliance
or an assertion thereon.

.08 The practitioner may be engaged to provide other types of services in
connection with the entity’s compliance with specified requirements or the
entity’s internal control over compliance. For example, management may
engage the practitioner to provide recommendations on how to improve the
entity’s compliance or related internal control. A practitioner engaged to
provide such nonattest services should refer to the guidance in Statement on
Standards for Consulting Services No. 1, Consulting Services: Definitions and
Standards.

Conditions for Engagement Performance
.09 A practitioner may perform an agreed-upon procedures engagement
related to an entity’s compliance with specified requirements or the effective
ness of internal control over compliance if the following conditions are met.
a.

The responsible party accepts responsibility for the entity’s compli
ance with specified requirements and the effectiveness of the entity’s
internal control over compliance.

b.

The responsible party evaluates the entity’s compliance with speci
fied requirements or the effectiveness of the entity’s internal control
over compliance.

See also section 201, Agreed-Upon Procedures Engagements.

.10 A practitioner may perform an examination engagement related to an
entity’s compliance with specified requirements if the following conditions are
met.

a.

The responsible party accepts responsibility for the entity’s compli
ance with specified requirements and the effectiveness of the entity’s
internal control over compliance.

b.

The responsible party evaluates the entity’s compliance with speci
fied requirements.

c.

Sufficient evidential matter exists or could be developed to support
management’s evaluation.

.11 As part of engagement performance, the practitioner should obtain
from the responsible party a written assertion about compliance with specified
requirements or internal control over compliance. The responsible party may
present its written assertion in either of the following:

a.

A separate report that will accompany the practitioner’s report

b.

A representation letter to the practitioner

.12 The responsible party’s written assertion about compliance with
specified requirements or internal control over compliance may take many forms.
5 AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that may be necessary.
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Throughout this section, for example, the phrase “responsible party’s assertion
that W Company complied with [specify compliance requirement] as of [date],”
illustrates such an assertion. Other phrases may also be used. However, a
practitioner should not accept an assertion that is so subjective (for example,
“very effective” internal control over compliance) that people having compe
tence in and using the same or similar criteria would not ordinarily be able to
arrive at similar conclusions.
.13 Regardless of whether the practitioner’s client is the responsible
party, the responsible party’s refusal to furnish a written assertion as part of
an examination engagement should cause the practitioner to withdraw from
the engagement. However, an exception is provided if an examination of an
entity’s compliance with specified requirements is required by law or regula
tion. In that instance, the practitioner should disclaim an opinion on compli
ance unless he or she obtains evidential matter that warrants expressing an
adverse opinion. If the practitioner expresses an adverse opinion and the
responsible party does not provide an assertion, the practitioner’s report
should be restricted as to use. (See section 101.78-.81.) If, as part of an
agreed-upon procedures engagement, the practitioner’s client is the responsi
ble party, a refusal by that party to provide an assertion requires the practi
tioner to withdraw from the engagement. However, withdrawal is not required
if the engagement is required by law or regulation. If, in an agreed-upon
procedures engagement, the practitioner’s client is not the responsible party,
the practitioner is not required to withdraw but should consider the effects of
the responsible party’s refusal on the engagement and his or her report.
.14 Additionally, at the beginning of the engagement, the practitioner
may want to consider discussing with the client and the responsible party the
need for the responsible party to provide the practitioner with a written
representation letter at the conclusion of the examination engagement or an
agreed-upon procedures engagement in which the client is the responsible
party. In that letter, the responsible party will be asked to provide, among
other possible items, an acknowledgment of their responsibility for estab
lishing and maintaining effective internal control over compliance and their
assertion stating their evaluation of the entity’s compliance with specified
requirements. The responsible party’s refusal to furnish these representations
(see paragraphs .68 through .70) will constitute a limitation on the scope of the
engagement.

Responsible Party
.15 The responsible party is responsible for ensuring that the entity
complies with the requirements applicable to its activities. That responsibility
encompasses the following.

a.
b.

Identify applicable compliance requirements.

c.
d.

Evaluate and monitor the entity’s compliance.

Establish and maintain internal control to provide reasonable assur
ance that the entity complies with those requirements.
Specify reports that satisfy legal, regulatory, or contractual require
ments.

The responsible party’s evaluation may include documentation such as ac
counting or statistical data, entity policy manuals, accounting manuals, narra
tive memoranda, procedural write-ups, flowcharts, completed questionnaires,
or internal auditors’ reports. The form and extent of documentation will vary
depending on the nature of the compliance requirements and the size and
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complexity of the entity. The responsible party may engage the practitioner to
gather information to assist it in evaluating the entity’s compliance. Regardless
of the procedures performed by the practitioner, the responsible party must
accept responsibility for its assertion and must not base such assertion solely
on the practitioner’s procedures.

Agreed-Upon Procedures Engagement
.16 The objective of the practitioner’s agreed-upon procedures is to pre
sent specific findings to assist users in evaluating an entity’s compliance with
specified requirements or the effectiveness of an entity’s internal control over
compliance based on procedures agreed upon by the users of the report. A
practitioner engaged to perform agreed-upon procedures on an entity’s compli
ance with specified requirements or about the effectiveness of an entity’s
internal control over compliance should follow the guidance set forth herein
and in section 201.
.17 The practitioner’s procedures generally may be as limited or as exten
sive as the specified users desire, as long as the specified users (a) agree upon
the procedures performed or to be performed and (b) take responsibility for the
sufficiency of the agreed-upon procedures for their purposes. (See section
201.15.)
.18 To satisfy the requirements that the practitioner and the specified
users agree upon the procedures performed or to be performed and that the
specified users take responsibility for the sufficiency of the agreed-upon proce
dures for their purposes, ordinarily the practitioner should communicate di
rectly with and obtain affirmative acknowledgment from each of the specified
users. For example, this may be accomplished by meeting with the specified
users or by distributing a draft of the anticipated report or a copy of an
engagement letter to the specified users and obtaining their agreement. If the
practitioner is not able to communicate directly with all of the specified users,
the practitioner may satisfy these requirements by applying any one or more
of the following or similar procedures.

•

Compare the procedures to be applied to written requirements of the
specified users.

•

Discuss the procedures to be applied with appropriate representatives
of the specified users involved.

•

Review relevant contracts with or correspondence from the specified
users.

The practitioner should not report on an engagement when specified users do
not agree upon the procedures performed or to be performed and do not take
responsibility for the sufficiency of the procedures for their purposes. See
section 201.36 for guidance on satisfying these requirements when the practi
tioner is requested to add other parties as specified parties after the date of
completion of the agreed-upon procedures.
.19 In an engagement to perform agreed-upon procedures on an entity’s
compliance with specified requirements or about the effectiveness of an entity’s
internal control over compliance, the practitioner is required to perform only
the procedures that have been agreed to by users.5 However, prior to perform
5 AU section 322, The Auditor’s Consideration of the Internal Audit Function in an Audit of
Financial Statements, does not apply to agreed-upon procedures engagements.
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ing such procedures, the practitioner should obtain an understanding of the
specified compliance requirements, as discussed in paragraph .20. (See section
201.)
.20 To obtain an understanding of the specified compliance requirements,
a practitioner should consider the following:

a.

Laws, regulations, rules, contracts, and grants that pertain to the
specified compliance requirements, including published require
ments

b.

Knowledge about the specified compliance requirements obtained
through prior engagements and regulatory reports

c.

Knowledge about the specified compliance requirements obtained
through discussions with appropriate individuals within the entity
(for example, the chief financial officer, internal auditors, legal
counsel, compliance officer, or grant or contract administrators)

d.

Knowledge about the specified compliance requirements obtained
through discussions with appropriate individuals outside the entity
(for example, a regulator or a third-party specialist)

.21 When circumstances impose restrictions on the scope of an agreedupon procedures engagement, the practitioner should attempt to obtain agree
ment from the users for modification of the agreed-upon procedures. When
such agreement cannot be obtained (for example, when the agreed-upon proce
dures are published by a regulatory agency that will not modify the proce
dures), the practitioner should describe such restrictions in his or her report or
withdraw from the engagement.

.22 The practitioner has no obligation to perform procedures beyond the
agreed-upon procedures. However, if noncompliance comes to the practi
tioner’s attention by other means, such information ordinarily should be
included in his or her report.
.23 The practitioner may become aware of noncompliance that occurs
subsequent to the period addressed by the practitioner’s report but before the
date of the practitioner’s report. The practitioner should consider including
information regarding such noncompliance in his or her report. However, the
practitioner has no responsibility to perform procedures to detect such noncom
pliance other than obtaining the responsible party’s representation about
noncompliance in the subsequent period, as described in paragraph .68.
.24 The practitioner’s report on agreed-upon procedures on an entity’s
compliance with specified requirements (or the effectiveness of an entity’s
internal control over compliance) should be in the form of procedures and
findings. The practitioner’s report should contain the following elements:

a.

A title that includes the word independent

b.

Identification of the specified parties

c.

Identification of the subject matter of the engagement (or manage
ment’s assertion thereon), including the period or point in time
addressed and a reference to the character of the engagement6

d.

An identification of the responsible party

6 Generally, management’s assertion about compliance with specified requirements will address
a period of time, whereas an assertion about internal control over compliance will address a point in
time.
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e.

A statement that the subject matter is the responsibility of the
responsible party

f.

A statement that the procedures, which were agreed to by the specified
parties identified in the report, were performed to assist the specified
parties in evaluating the entity’s compliance with specified require
ments or the effectiveness of its internal control over compliance

g.

A statement that the agreed-upon procedures engagement was con
ducted in accordance with attestation standards established by the
American Institute of Certified Public Accountants

h.

A statement that the sufficiency of the procedures is solely the
responsibility of the specified parties and a disclaimer of responsibil
ity for the sufficiency of those procedures

i.

A list of the procedures performed (or reference thereto) and related
findings (The practitioner should not provide negative assurance.
See section 201.24.)

j.

Where applicable, a description of any agreed-upon materiality lim
its (See section 201.25.)

k.

A statement that the practitioner was not engaged to and did not
conduct an examination of the entity’s compliance with specified
requirements (or the effectiveness of an entity’s internal control over
compliance), a disclaimer of opinion thereon, and a statement that if
the practitioner had performed additional procedures, other matters
might have come to his or her attention that would have been
reported

l.

A statement restricting the use of the report to the specified parties

m.

Where applicable, reservations or restrictions concerning procedures
or findings as discussed in section 201.33, .35, .39, and .40

n.

Where applicable, a description of the nature of the assistance provided
by the specialist as discussed in section 201.19-.21

o.

The manual or printed signature of the practitioner’s firm

p.

The date of the report

.25 The following is an illustration of an agreed-upon procedures report
on an entity’s compliance with specified requirements in which the procedures
and findings are enumerated rather than referenced.
Independent Accountant’s Report on Applying Agreed-Upon Procedures
We have performed the procedures enumerated below, which were agreed to
by [list specified parties], solely to assist the specified parties in evaluating
[name of entity]'s compliance with [list specified requirements] during the
[period] ended [date].7 Management is responsible for [name of entity]’s com
pliance with those requirements. This agreed-upon procedures engagement
was conducted in accordance with attestation standards established by the
American Institute of Certified Public Accountants. The sufficiency of these
procedures is solely the responsibility of those parties specified in this report.
Consequently, we make no representation regarding the sufficiency of the
7 If the agreed-upon procedures have been published by a third-party user (for example, a
regulator in regulatory policies or a lender in a debt agreement), this sentence might begin, “We have
performed the procedures included in [title ofpublication or other document] and enumerated below,
which were agreed to by [list specified parties], solely to assist the specified parties in evaluating ....”
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procedures described below either for the purpose for which this report has been
requested or for any other purpose.
[Include paragraphs to enumerate procedures and findings.]

We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on compliance. Accordingly, we do
not express such an opinion. Had we performed additional procedures, other
matters might have come to our attention that would have been reported to you.

This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than these specified parties.

[Signature]

[Date]

.26 Evaluating compliance with certain requirements may require inter
pretation of the laws, regulations, rules, contracts, or grants that establish
those requirements. In such situations, the practitioner should consider
whether he or she is provided with the suitable criteria required to evaluate an
assertion under the third general attestation standard. If these interpretations
are significant, the practitioner may include a paragraph stating the descrip
tion and the source of interpretations made by the entity’s management. An
example of such a paragraph, which should precede the procedures and find
ings paragraph(s), follows.
We have been informed that, under [name of entity]’s interpretation of
[identify the compliance requirement], [explain the nature and source of the
relevant interpretation].

.27 The following is an illustration of an agreed-upon procedures report
on the effectiveness of an entity’s internal control over compliance in which the
procedures and findings are enumerated rather than referenced.

Independent Accountant’s Report on Applying Agreed-Upon Procedures
We have performed the procedures enumerated below, which were agreed to
by [list specified parties], solely to assist the specified parties in evaluating the
effectiveness of [name of entity]’s internal control over compliance with [list
specified requirements] as of [date].8 Management is responsible for [name of
entity]’s internal control over compliance with those requirements. This agreedupon procedures engagement was conducted in accordance with attestation
standards established by the American Institute of Certified Public Account
ants. The sufficiency of these procedures is solely the responsibility of those
parties specified in this report. Consequently, we make no representation
regarding the sufficiency of the procedures described below either for the
purpose for which this report has been requested or for any other purpose.

[Include paragraphs to enumerate procedures and findings.]

We were not engaged to and did not conduct an examination, the objective of
which would be the expression of an opinion on the effectiveness of internal
control over compliance. Accordingly, we do not express such an opinion. Had
we performed additional procedures, other matters might have come to our
attention that would have been reported to you.
8 If the agreed-upon procedures have been published by a third-party user (for example, a
regulator in regulatory policies or a lender in a debt agreement), this sentence might begin, “We have
performed the procedures included in [title ofpublication or other document] and enumerated below,
which were agreed to by [list specified parties], solely to assist the specified parties in evaluating the
effectiveness of [name ofentity]'s internal control over compliance ....”
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This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than these specified parties.

[Signature]
[Date]

.28 In some agreed-upon procedures engagements, procedures may relate
to both compliance with specified requirements and the effectiveness of inter
nal control over compliance. In these engagements, the practitioner may issue
one report that addresses both. For example, the first sentence of the introduc
tory paragraph would state the following.
We have performed the procedures enumerated below, which were agreed to
by [list users of report], solely to assist the users in evaluating [name of entity]’s
compliance with [list specified requirements] during the [period] ended [date]
and the effectiveness of [name of entity]’s internal control over compliance with
the aforementioned compliance requirements as of [date].

.29 The date of completion of the agreed-upon procedures should be used
as the date of the practitioner’s report.

Examination Engagement
.30 The objective of the practitioner’s examination procedures applied to
an entity’s compliance with specified requirements is to express an opinion on
an entity’s compliance (or assertion related thereto), based on the specified
criteria. To express such an opinion, the practitioner accumulates sufficient
evidence about the entity’s compliance with specified requirements, thereby
restricting attestation risk to an appropriately low level.

Attestation Risk
.31 In an engagement to examine compliance with specified require
ments, the practitioner seeks to obtain reasonable assurance that the entity
complied, in all material respects, based on the specified criteria. This includes
designing the examination to detect both intentional and unintentional mate
rial noncompliance. Absolute assurance is not attainable because of factors
such as the need for judgment, the use of sampling, and the inherent limita
tions of internal control over compliance and because much of the evidence
available to the practitioner is persuasive rather than conclusive in nature.
Also, procedures that are effective for detecting noncompliance that is uninten
tional may be ineffective for detecting noncompliance that is intentional and
concealed through collusion between personnel of the entity and a third party
or among management or employees of the entity. Therefore, the subsequent
discovery that material noncompliance exists does not, in and of itself, evidence
inadequate planning, performance, or judgment on the part of the practitioner.

.32 Attestation risk is the risk that the practitioner may unknowingly fail
to modify appropriately his or her opinion. It is composed of inherent risk,
control risk, and detection risk. For purposes of a compliance examination,
these components are defined as follows:
a.

Inherent risk—The risk that material noncompliance with specified
requirements could occur, assuming there are no related controls

h.

Control risk—The risk that material noncompliance that could occur
will not be prevented or detected on a timely basis by the entity’s
controls
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c.

Detection risk—The risk that the practitioner’s procedures will lead
him or her to conclude that material noncompliance does not exist
when, in fact, such noncompliance does exist

Inherent Risk
.33 In assessing inherent risk, the practitioner should consider factors
affecting risk similar to those an auditor would consider when planning an audit
of financial statements. Such factors are discussed in AU section 316A,§ Consid
eration of Fraud in a Financial Statement Audit, paragraphs .16 through .19.
In addition, the practitioner should consider factors relevant to compliance
engagements, such as the following:

•

The complexity of the specified compliance requirements

•

The length of time the entity has been subject to the specified compli
ance requirements

•

Prior experience with the entity’s compliance

•

The potential impact of noncompliance

Control Risk
.34 The practitioner should assess control risk as discussed in paragraphs
.45 and .46. Assessing control risk contributes to the practitioner’s evaluation
of the risk that material noncompliance exists. The process of assessing control
risk (together with assessing inherent risk) provides evidential matter about
the risk that such noncompliance may exist. The practitioner uses this eviden
tial matter as part of the reasonable basis for his or her opinion.

Detection Risk
.35 In determining an acceptable level of detection risk, the practitioner
assesses inherent risk and control risk and considers the extent to which he or
she seeks to restrict attestation risk. As assessed inherent risk or control risk
decreases, the acceptable level of detection risk increases. Accordingly, the
practitioner may alter the nature, timing, and extent of compliance tests
performed based on the assessments of inherent risk and control risk.

Materiality
.36 In an examination of an entity’s compliance with specified require
ments, the practitioner’s consideration of materiality differs from that of an
audit of financial statements in accordance with GAAS. In an examination of
an entity’s compliance with specified requirements, the practitioner’s consid
eration of materiality is affected by (a) the nature of the compliance require
ments, which may or may not be quantifiable in monetary terms, (b) the nature
and frequency of noncompliance identified with appropriate consideration of
sampling risk, and (c) qualitative considerations, including the needs and
expectations of the report’s users.
.37 In a number of situations, the terms of the engagement may provide
for a supplemental report of all or certain noncompliance discovered. Such
terms should not change the practitioner’s judgments about materiality in
planning and performing the engagement or in forming an opinion on an
§ This “A” section has been deleted because it is no longer effective. The PCAOB has not yet made
conforming changes to redirect the reader to the appropriate section.
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entity’s compliance with specified requirements or on the responsible party’s
assertion about such compliance.

Performing an Examination Engagement
.38 The practitioner should exercise (a) due care in planning, performing,
and evaluating the results of his or her examination procedures and (b) the
proper degree of professional skepticism to achieve reasonable assurance that
material noncompliance will be detected.
.39 In an examination of the entity’s compliance with specified require
ments, the practitioner should—

a.

Obtain an understanding of the specified compliance requirements.
(See paragraph .40.)

b.

Plan the engagement. (See paragraphs .41 through .44.)

c.

Consider relevant portions of the entity’s internal control over com
pliance. (See paragraphs .45 through .47.)

d.

Obtain sufficient evidence including testing compliance with speci
fied requirements. (See paragraphs .48 and .49.)

e.

Consider subsequent events. (See paragraphs .50 through .52.)

f.

Form an opinion about whether the entity complied, in all material
respects, with specified requirements (or whether the responsible
party’s assertion about such compliance is fairly stated in all mate
rial respects), based on the specified criteria. (See paragraph .53.)

Obtaining an Understanding of the Specified
Compliance Requirements
.40 A practitioner should obtain an understanding of the specified com
pliance requirements. To obtain such an understanding, a practitioner should
consider the following:

a.

Laws, regulations, rules, contracts, and grants that pertain to the
specified compliance requirements, including published require
ments

b.

Knowledge about the specified compliance requirements obtained
through prior engagements and regulatory reports

c.

Knowledge about the specified compliance requirements obtained
through discussions with appropriate individuals within the entity
(for example, the chief financial officer, internal auditors, legal
counsel, compliance officer, or grant or contract administrators)

d.

Knowledge about the specified compliance requirements obtained
through discussions with appropriate individuals outside the entity
(for example, a regulator or third-party specialist)

Planning the Engagement
General Considerations
.41 Planning an engagement to examine an entity’s compliance with
specified requirements involves developing an overall strategy for the expected
conduct and scope of the engagement. The practitioner should consider the
planning matters discussed in section 101.42-.47.
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Multiple Components

.42 In an engagement to examine an entity’s compliance with specified
requirements when the entity has operations in several components (for exam
ple, locations, branches, subsidiaries, or programs), the practitioner may deter
mine that it is not necessary to test compliance with requirements at every
component. In making such a determination and in selecting the components
to be tested, the practitioner should consider factors such as the following:
a.

The degree to which the specified compliance requirements apply at
the component level

b.

Judgments about materiality

c.

The degree of centralization of records

d.

The effectiveness of the control environment, particularly manage
ment’s direct control over the exercise of authority delegated to
others and its ability to supervise activities at various locations
effectively

e.

The nature and extent of operations conducted at the various com
ponents

f.

The similarity of operations over compliance for different compo
nents

Using the Work of a Specialist

.43 In some compliance engagements, the nature of the specified compli
ance requirements may require specialized skill or knowledge in a particular
field other than accounting or auditing. In such cases, the practitioner may use
the work of a specialist and should follow the relevant performance and
reporting guidance in AU section 336, Using the Work of a Specialist.
Internal Audit Function

.44 Another factor the practitioner should consider when planning the
engagement is whether the entity has an internal audit function and the extent
to which internal auditors are involved in monitoring compliance with the
specified requirements. A practitioner should consider the guidance in AU
section 322, The Auditor’s Consideration of the Internal Audit Function in an
Audit of Financial Statements, when addressing the competence and objectiv
ity of internal auditors, the nature, timing, and extent of work to be performed,
and other related matters.

Consideration of Internal Control Over Compliance
.45 The practitioner should obtain an understanding of relevant portions
of internal control over compliance sufficient to plan the engagement and to
assess control risk for compliance with specified requirements. In planning the
examination, such knowledge should be used to identify types of potential
noncompliance, to consider factors that affect the risk of material noncompli
ance, and to design appropriate tests of compliance.
.46 A practitioner generally obtains an understanding of the design of
specific controls by performing the following:

a.

Inquiries of appropriate management, supervisory, and staff per
sonnel
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b.

Inspection of the entity’s documents

c.

Observation of the entity’s activities and operations

The nature and extent of procedures a practitioner performs vary from entity
to entity and are influenced by factors such as the following:

•

The newness and complexity of the specified requirements

•

The practitioner’s knowledge of internal control over compliance ob
tained in previous professional engagements

•

The nature of the specified compliance requirements

•

An understanding of the industry in which the entity operates

•

Judgments about materiality

When seeking to assess control risk below the maximum, the practitioner
should perform tests of controls to obtain evidence to support the assessed level
of control risk.
.47 During the course of an examination engagement, the practitioner
may become aware of significant deficiencies in the design or operation of
internal control over compliance that could adversely affect the entity’s ability
to comply with specified requirements. A practitioner’s responsibility to com
municate these deficiencies in an examination of an entity’s compliance with
specified requirements is similar to the auditor’s responsibility described in
AU section 325, Communication of Internal Control Related Matters Noted in
an Audit. If, in a multiple-party arrangement, the practitioner’s client is not
the responsible party, the practitioner has no responsibility to communicate
reportable conditions to the responsible party. For example, if the practitioner
is engaged by his or her client to examine the compliance of another entity, the
practitioner has no obligation to communicate any reportable conditions that
he or she becomes aware of to the other entity. However, the practitioner is not
precluded from making such a communication.

Obtaining Sufficient Evidence
.48 The practitioner should apply procedures to provide reasonable assur
ance of detecting material noncompliance. Determining these procedures and
evaluating the sufficiency of the evidence obtained are matters of professional
judgment. When exercising such judgment, practitioners should consider the
guidance contained in section 101.51-.54 and AU section 350, Audit Sampling.

.49 For engagements involving compliance with regulatory requirements,
the practitioner’s procedures should include reviewing reports of significant
examinations and related communications between regulatory agencies and
the entity and, when appropriate, making inquiries of the regulatory agencies,
including inquiries about examinations in progress.

Consideration of Subsequent Events
.50 The practitioner’s consideration of subsequent events in an examina
tion of an entity’s compliance with specified requirements is similar to the
auditor’s consideration of subsequent events in a financial statement audit, as
outlined in AU section 560, Subsequent Events. The practitioner should con
sider information about such events that comes to his or her attention after the
end of the period addressed by the practitioner’s report and prior to the
issuance of his or her report.
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.51 Two types of subsequent events require consideration by the respon
sible party and evaluation by the practitioner. The first consists of events that
provide additional information about the entity’s compliance during the period
addressed by the practitioner’s report and may affect the practitioner’s report.
For the period from the end of the reporting period (or point in time) to the date
of the practitioner’s report, the practitioner should perform procedures to
identify such events that provide additional information about compliance
during the reporting period. Such procedures should include but may not be
limited to inquiring about and considering the following information:

•

Relevant internal auditors’ reports issued during the subsequent
period

•

Other practitioners’ reports identifying noncompliance, issued during
the subsequent period

•

Regulatory agencies’ reports on the entity’s noncompliance, issued
during the subsequent period

•

Information about the entity’s noncompliance, obtained through other
professional engagements for that entity

.52 The second type consists of noncompliance that occurs subsequent to
the period being reported on but before the date of the practitioner’s report. The
practitioner has no responsibility to detect such noncompliance. However,
should the practitioner become aware of such noncompliance, it may be of such
a nature and significance that disclosure of it is required to keep users from
being misled. In such cases, the practitioner should include in his or her report
an explanatory paragraph describing the nature of the noncompliance.

Forming an Opinion
.53 In evaluating whether the entity has complied in all material respects
(or whether the responsible party’s assertion about such compliance is stated
fairly in all material respects), the practitioner should consider (a) the nature
and frequency of the noncompliance identified and (b) whether such noncom
pliance is material relative to the nature of the compliance requirements, as
discussed in paragraph .36.

Reporting
.54 The practitioner may examine and report directly on an entity’s
compliance (see paragraphs .55 and .56) or he or she may examine and report
on the responsible party’s written assertion (see paragraphs .57, .58, and .61),
except as described in paragraph .64.
.55 The practitioner’s examination report on compliance, which is ordi
narily addressed to the entity, should include the following:

a.

A title that includes the word independent

b.

Identification of the specified compliance requirements, including
the period covered, and of the responsible party9

9 A practitioner also may be engaged to report on an entity’s compliance with specified require
ments as of point in time. In this case, the illustrative reports in this section should be adapted as
appropriate.
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c.

A statement that compliance with the specified requirements is the
responsibility of the entity’s management

d.

A statement that the practitioner’s responsibility is to express an
opinion on the entity’s compliance with those requirements based on
his or her examination

e.

A statement that the examination was conducted in accordance with
attestation standards established by the American Institute of Cer
tified Public Accountants and, accordingly, included examining, on
a test basis, evidence about the entity’s compliance with those re
quirements and performing such other procedures as the practitioner
considered necessary in the circumstances

f.

A statement that the practitioner believes the examination provides
a reasonable basis for his or her opinion

g.

A statement that the examination does not provide a legal determi
nation on the entity’s compliance

h.

The practitioner’s opinion on whether the entity complied, in all
material respects, with specified requirements based on the specified
criteria1011(See paragraph .64 for reporting on material noncompli
ance.)

i.

A statement restricting the use of the report to the specified parties
(see the fourth reporting standard)11 under the following circum
stances (See also paragraph .13.):

•

When the criteria used to evaluate compliance are determined
by the practitioner to be appropriate only for a limited number
of parties who either participated in their establishment or can
be presumed to have an adequate understanding of the criteria.

•

When the criteria used to evaluate compliance are available only
to the specified parties

j.

The manual or printed signature of the practitioner’s firm

k.

The date of the examination report

.56 The following is the form of report a practitioner should use when he
or she is expressing an opinion on an entity’s compliance with specified
requirements during a period of time.
Independent Accountant’s Report
[Introductory paragraph]

We have examined [name of entity]’s compliance with [list specified compliance
requirements] during the [period] ended [date]. Management is responsible for
[name of entity]’s compliance with those requirements. Our responsibility is to
express an opinion on [name ofentity]’s compliance based on our examination.

10 Frequently, criteria will be contained in the compliance requirements, in which case it is not
necessary to repeat the criteria in the practitioner’s report; however, if the criteria are not included in
the compliance requirement, the practitioner’s report should identify the criteria. For example, if a
compliance requirement is to “maintain $25,000 in capital,” it would not be necessary to identify the
$25,000 in the report; however, if the requirement is to “maintain adequate capital,” the practitioner
should identify the criteria used to define adequate.

11 In certain situations, however, criteria that have been specified by management and other
report users may be suitable for general use.
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[Scope paragraph]
Our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and,
accordingly, included examining, on a test basis, evidence about [name of
entity]’s compliance with those requirements and performing such other proce
dures as we considered necessary in the circumstances. We believe that our
examination provides a reasonable basis for our opinion. Our examination does
not provide a legal determination on [name of entity]’s compliance with specified
requirements.

[Opinion paragraph]

In our opinion, [name of entity] complied, in all material respects, with the
aforementioned requirements for the year ended December 31, 20XX.12

[Signature]
[Date]

.57 The practitioner’s examination report on an entity’s assertion about
compliance with specified requirements, which is ordinarily addressed to the
entity, should include the following:
a.

A title that includes the word independent

b.

Identification of the responsible party’s assertion about the entity’s
compliance with specified requirements, including the period cov
ered by the responsible party’s assertion, and of the responsible party
(When the responsible party’s assertion does not accompany the
practitioner’s report, the first paragraph of the report should also
contain a statement of the responsible party’s assertion.)13

c.

A statement that compliance with the requirements is the responsi
bility of the entity’s management

d.

A statement that the practitioner’s responsibility is to express an
opinion on the responsible party’s assertion on the entity’s compli
ance with those requirements based on his or her examination

e.

A statement that the examination was conducted in accordance with
attestation standards established by the American Institute of Cer
tified Public Accountants and, accordingly, included examining, on
a test basis, evidence about the entity’s compliance with those re
quirements and performing such other procedures as the practitioner
considered necessary in the circumstances

f.

A statement that the practitioner believes the examination provides
a reasonable basis for his or her opinion

g.

A statement that the examination does not provide a legal determi
nation on the entity’s compliance

h.

The practitioner’s opinion on whether the responsible party’s asser
tion about compliance with specified requirements is fairly stated in

12 If it is necessary to identify criteria (see footnote 10), the criteria should be identified in the
opinion paragraph (for example, “... in all material respects, based on the criteria set forth in
Attachment 1”).
13 A practitioner also may be engaged to report on the responsible party’s assertion about an
entity’s compliance with specified requirements as of a point in time. In this case, the illustrative
reports in this section should be adapted as appropriate.

AT §601.57

1305

Compliance Attestation

all material respects based on the specified criteria1415
18
17
16
(See paragraph
.64 for reporting on material noncompliance.)
i.

j.

A statement restricting the use of the report to the specified parties
(see the fourth reporting standard)15,16 under the following circum
stances:
•

When the criteria used to evaluate compliance are determined
by the practitioner to be appropriate only for a limited number
of parties who either participated in their establishment or can
be presumed to have an adequate understanding of the criteria

•

When the criteria used to evaluate compliance are available only
to the specified parties

The manual or printed signature of the practitioner’s firm

k. The date of the examination report
.58 The following is the form of report that a practitioner should use when
expressing an opinion on management’s assertion about compliance with
specified requirements.

Independent Accountant’s Report
[Introductory paragraph]
We have examined management’s assertion, included in the accompanying
[title of management report], that [name of entity] complied with [list specified
compliance requirements] during the [period] ended [date].17,18 Management
is responsible for [name of entity]’s, compliance with those requirements. Our
responsibility is to express an opinion on management’s assertion about [name
of entity]’s compliance based on our examination.

[Standard scope paragraph]
[Opinion paragraph]

In our opinion, management’s assertion that [name of entity] complied with the
aforementioned requirements during the [period] ended [date] is fairly stated,
in all material respects.19
[Signature]

[Date]
14 Frequently, criteria will be contained in the compliance requirements, in which case it is not
necessary to repeat the criteria in the practitioner’s report; however, if the criteria are not included in
the compliance requirement, the practitioner’s report should identify the criteria. For example, if a
compliance requirement is to “maintain $25,000 in capital,” it would not be necessary to identify the
$25,000 in the report; however, if the requirement is to “maintain adequate capital,” the practitioner
should identify the criteria used to define adequate.
15 Although a practitioner’s report may be appropriate for general use, the practitioner is not
precluded from restricting the use of the report.

16 In certain situations, however, criteria that have been specified by management and other
report users may be suitable for general use.

17 The practitioner should identify the management report examined by reference to the report
title used by management in its report. Further, he or she should use the same description of
compliance requirements as management uses in its report.
18 If management’s assertion is stated in the practitioner’s report and does not accompany the
practitioner’s report, the phrase “included in the accompanying [title of management report]” would
be omitted.
19 If it is necessary to identify criteria (see footnote 10), the criteria should be identified in the
opinion paragraph (for example, “...in all material respects, based on the criteria set forth in
Attachment 1”).
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.59 Evaluating compliance with certain requirements may require inter
pretation of the laws, regulations, rules, contracts, or grants that establish
those requirements. In such situations, the practitioner should consider
whether he or she is provided with the suitable criteria required to evaluate
compliance under the third general attestation standard. If these interpreta
tions are significant, the practitioner may include a paragraph stating the
description and the source of interpretations made by the entity’s manage
ment. The following is an example of such a paragraph, which should directly
follow the scope paragraph:
We have been informed that, under [name of entity]’s interpretation of [identify
the compliance requirement], [explain the source and nature of the relevant
interpretation].

.60 The date of completion of the examination procedures should be used
as the date of the practitioner’s report.

.61 Nothing precludes the practitioner from examining an assertion but
opining directly on compliance.

.62 Section 101.78—.83 provide guidance on restricting the use of an attest
report. Nothing in this section precludes the practitioner from restricting the
use of the report. For example, if the practitioner is asked by a client to
examine another entity’s compliance with certain regulations, he or she may
want to restrict the use of the report to the client since the practitioner has no
control over how the report may be used by the other entity.

Report Modifications
.63 The practitioner should modify the standard report described in
paragraphs .55 and .57, if any of the following conditions exist.
•

There is material noncompliance with specified requirements (para
graphs .64 through .67).

•

There is a restriction on the scope of the engagement.20

•

The practitioner decides to refer to the report of another practitioner
as the basis, in part, for the practitioner’s report.21

Material Noncompliance

.64 When an examination of an entity’s compliance with specified re
quirements discloses noncompliance with the applicable requirements that the
practitioner believes have a material effect on the entity’s compliance, the
practitioner should modify the report and, to most effectively communicate
with the reader of the report, should state his or her opinion on the entity’s
specified compliance requirements, not on the responsible party’s assertion.

.65 The following is the form of report, modified with explanatory lan
guage, that a practitioner should use when he or she has concluded that a
qualified opinion is appropriate under the circumstances. It has been assumed
20 The practitioner should refer to section 101.73 and .74 for guidance on scope restrictions.
21 The practitioner should refer to section 501.63 and .64§ for guidance on an opinion based in
part on the report of another practitioner and adapt such guidance to the standard reports in this
section.
§ AT section 501 has been superseded by PCAOB Release No. 2004-008. The PCAOB has not yet
made conforming changes that may be necessary.
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that the practitioner has determined that the specified compliance require
ments are both suitable for general use and available to users as discussed in
section 101.23-.33, and, therefore, that a restricted use paragraph is not
required.
Independent Accountant’s Report
[Introductory paragraph]
We have examined [name of entity]'s compliance with [list specified compliance
requirements] for the [period] ended [date]. Management is responsible for
compliance with those requirements. Our responsibility is to express an opinion
on [name of entity]’s compliance based on our examination.

[Standard scope paragraph]
[Explanatory paragraph]

Our examination disclosed the following material noncompliance with [type of
compliance requirement] applicable to [name ofentity] during the [period] ended
[date]. [Describe noncompliance.]

[Opinion paragraph]

In our opinion, except for the material noncompliance described in the third
paragraph, [name of entity] complied, in all material respects, with the afore
mentioned requirements for the [period] ended [date].
[Signature]

[Date]

.66 The following is the form of report, modified with explanatory lan
guage, that a practitioner should use when he or she concludes that an adverse
opinion is appropriate in the circumstances. The practitioner has determined
that the specified compliance requirements are both suitable for general use
and available to users as discussed in section 101.23-.33.
Independent Accountant’s Report
[Introductory paragraph]
We have examined [name of entity]’s compliance with [list specified compliance
requirements] for the [period] ended [date]. Management is responsible for
compliance with those requirements. Our responsibility is to express an opinion
on [name of entity]’s compliance based on our examination.
[Standard scope paragraph]

[Explanatory paragraph]
Our examination disclosed the following material noncompliance with [type of
compliance requirement] applicable to [name ofentity] during the [period] ended
[date]. [Describe noncompliance.]

[Opinion paragraph]

In our opinion, because of the effect of the noncompliance described in the third
paragraph, [name of entity] has not complied with the aforementioned require
ments for the [period] ended [date].

[Signature]
[Date]
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.67 If the practitioner’s report on his or her examination of the entity’s
compliance with specified requirements is included in a document that also
includes his or her audit report on the entity’s financial statements, the
following sentence should be included in the paragraph of an examination
report that describes material noncompliance.
These conditions were considered in determining the nature, timing, and
extent of audit tests applied in our audit of the 20XX financial statements,
and this report does not affect our report dated [date of report] on those
financial statements.
The practitioner also may include the preceding sentence when the two reports
are not included within the same document.

Representation Letter
.68 In an examination engagement or an agreed-upon procedures engage
ment, the practitioner should obtain written representations from the respon
sible party—22
a.

Acknowledging the responsible party’s responsibility for complying
with the specified requirements.

b.

Acknowledging the responsible party’s responsibility for estab
lishing and maintaining effective internal control over compliance.

c.

Stating that the responsible party has performed an evaluation of (1)
the entity’s compliance with specified requirements or (2) the entity’s
controls for ensuring compliance and detecting noncompliance with
requirements, as applicable.

d.

Stating the responsible party’s assertion about the entity’s compli
ance with the specified requirements or about the effectiveness of
internal control over compliance, as applicable, based on the stated
or established criteria.

e.

Stating that the responsible party has disclosed to the practitioner
all known noncompliance.

f.

State that the responsible party has made available all documenta
tion related to compliance with the specified requirements.

g.

Stating the responsible party’s interpretation of any compliance
requirements that have varying interpretations.

h.

State that the responsible party has disclosed any communications
from regulatory agencies, internal auditors, and other practitioners
concerning possible noncompliance with the specified requirements,
including communications received between the end of the period
addressed in the written assertion and the date of the practitioner’s
report.

i.

Stating that the responsible party has disclosed any known noncom
pliance occurring subsequent to the period for which, or date as of
which, the responsible party selects to make its assertion.

22 AU section 333, Management Representations, paragraph .09, provides guidance on the date
as of which the representation letter should be signed and who should sign it.

AT §601.67

Compliance Attestation

1309

.69 The responsible party’s refusal to furnish all appropriate written
representations in an examination engagement constitutes a limitation on the
scope of the engagement sufficient to preclude an unqualified opinion and is
ordinarily sufficient to cause the practitioner to disclaim an opinion or with
draw from the engagement. However, based on the nature of the repre
sentations not obtained or the circumstances of the refusal, the practitioner
may conclude in an examination engagement that a qualified opinion is appro
priate. When the practitioner is performing agreed-upon procedures and the
practitioner’s client is the responsible party, the responsible party’s refusal to
furnish all appropriate written representations constitutes a limitation on the
scope of the engagement sufficient to cause the practitioner to withdraw. When
the practitioner’s client is not the responsible party, the practitioner is not
required to withdraw but should consider the effects of the responsible party’s
refusal on his or her report. Further, the practitioner should consider the
effects of the responsible party’s refusal on his or her ability to rely on other
representations of the responsible party.
.70 When the practitioner’s client is not the responsible party, the practi
tioner may also want to obtain written representations from the client. For
example, when a practitioner’s client has entered into a contract with a third
party (responsible party) and the practitioner is engaged to examine the
responsible party’s compliance with that contract, the practitioner may want
to obtain written representations from his or her client as to their knowledge
of any noncompliance.

Other Information in a Client-Prepared Document
Containing Management's Assertion About the Entity's
Compliance With Specified Requirements or the
Effectiveness of the Internal Control Over Compliance
.71 An entity may publish various documents that contain information
(referred to as other information) in addition to the practitioner’s attest report
on either (a) the entity’s compliance with specified requirements or (b) the
effectiveness of the entity’s internal control over compliance or written asser
tion thereon. Section 101.91-.94 provide guidance to the practitioner if the
other information is contained in either of the following:

a.

Annual reports to holders of securities or beneficial interests, annual
reports of organizations for charitable or philanthropic purposes
distributed to the public, and annual reports filed with regulatory
authorities under the 1934 Act

b.

Other documents to which the practitioner, at the client’s request,
devotes attention

Effective Date
.72 This section is effective when the subject matter or assertion is as of
or for a period ending on or after June 1, 2001. Early application is permitted.
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Source: SSAE No. 10.
Effective when management's discussion and analysis is for a period ending on or

after June 1, 2001. Earlier application is permitted.

General
.01 This section sets forth attestation standards and provides guidance to
a practitioner concerning the performance of an attest engagement1 with
respect to management’s discussion and analysis (MD&A) prepared pursuant
to the rules and regulations adopted by the Securities and Exchange Commis
sion (SEC), which are presented in annual reports to shareholders and in other
documents.1
2

Applicability
.02 This section is applicable to the following levels of service when a
practitioner is engaged by (a) a public3 entity that prepares MD&A in accord
ance with the rules and regulations adopted by the SEC (see paragraph .04) or
(b) a nonpublic entity that prepares an MD&A presentation and whose man
agement provides a written assertion that the presentation has been prepared
using the rules and regulations adopted by the SEC:4

•

An examination of an MD&A presentation

•

A review of an MD&A presentation for an annual period, an interim
period, or a combined annual and interim period5

1 Section 101, Attest Engagements, paragraph .01, defines an attest engagement as one in which
a practitioner “is engaged to issue or does issue an examination, a review, or an agreed-upon
procedures report on subject matter, or an assertion about the subject matter (hereafter referred to as
the assertion), that is the responsibility of another party.”

2 Because this section provides guidance specific to attest engagements concerning MD&A
presentations, a practitioner should not perform a compliance attestation engagement under section
601, Compliance Attestation, with respect to an MD&A presentation.
3 For purposes of this section, a public entity is any entity (a) whose securities trade in a public
market either on a stock exchange (domestic or foreign) or in the over-the-counter (OTC) market,
including securities quoted only locally or regionally, (b) that makes a filing with a regulatory agency
in preparation for the sale of any class of its securities in a public market, or (c) a subsidiary,
corporate joint venture, or other entity controlled by an entity covered by (a) or (b).
4 Such assertion may be made by any of the following:
(а) Including a statement in the body of the MD&A presentation that it has been prepared
using the rules and regulations adopted by the SEC.
(b) Providing a separate written assertion to accompany the MD&A presentation.
(c) Providing a written assertion in a representation letter to the practitioner.

5 As discussed in paragraph .85k, a review report is not intended to be filed with the SEC as a
report under the Securities Act of 1933 (the 1993 Act) or the Securities Exchange Act of 1934 (the
1934 Act) and, accordingly, the review report should contain a statement of restrictions on the use of
the report to specified parties if the entity is (a) a public entity or (b) a nonpublic entity that is making
or has made an offering of securities and it appears that the securities may subsequently be
registered or subject to a filing with the SEC or other regulatory agency.
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A practitioner6 engaged to examine or review MD&A and report thereon should
comply with the general, fieldwork, and reporting standards in section 101,
Attest Engagements, and the specific standards set forth in this section. A
practitioner engaged to perform agreed-upon procedures on MD&A should follow
the guidance set forth in section 201, Agreed-Upon Procedures Engagements.7
.03 This section does not—

a.

Change the auditor’s responsibility in an audit of financial state
ments performed in accordance with generally accepted auditing
standards (GAAS).

b.

Apply to situations in which the practitioner is requested to provide
management with recommendations to improve the MD&A rather
than to provide assurance. A practitioner engaged to provide such
nonattest services should refer to Statement on Standards for Con
sulting Services No. 1, Consulting Services: Definitions and Stand
ards.

c.

Apply to situations in which the practitioner is engaged to provide
attest services with respect to an MD&A presentation that is pre
pared based on criteria other than the rules and regulations adopted
by the SEC. A practitioner engaged to perform an examination or a
review based upon such criteria should refer to the guidance in
section 101, or to section 201 if engaged to perform an agreed-upon
procedures engagement.8

.04 The requirements for MD&A have changed periodically since the first
requirement was adopted by the SEC in 1974. As of the date of issuance of this
SSAE, the rules and regulations for MD&A adopted by the SEC are found in
Item 303 of Regulation S-K, as interpreted by Financial Reporting Release
(FRR) No. 36, Management’s Discussion and Analysis of Financial Condition
and Results of Operations; Certain Investment Company Disclosures (Chapter
5 of the “Codification of Financial Reporting Policies”); Item 303 of Regulation
S-B for small business issuers; and Item 9 of Form 20-F for Foreign Private
Issuers.9 Item 303 of Regulation S-K, as interpreted by FRR No. 36, Item 303
of Regulation S-B for small business issuers, and Item 9 of Form 20-F for
Foreign Private Issuers, provide the relevant rules and regulations adopted by
6 In this section, the terms practitioner or accountant generally refer to a person engaged to
perform an attest service on MD&A. The term accountant may also refer to a person engaged to
review financial statements. The term auditor refers to a person engaged to audit financial state
ments. As this section includes certain requirements for the practitioner to have audited or performed
a Statement on Auditing Standards (SAS) No. 71 review of financial statements (AU section 722,
Interim Financial Information), the terms auditor, practitioner, or accountant may refer, in this
section, to the same person.

7 Practitioners should follow guidance in AU section 634, Letters for Underwriters and Certain
Other Requesting Parties, when requested to perform agreed-upon procedures on MD&A and report
thereon in a letter for an underwriter.
8 The guidance in this section may be helpful when performing an engagement to provide attest
services with respect to an MD&A presentation that is based on criteria other than the rules and
regulations adopted by the SEC. Such other criteria would have to be suitable and available as
discussed in section 101.23-33.
9 The SEC staff from time to time issues guidance related to the SEC’s adopted requirements; for
example, Staff Accounting Bulletins (SABs), Staff Legal Bulletins, and speeches. Although such
guidance may provide additional information with respect to the adopted requirements for MD&A,
the practitioner should not be expected to attest to assertions on compliance with such guidance. The
practitioner may find it helpful to also familiarize himself or herself with material contained on the
SEC’s Web site http://www.sec.gov/ that provides further information with respect to the SEC’s views
concerning MD&A disclosures.
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the SEC that meet the definition of suitable criteria in section 101.23-.32. The
practitioner should consider whether the SEC has adopted additional rules
and regulations with respect to MD&A subsequent to the issuance of this
section.

Conditions for Engagement Performance
Examination

.05 The practitioner’s objective in an engagement to examine MD&A is to
express an opinion on the MD&A presentation taken as a whole by reporting
whether—
a.

The presentation includes, in all material respects, the required
elements of the rules and regulations adopted by the SEC.1011

b.

The historical financial amounts have been accurately derived, in all
material respects, from the entity’s financial statements.11

c.

The underlying information, determinations, estimates, and as
sumptions of the entity provide a reasonable basis for the disclosures
contained therein.12

.06 A practitioner may accept an engagement to examine MD&A of a
public or nonpublic entity, provided the practitioner audits, in accordance with
GAAS,13 the financial statements for at least the latest period to which the
MD&A presentation relates and the financial statements for the other periods
covered by the MD&A presentation have been audited by the practitioner or a
predecessor auditor. A base knowledge of the entity and its operations gained
through an audit of the historical financial statements and knowledge about
the industry and the environment is necessary to provide the practitioner with
sufficient knowledge to properly evaluate the results of the procedures per
formed in connection with the examination.
.07 If a predecessor auditor has audited the financial statements for a
prior period covered by the MD&A presentation, the practitioner (the successor
auditor) should also consider whether, under the particular circumstances, he
or she can acquire sufficient knowledge of the business and of the entity’s
accounting and financial reporting practices for such period so that he or she
would be able to—
a.

Identify types of potential material misstatements in MD&A and
consider the likelihood of their occurrence.

10 The required elements as of the date of issuance of this SSAE include a discussion of the
entity’s financial condition, changes in financial condition, and results of operations, including a
discussion of liquidity and capital resources.

11 Whether historical financial amounts are accurately derived from the financial statements
includes both amounts that are derived from the face of the financial statements (which includes the
notes to the financial statements) and financial statement schedules and those that are derived from
underlying records supporting elements, accounts, or items included in the financial statements.
12 Whether the underlying information, determinations, estimates, and assumptions of the
entity provide a reasonable basis for the disclosures contained therein requires consideration of
management’s interpretation of the disclosure criteria for MD&A, management’s determinations as
to the relevancy of information to be included, and estimates and assumptions made by management
that affect reported information.

13 Restrictions on the scope of the audit of the financial statements will not necessarily preclude
the practitioner from accepting an engagement to examine MD&A. Note that the SEC will generally
not accept an auditor’s report that is modified for a scope limitation. The practitioner should consider
the nature and magnitude of the scope limitation and the form of the auditor’s report in assessing
whether an examination of MD&A could be performed.
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b.

Perform the procedures that will provide the practitioner with a basis
for expressing an opinion as to whether the MD&A presentation
includes, in all material respects, the required elements of the rules
and regulations adopted by the SEC.

c.

Perform the procedures that will provide the practitioner with a basis
for expressing an opinion on the MD&A presentation with respect to
whether the historical financial amounts have been accurately de
rived, in all material respects, from the entity’s financial statements
for such period.

d.

Perform the procedures that will provide the practitioner with a basis
for expressing an opinion as to whether the underlying information,
determinations, estimates, and assumptions of the entity provide a
reasonable basis for the disclosures contained therein.

Refer to paragraphs .99 through .101 for guidance regarding the review of the
predecessor auditor’s working papers.
Review

.08 The objective of a review of MD&A is to report whether any informa
tion came to the practitioner’s attention to cause him or her to believe that—
a.

The MD&A presentation does not include, in all material respects, the
required elements of the rules and regulations adopted by the SEC.

b.

The historical financial amounts included therein have not been
accurately derived, in all material respects, from the entity’s finan
cial statements.

c.

The underlying information, determinations, estimates, and as
sumptions of the entity do not provide a reasonable basis for the
disclosures contained therein.

A review consists principally of applying analytical procedures and making
inquiries of persons responsible for financial, accounting, and operational
matters. A review ordinarily does not contemplate (a) tests of accounting
records through inspection, observation, or confirmation, (b) obtaining corrobo
rating evidential matter in response to inquiries, or (c) the application of certain
other procedures ordinarily performed during an examination of MD&A. A
review may bring to the practitioner’s attention significant matters affecting
the MD&A, but it does not provide assurance that the practitioner will become
aware of all significant matters that would be disclosed in an examination.
.09 A practitioner may accept an engagement to review the MD&A pres
entation of a public entity for an annual period provided the practitioner has
audited, in accordance with GAAS, the financial statements for at least the
latest annual period to which the MD&A presentation relates and the financial
statements for the other periods covered by the MD&A presentation have been
audited by the practitioner or a predecessor auditor.14 A base knowledge of the
entity and its operations gained through an audit of the historical financial
statements and knowledge about the industry and the environment is neces
14 As discussed in paragraph .85k, a review report is not intended to be filed with the SEC as a
report under the 1933 Act or the 1934 Act and, accordingly, the review report should contain a
statement of restrictions on the use of the report to specified parties if the entity is (a) a public entity
or (b) a nonpublic entity that is making or has made an offering of securities and it appears that the
securities may subsequently be registered or subject to a filing with the SEC or other regulatory
agency.
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sary to provide the practitioner with sufficient knowledge to properly evaluate
the results of the procedures performed in connection with the review.

.10 If a predecessor auditor has audited the financial statements for a
prior period covered by the MD&A presentation, the practitioner should also
consider whether, under the particular circumstances, he or she can acquire
sufficient knowledge of the business and of the entity’s accounting and finan
cial reporting practices for such period so he or she would be able to—
a.

Identify types of potential material misstatements in the MD&A and
consider the likelihood of their occurrence.

b.

Perform the procedures that will provide the practitioner with a basis
for reporting whether any information has come to the practitioner’s
attention to cause him or her to believe any of the following.
(1) The MD&A presentation does not include, in all material re
spects, the required elements of the rules and regulations
adopted by the SEC.
(2) The historical financial amounts included therein have not been
accurately derived, in all material respects, from the entity’s
financial statements for such period.

(3) The underlying information, determinations, estimates, and
assumptions of the entity do not provide a reasonable basis for
the disclosures contained therein.
.11 A practitioner may accept an engagement to review the MD&A pres
entation of a public entity for an interim period provided that both of the
following conditions are met.

a.

The practitioner performs either (1) a review of the historical finan
cial statements for the related comparative interim periods and
issues a review report thereon in accordance with AU section 722,
Interim Financial Information, or (2) an audit of the interim financial
statements.

b.

The MD&A presentation for the most recent fiscal year has been or
will be examined or reviewed by either the practitioner or a prede
cessor auditor.

.12 If a predecessor auditor examined or reviewed the MD&A presenta
tion of a public entity for the most recent fiscal year, the practitioner should
not accept an engagement to review the MD&A presentation for an interim
period unless he or she can acquire sufficient knowledge of the business and of
the entity’s accounting and financial reporting practices for the interim period
to perform the procedures described in paragraph .10.
.13 If a nonpublic entity chooses to prepare MD&A, the practitioner should
not accept an engagement to perform a review of such MD&A for an annual
period under this section unless both of the following conditions are met.

a.

The annual financial statements for the periods covered by the
MD&A presentation have been or will be audited and the practitioner
has audited or will audit the most recent year (refer to paragraph .07
if the financial statements for prior years were audited by a prede
cessor auditor).

b.

Management will provide a written assertion that the presentation
has been prepared using the rules and regulations adopted by the
SEC as the criteria. (See paragraph .02.)
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.14 A practitioner may accept an engagement to review the MD&A pres
entation of a nonpublic entity for an interim period provided that all of the
following conditions are met.

a.

The practitioner performs one of the following:
(1) A review of the historical financial statements for the related
interim periods under the Statements on Standards for Account
ing and Review Services (SSARSs) and issues a review report
thereon

(2) A review of the condensed interim financial information for the
related interim periods under AU section 722 and issues a
review report thereon, and such interim financial information is
accompanied by complete annual financial statements for the
most recent fiscal year that have been audited
(3) An audit of the interim financial statements

b.

The MD&A presentation for the most recent fiscal year has been or
will be examined or reviewed.

c.

Management will provide a written assertion stating that the pres
entation has been prepared using the rules and regulations adopted
by the SEC as the criteria. (See paragraph .02.)

Engagement Acceptance Considerations
.15 In determining whether to accept an engagement, the practitioner
should consider whether management (and others engaged by management to
assist them, such as legal counsel) has the appropriate knowledge of the rules
and regulations adopted by the SEC to prepare MD&A.

Responsibilities of Management
.16 Management is responsible for the preparation of the entity’s MD&A
pursuant to the rules and regulations adopted by the SEC. The preparation of
MD&A in conformity with the rules and regulations adopted by the SEC
requires management to interpret the criteria, accurately derive the historical
amounts from the entity’s books and records, make determinations as to the
relevancy of information to be included, and make estimates and assumptions
that affect reported information.
.17 An entity should not name the practitioner in a client-prepared
document as having examined or reviewed MD&A unless the MD&A presen
tation and related practitioner’s report and the related financial statements
and auditor’s (or accountant’s review) report are included in the document (or,
in the case of a public entity, incorporated by reference to such information
filed with a regulatory agency). If such a statement is made in a document that
does not include (or incorporate by reference) such information, the practi
tioner should request that neither his or her name nor reference to the
practitioner be made with respect to the MD&A information, or that such
document be revised to include the required presentations and reports. If the
client does not comply, the practitioner should advise the client that he or she
does not consent to either the use of his or her name or the reference to the
practitioner, and he or she should consider what other actions might be
appropriate.15
15 In considering what other actions, if any, may be appropriate in these circumstances, the
practitioner may wish to consult his or her legal counsel.
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Obtaining an Understanding of the SEC Rules and Regulations
and Management's Methodology for the Preparation of MD&A
.18 The practitioner should obtain an understanding of the rules and
regulations adopted by the SEC for MD&A. (Refer to paragraph .04.)
.19 The practitioner should inquire of management regarding the method
of preparing MD&A, including matters such as the sources of the information,
how the information is gathered, how management evaluates the types of
factors having a material effect on financial condition (including liquidity and
capital resources), results of operations, and cash flows, and whether there
have been any changes in the procedures from the prior year.

Timing of Procedures
.20 Proper planning by the practitioner contributes to the effectiveness of
the attest procedures in an examination or a review of MD&A. Performing some
of the work in conjunction with the audit of the historical financial statements
or the review of interim financial statements may permit the work to be carried
out in a more efficient manner and to be completed at an earlier date. When
performing an examination or a review of MD&A, the practitioner may con
sider the results of tests of controls, analytical procedures,16 and substantive
tests performed in a financial statement audit or analytical procedures and
inquiries made in a review of financial statements or interim financial infor
mation.

Materiality
.21 The practitioner should consider the concept of materiality in plan
ning and performing the engagement. The objective of an examination or a
review is to report on the MD&A presentation taken as a whole and not on the
individual amounts and disclosures contained therein. In the context of an
MD&A presentation, the concept of materiality encompasses both material
omissions (for example, the omission of trends, events, and uncertainties that
are currently known to management that are reasonably likely to have mate
rial effects on the entity’s financial condition, results of operations, liquidity,
or capital resources) and material misstatements in MD&A, both of which are
referred to herein as a misstatement. Assessing the significance of a misstate
ment of some items in MD&A may be more dependent upon qualitative than
quantitative considerations. Qualitative aspects of materiality relate to the
relevance and reliability of the information presented (for example, qualitative
aspects of materiality are considered in assessing whether the underlying
information, determinations, estimates, and assumptions of the entity provide
a reasonable basis for the disclosures in the MD&A). Furthermore, quantita
tive information is often more meaningful when accompanied by qualitative
disclosures. For example, quantitative information about market risk-sensi
tive instruments is more meaningful when accompanied by qualitative infor
16 AU section 329, Analytical Procedures, defines analytical procedures as “evaluations of finan
cial information made by a study of plausible relationships among both financial and nonfinancial
data. Analytical procedures range from simple comparisons to the use of complex models involving
many relationships and elements of data.” In applying analytical procedures to MD&A, the practi
tioner develops expectations of matters that would be discussed in MD&A by identifying and using
plausible relationships that are reasonably expected to exist based on the practitioner’s under
standing of the client and of the industry in which the client operates, and the knowledge of
relationships among the various financial elements gained through the audit of financial statements
or review of interim financial information. Refer to AU section 329 for further discussion of analytical
procedures.
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mation about an entity’s market risk exposures and how those exposures are
managed. Materiality is also a concept that is judged in light of the expected
range of reasonableness of the information; therefore, users should not expect
prospective information (information about events that have not yet occurred)
to be as precise as historical information.
.22 In expressing an opinion, or providing the limited assurance of a
review engagement, on the presentation, the practitioner should consider the
omission or misstatement of an individual assertion (see paragraph .34) to be
material if the magnitude of the omission or misstatement—individually or
when aggregated with other omissions or misstatements—is such that a
reasonable person using the MD&A presentation would be influenced by the
inclusion or correction of the individual assertion. The relative rather than
absolute size of an omission or misstatement may determine whether it is
material in a given situation.

Inclusion of Pro Forma Financial Information
.23 Management may include pro forma financial information with re
spect to a business combination or other transactions in MD&A. The practi
tioner should consider the guidance in section 401, Reporting on Pro Forma
Financial Information, paragraph .10, when performing procedures with re
spect to such information, even if management indicates in MD&A that certain
information has been derived from unaudited financial statements. For exam
ple, in an examination of MD&A, the practitioner’s procedures would ordinar
ily include obtaining an understanding of the underlying transaction or event,
discussing with management their assumptions, obtaining sufficient evidence
in support of the adjustments, and other procedures for the purpose of express
ing an opinion on the MD&A presentation taken as a whole and not for
expressing ah opinion on (or providing the limited assurance of a review of) the
pro forma financial information included therein under section 401.

Inclusion of External Information
.24 An entity may also include in its MD&A information external to the
entity, such as the rating of its debt by certain rating agencies or comparisons
with statistics from a trade association. Such external information should also
be subjected to the practitioner’s examination or review procedures. For exam
ple, in an examination, the practitioner might compare information concerning
the statistics of a trade organization to a published source; however, the
practitioner would not be expected to test the underlying support for the trade
association’s calculation of such statistics.

Inclusion of Forward-Looking Information
.25 An entity may include certain forward-looking disclosures in the
MD&A presentation, including cautionary language concerning the achievabil
ity of the matters disclosed. Although any forward-looking disclosures that are
included in the MD&A presentation should be subjected to the practitioner’s
examination or review, such information is subjected to testing only for the
purpose of expressing an opinion that the underlying information, determina
tions, estimates, and assumptions provide a reasonable basis for the disclo
sures contained therein or providing the limited assurance of a review on the
MD&A presentation taken as a whole. The practitioner may consider the
guidance in section 301, Financial Forecasts and Projections, when performing
procedures with respect to forward-looking information. The practitioner may
also consider whether meaningful cautionary language has been included with
the forward-looking information.
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.26 Section 27A of the Securities Act of 1933 (the 1933 Act) and Section
21E of the Securities Exchange Act of 1934 (the 1934 Act) provide a safe harbor
from liability in private litigation with respect to forward-looking statements
that include or make reference to meaningful cautionary language. However,
such sections also include exclusions from safe harbor protection in certain
situations. Whether an entity’s forward-looking statements and the practi
tioner’s report thereon qualify for safe harbor protection is a legal matter.

Inclusion of Voluntary Information
.27 An entity may voluntarily include other information in the MD&A
presentation that is not required by the rules and regulations adopted by the
SEC for MD&A. When the entity includes in MD&A additional information
required by other rules and regulations of the SEC (for example, Item 305 of
Regulation S-K, Quantitative and Qualitative Disclosures About Market Risk),
the practitioner should also consider such other rules and regulations in
subjecting such information to his or her examination or review procedures.17

Examination Engagement
.28 To express an opinion about whether (a) the presentation includes, in
all material respects, the required elements of the rules and regulations
adopted by the SEC, (b) the historical financial amounts have been accurately
derived, in all material respects, from the entity’s financial statements, and (c)
the underlying information, determinations, estimates, and assumptions of
the entity provide a reasonable basis for the disclosures contained therein, the
practitioner seeks to obtain reasonable assurance by accumulating sufficient
evidence in support of the disclosures and assumptions, thereby restricting
attestation risk to an appropriately low level.

Attestation Risk
.29 In an engagement to examine MD&A, the practitioner plans and
performs the examination to obtain reasonable assurance of detecting both
intentional and unintentional misstatements that are material to the MD&A
presentation taken as a whole. Absolute assurance is not attainable because of
factors such as the need for judgment regarding the areas to be tested and the
nature, timing, and extent of tests to be performed; the concept of selective
testing of the data; and the inherent limitations of the controls applicable to
the preparation of MD&A. The practitioner exercises professional judgment in
assessing the significant determinations made by management as to the
relevancy of information to be included, and the estimates and assumptions
that affect reported information. As a result of these factors, in the great
majority of cases, the practitioner has to rely on evidence that is persuasive
rather than convincing. Also, procedures may be ineffective for detecting an
intentional misstatement that is concealed through collusion among client
personnel and third parties or among management or employees of the client.
Therefore, the subsequent discovery that a material misstatement exists in the
MD&A does not, in and of itself, evidence (a) failure to obtain reasonable
assurance; (b) inadequate planning, performance, or judgment on the part of
the practitioner; (c) the absence of due professional care; or (d) a failure to
comply with this section.
17 To the extent that the voluntary information includes forward-looking information, refer to
paragraphs .25 and .26.
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.30 Factors to be considered by the practitioner in planning an examina
tion of MD&A include (a) the anticipated level of attestation risk related to
assertions embodied in the MD&A presentation, (b) preliminary judgments
about materiality for attest purposes, (c) the items within the MD&A presen
tation that are likely to require revision or adjustment, and (d) conditions that
may require extension or modification of attest procedures. For purposes of an
engagement to examine MD&A, the components of attestation risk are defined
as follows.

a.

Inherent risk is the susceptibility of an assertion within MD&A to a
material misstatement, assuming that there are no related controls.
(See paragraphs .34 through .38.)

b.

Control risk is the risk that a material misstatement that could occur
in an assertion within MD&A will not be prevented or detected on a
timely basis by the entity’s controls; some control risk will always
exist because of the inherent limitations of any internal control.

c.

Detection risk is the risk that the practitioner will not detect a
material misstatement that exists in an assertion within MD&A.

Inherent Risk
.31 The level of inherent risk varies with the nature of the assertion. For
example, the inherent risk concerning financial information included in the
MD&A presentation may be low, whereas the inherent risk concerning the
completeness of the disclosure of the entity’s risks or liquidity may be high.

Control Risk
.32 The practitioner should assess control risk as discussed in paragraphs
.53 through .57. Assessing control risk contributes to the practitioner’s evalu
ation of the risk that material misstatement in the MD&A exists. In the
process of assessing control risk (together with assessing inherent risk), the
practitioner may obtain evidential matter about the risk that such misstate
ment may exist. The practitioner uses this evidential matter as part of the
reasonable basis for his or her opinion on the MD&A presentation taken as a
whole.

Detection Risk
.33 In determining an acceptable level of detection risk, the practitioner
assesses inherent risk and control risk, and considers the extent to which he
or she seeks to restrict attestation risk. As assessed inherent risk or control
risk decreases, the acceptable level of detection risk increases. Accordingly, the
practitioner may alter the nature, timing, and extent of tests performed based
on the assessments of inherent risk and control risk.

Nature of Assertions
.34 Assertions are representations by management that are embodied in
the MD&A presentation. They can be either explicit or implicit and can be
classified according to the following broad categories:
a.

Occurrence

b.

Consistency with the financial statements

c.

Completeness

d.

Presentation and disclosure
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.35 Assertions about occurrence address whether reported transactions
or events have occurred during a given period. Assertions about consistency
with the financial statements address whether—
a.

Reported transactions, events, and explanations are consistent with
the financial statements.

b.

Historical financial amounts have been accurately derived from the
financial statements and related records.

c.

Nonfinancial data have been accurately derived from related records.

.36 Assertions about completeness address whether descriptions of trans
actions and events necessary to obtain an understanding of the entity’s finan
cial condition (including liquidity and capital resources), changes in financial
condition, results of operations, and material commitments for capital re
sources are included in MD&A; and whether known events, transactions,
conditions, trends, demands, commitments, or uncertainties that will result in
or are reasonably likely to result in material changes to these items are
appropriately described in the MD&A presentation.

.37 For example, if management asserts that the reason for an increase
in revenues is a price increase in the current year, they are explicitly asserting
that both an increase in revenues and a price increase have occurred in the
current year, and implicitly asserting that any historical financial amounts
included are consistent with the financial statements for such period. They are
also implicitly asserting that the explanation for the increase in revenues is
complete; that there are no other significant reasons for the increase in
revenues.

.38 Assertions about presentation and disclosure address whether infor
mation included in the MD&A presentation is properly classified, described,
and disclosed. For example, management asserts that any forward-looking
information included in MD&A is properly classified as being based on man
agement’s present assessment and includes an appropriate description of the
expected results. To further disclose the nature of such information, manage
ment may also include a statement that actual results in the future may differ
materially from management’s present assessment. (See paragraphs .25 and .26.)
.39 The auditor of the underlying financial statements is responsible for
obtaining and evaluating evidential matter concerning the assertions embod
ied in the account balance or transaction class of the financial statements as
discussed in AU section 326, Evidential Matter. Although procedures designed
to achieve the practitioner’s objective of forming an opinion on the MD&A
presentation taken as a whole may test certain assertions embodied in the
underlying financial statements, the practitioner is not expected to test the
underlying financial statement assertions in an examination of MD&A. For
example, the practitioner is not expected to test the completeness of revenues
or the existence of inventory when testing the assertions in MD&A concerning
an increase in revenues or an increase in inventory levels; assurance related to
completeness of revenues or for existence of inventory would be obtained as
part of the audit. The practitioner is, however, responsible for testing the
completeness of the explanation for the increase in revenues or the increase in
inventory levels.

Performing an Examination Engagement
.40 The practitioner should exercise (a) due professional care in planning,
performing, and evaluating the results of his or her examination procedures
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and (b) the proper degree of professional skepticism to obtain reasonable
assurance that material misstatements will be detected.

.41 In an examination of MD&A, the practitioner should perform the
following.
a.

Obtain an understanding of the rules and regulations adopted by the
SEC for MD&A and management’s method of preparing MD&A. (See
paragraphs .18 and .19.)

b.

Plan the engagement. (See paragraphs .42 through .48.)

c.

Consider relevant portions of the entity’s internal control applicable
to the preparation of MD&A. (See paragraphs .49 through .58.)

d.

Obtain sufficient evidence, including testing completeness. (See
paragraphs .59 through .64.)

e.

Consider the effect of events subsequent to the balance-sheet date.
(See paragraphs .65 and .66.)

f.

Obtain written representations from management concerning its
responsibility for MD&A, completeness of minutes, events sub
sequent to the balance-sheet date, and other matters about which
the practitioner believes written representations are appropriate.
(See paragraphs .110 through .112.)

g.

Form an opinion about whether the MD&A presentation includes, in
all material respects, the required elements of the rules and regula
tions adopted by the SEC, whether the historical financial amounts
included therein have been accurately derived, in all material re
spects, from the entity’s financial statements, and whether the
underlying information, determinations, estimates, and assump
tions of the entity provide a reasonable basis for the disclosures
contained in the MD&A. (See paragraph .67.)

Planning the Engagement
General Considerations
.42 Planning an engagement to examine MD&A involves developing an
overall strategy for the expected scope and performance of the engagement.
When developing an overall strategy for the engagement, the practitioner
should consider factors such as the following:

•

Matters affecting the industry in which the entity operates, such as
financial reporting practices, economic conditions, laws and regula
tions, and technological changes

•

Knowledge of the entity’s internal control applicable to the prepara
tion of MD&A obtained during the audit of the financial statements
and the extent of recent changes, if any

•

Matters relating to the entity’s business, including its organization,
operating characteristics, capital structure, and distribution methods

•

The types of relevant information that management reports to exter
nal analysts (for example, press releases and presentations to lenders
and rating agencies, if any, concerning past and future performance)

•

How the entity analyzes actual performance compared to budgets and
the types of information provided in documents submitted to the board
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of directors for purposes of the entity’s day-to-day operations and
long-range planning
•

The extent of management’s knowledge of and experience with the
rules and regulations adopted by the SEC for MD&A

•

If the entity is a nonpublic entity, the intended use of the MD&A
presentation

•

Preliminary judgments about (a) materiality, (b) inherent risk at the
individual assertion level, and (c) factors (for example, matters iden
tified during the audit or review of the historical financial statements)
relating to significant deficiencies in internal control applicable to the
preparation of MD&A (See paragraph .58.)

•

The fraud risk factors or other conditions identified during the audit
of the most recent annual financial statements and the practitioner’s
response to such risk factors

•

The type and extent of evidential matter supporting management’s
assertions and disclosures in the MD&A presentation

•

The nature of complex or subjective matters potentially material to
the MD&A presentation that may require special skill or knowledge
and whether such matters may require using the work of a specialist
to obtain sufficient evidential matter (See paragraph .47.)

•

The presence of an internal audit function (See paragraph .48.)

.43 In planning an engagement when MD&A has not previously been
examined, the practitioner should consider the degree to which the entity has
information available for such prior periods and the continuity of the entity’s
personnel and their ability to respond to inquiries with respect to such periods.
In addition, the practitioner should obtain an understanding of the entity’s
internal control in prior years applicable to the preparation of MD&A.

Consideration of Audit Results
.44 The practitioner should also consider the results of the audits of the
financial statements for the periods covered by the MD&A presentation on the
examination engagement, such as matters relating to the following:

•

The availability and condition of the entity’s records

•

The nature and magnitude of audit adjustments

•

Likely misstatements18 that were not corrected in the financial state
ments that may affect MD&A disclosures (for example, misclassifica
tions between financial statement line items)

.45 The practitioner should also consider the possible impact on the scope
of the examination engagement of any modification or contemplated modifica
tion of the auditor’s report, including matters addressed in explanatory lan
guage. For example, if the auditor has modified the auditor’s report to include
a going-concern uncertainty explanatory paragraph, the practitioner would
consider such a matter in assessing attestation risk.
18 Refer to AU section 312, Audit Risk and Materiality in Conducting on Audit, paragraphs .34
through .40.
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Multiple Components

.46 In an engagement to examine MD&A, if the entity has operations in
several components (for example, locations, branches, subsidiaries, or pro
grams), the practitioner should determine the components to which procedures
should be applied. In making such a determination and in selecting the
components to be tested, the practitioner should consider factors such as the
following:
•

The relative importance of each component to the applicable MD&A
disclosure

•

The degree of centralization of records

•

The effectiveness of controls, particularly those that affect manage
ment’s direct control over the exercise of authority delegated to others
and its ability to supervise activities at various locations effectively

•

The nature and extent of operations conducted at the various components

•

The similarity of operations and internal control for different compo
nents

The practitioner should consider whether the audit base of the components is
consistent with the components that are disclosed in MD&A. Accordingly, it
may be desirable for the practitioner to coordinate the audit work with the
components that will be disclosed.
Using the Work of a Specialist

.47 In some engagements to examine MD&A, the nature of complex or
subjective matters potentially material to the MD&A presentation may require
specialized skill or knowledge in a particular field other than accounting or
auditing. For example, the entity may include information concerning plant
production capacity, which would ordinarily be determined by an engineer. In
such cases, the practitioner may use the work of a specialist and should
consider the relevant guidance in AU section 336, Using the Work of a Special
ist. AU section 311, Planning and Supervision, provides relevant guidance for
situations in which a specialist employed by the practitioner’s firm participates
in the examination.

Internal Audit Function
.48 Another factor the practitioner should consider when planning the
engagement is whether the entity has an internal audit function and the extent
to which internal auditors are involved in directly testing the MD&A presen
tation, in monitoring the entity’s internal control applicable to the preparation
of MD&A, or in testing the underlying records supporting disclosures in the
MD&A. A practitioner should consider the guidance in AU section 322, The
Auditor’s Consideration of the Internal Audit Function in an Audit ofFinancial
Statements, when addressing the competence and objectivity of internal auditors;
the nature, timing, and extent of work to be performed; and other related matters.

Consideration of Internal Control Applicable to the
Preparation of MD&A
.49 The practitioner should obtain an understanding of the entity’s inter
nal control applicable to the preparation of MD&A sufficient to plan the
engagement and to assess control risk. Generally, controls that are relevant to
an examination pertain to the entity’s objective of preparing MD&A in con
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formity with the rules and regulations adopted by the SEC, and may include
controls within the control environment, risk assessment, control activities,
information and communication, and monitoring components.
.50 The controls relating to operations and compliance objectives may be
relevant to an examination if they pertain to data the practitioner evaluates or
uses in applying examination procedures. For example, controls over the
gathering of information, which are different from financial statement con
trols, and controls relating to nonfinancial data that are included in the MD&A
presentation, may be relevant to an examination engagement.
.51 In planning the examination, knowledge of such controls should be
used to identify types of potential misstatement (including types of potential
material omissions), to consider factors that affect the risk of material mis
statement and to design appropriate tests.

.52 A practitioner generally obtains an understanding of the design of the
entity’s internal control applicable to the preparation of MD&A by making
inquiries of appropriate management, supervisory, and staff personnel; by
inspection of the entity’s documents; and by observation of the entity’s relevant
activities, including controls over matters discussed, nonfinancial data in
cluded, and management evaluation of the reasonableness of information
included. The nature and extent of procedures a practitioner performs vary
from entity to entity and are influenced by factors such as the entity’s complex
ity, the length of time that the entity has prepared MD&A pursuant to the
rules and regulations adopted by the SEC, the practitioner’s knowledge of the
entity’s controls obtained in audits and previous professional engagements,
and judgments about materiality.
.53 After obtaining an understanding of the entity’s internal control
applicable to the preparation of MD&A, the practitioner assesses control risk
for the assertions embodied in the MD&A presentation. (Refer to paragraphs
.34 through .39.) The practitioner may assess control risk at the maximum
level (the greatest probability that a material misstatement that could occur in
an assertion will not be prevented or detected on a timely basis by an entity’s
controls) because the practitioner believes controls are unlikely to pertain to
an assertion, are unlikely to be effective, or because evaluating their effective
ness would be inefficient. Alternatively, the practitioner may obtain evidential
matter about the effectiveness of both the design and operation of a control that
supports a lower assessed level of control risk. Such evidential matter may be
obtained from tests of controls planned and performed concurrently with obtain
ing the understanding of the internal control or from procedures performed to
obtain the understanding that were not specifically planned as tests of controls.
.54 After obtaining the understanding and assessing control risk, the
practitioner may desire to seek a further reduction in the assessed level of
control risk for certain assertions. In such cases, the practitioner considers
whether evidential matter sufficient to support a further reduction is likely to
be available and whether performing additional tests of controls to obtain such
evidential matter would be efficient.

.55 When seeking to assess control risk below the maximum for controls
over financial and nonfinancial data, the practitioner should perform tests of
controls to obtain evidence to support the assessed level of control risk. For
example, the practitioner may perform tests of controls directed toward the
effectiveness of the design or operation of internal control over the accumula
tion of the number of units sold for a manufacturing company, average interest
rates earned and paid for a financial institution, or average net sales per
square foot for a retail entity.
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.56 The practitioner uses the knowledge provided by the understanding
of internal control applicable to the preparation of MD&A and the assessed
level of control risk in determining the nature, timing, and extent of substan
tive tests for the MD&A assertions.
.57 The practitioner should document the understanding of the internal
control components obtained to plan the examination and the assessment of
control risk. The form and extent of this documentation is influenced by the
size and complexity of the entity, as well as the nature of the entity’s controls
applicable to the preparation of MD&A.
.58 During the course of an engagement to examine MD&A, the practi
tioner may become aware of significant deficiencies in the design or operation
of internal control applicable to the preparation of MD&A that could adversely
affect the entity’s ability to prepare MD&A in accordance with the rules and
regulations adopted by the SEC. The practitioner should consider the implica
tions of such control deficiencies on his or her ability to rely on management’s
explanations and on comparisons to summary accounting records. A practi
tioner’s responsibility to communicate these control deficiencies in an exami
nation of MD&A is similar to the auditor’s responsibility described in AU
section 325, Communication of Internal Control Related Matters Noted in an
Audit, and AU section 380, Communication With Audit Committees.

Obtaining Sufficient Evidence
.59 The practitioner should apply procedures to obtain reasonable assur
ance of detecting material misstatements. In an audit of historical financial
statements, the practitioner will have applied audit procedures to some of the
information included in the MD&A. However, because the objective of those
audit procedures is to have a reasonable basis for expressing an opinion on the
financial statements taken as a whole rather than on the MD&A, certain
additional examination procedures should be performed as discussed in para
graphs .60 through .64. Determining these procedures and evaluating the
sufficiency of the evidence obtained are matters of professional judgment.
.60 The practitioner ordinarily should apply the following procedures.

a.

Read the MD&A and compare the content for consistency with the
audited financial statements; compare financial amounts to the audited
financial statements or related accounting records and analyses; recom
pute the increases, decreases, and percentages disclosed.

b.

Compare nonfinancial amounts to the audited financial statements,
if applicable, or to other records. (Refer to paragraphs .62 through .64.)

c.

Consider whether the explanations in MD&A are consistent with the
information obtained during the audit; investigate further those
explanations that cannot be substantiated by information in the
audit working papers through inquiry (including inquiry of officers
and other executives having responsibility for operational areas) and
inspection of client records.

d.

Examine internally generated documents (for example, variance
analyses, sales analyses, wage cost analyses, sales or service pricing
sheets, and business plans or programs) and externally generated
documents (for example, correspondence, contracts, or loan agree
ments) in support of the existence, occurrence, or expected occur
rence of events, transactions, conditions, trends, demands,
commitments, and uncertainties disclosed in the MD&A.
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e.

Obtain available prospective financial information (for example,
budgets; sales forecasts; forecasts of labor, overhead, and materials
costs; capital expenditure requests; and financial forecasts and pro
jections) and compare such information to forward-looking MD&A
disclosures. Inquire of management as to the procedures used to
prepare the prospective financial information. Evaluate whether the
underlying information, determinations, estimates, and assump
tions of the entity provide a reasonable basis for the MD&A disclo
sures of events, transactions, conditions, trends, demands,
commitments, or uncertainties.19

f.

Consider obtaining available prospective financial information relat
ing to prior periods and comparing actual results with forecasted and
projected amounts.

g.

Make inquiries of officers and other executives having responsibility
for operational areas (such as sales, marketing, and production) and
financial and accounting matters, as to their plans and expectations
for the future that could affect the entity’s liquidity and capital
resources.

h.

Consider obtaining external information concerning industry trends,
inflation, and changing prices and comparing the related MD&A
disclosures to such information.

i.

Compare the information in MD&A with the rules and regulations
adopted by the SEC and consider whether the presentation includes
the required elements of such rules and regulations.

j.

Read the minutes of meetings to date of the board of directors and
other significant committees to identify matters that may affect
MD&A; consider whether such matters are appropriately addressed
in MD&A.

k.

Inquire of officers as to the entity’s prior experience with the SEC
and the extent of comments received upon review of documents by
the SEC; read correspondence between the entity and the SEC with
respect to such review, if any.

l.

Obtain public communications (for example, press releases and quar
terly reports) and the related supporting documentation dealing with
historical and future results; consider whether MD&A is consistent
with such communications.

m.

Consider obtaining other types of publicly available information (for
example, analyst reports and news articles); compare the MD&A pre
sentation with such information.

Testing Completeness
.61 The practitioner should design procedures to test the presentation for
completeness, including tests of the completeness of explanations that relate
to historical disclosures as discussed in paragraphs .36 and .37. The practi
tioner should also consider whether the MD&A discloses matters that could
significantly impact future financial condition and results of operations of the
entity by considering information that he or she obtained through the following:
19 Refer to paragraph .26 for a discussion concerning the safe harbor rules for forward-looking
statements.
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a.

Audit of the financial statements

b.

Inquiries of the entity’s officers and other executives directed to
current events, conditions, economic changes, commitments and
uncertainties, within both the entity and its industry

c.

Other information obtained through procedures such as those listed
in paragraphs .60, .65, and .66

As discussed in paragraph .31, the inherent risk concerning the completeness
of disclosures may be high; if it is, the practitioner may extend the procedures
(for example, by making additional inquiries of management or by examining
additional internally generated documents).
Nonfinancial Data

.62 Management may include nonfinancial data (such as units produced;
the number of units sold, locations, or customers; plant utilization; or square
footage) in the MD&A. The practitioner should consider whether the defini
tions used by management for such nonfinancial data are reasonable for the
particular disclosure in the MD&A and whether there are suitable criteria (for
example, industry standards with respect to square footage for retail opera
tions), as discussed in section 101.23-32.
.63 In some situations, the nonfinancial data or the controls over the
nonfinancial data may have been tested by the practitioner in conjunction with
the financial statement audit; however, the practitiener’s consideration of the
nature of the procedures to apply to nonfinancial data in an examination of
MD&A is based on the concept of materiality with respect to the MD&A
presentation. The practitioner should consider whether industry standards
exist for the nonfinancial data or whether there are different methods of
measurement that may be used, and, if such methods could result in signifi
cantly different results, whether the method of measurement selected by
management is reasonable and consistent between periods covered by the
MD&A presentation. For example, the number of customers reported by man
agement could vary depending on whether management defines a customer as
a subsidiary or “ship to” location of a company rather than the company itself.

.64 In testing nonfinancial data included in the MD&A, the practitioner
may seek to assess control risk below the maximum for controls over such
nonfinancial data, as discussed in paragraph .55. The practitioner weighs the
increase in effort of the examination associated with the additional tests of
controls that is necessary to obtain evidential matter against the resulting
decrease in examination effort associated with the reduced substantive tests.
For those nonfinancial assertions for which the practitioner performs addi
tional tests of controls, the practitioner determines the assessed level of control
risk that the results of those tests will support. This assessed level of control
risk is used in determining the appropriate detection risk to accept for those
nonfinancial assertions and, accordingly, in determining the nature, timing,
and extent of substantive tests for such assertions.

Consideration of the Effect of Events Subsequent to the
Balance-Sheet Date
.65 As there is an expectation by the SEC that MD&A considers events
through a date at or near the filing date,20 the practitioner should consider
20 A registration statement under the 1933 Act speaks as of its effective date.
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information about events21 that comes to his or her attention after the end of
the period addressed by MD&A and prior to the issuance of his or her report
that may have a material effect on the entity’s financial condition (including
liquidity and capital resources), changes in financial condition, results of
operations, and material commitments for capital resources. Events or matters
that should be disclosed in MD&A include those that—22

•

Are reasonably expected to have a material favorable or unfavorable
impact on net sales or revenues or income from continuing operations.

•

Are reasonably likely to result in the entity’s liquidity increasing or
decreasing in any material way.

•

Will have a material effect on the entity’s capital resources.

•

Would cause reported financial information not to be necessarily
indicative of future operating results or of future financial condition.

The practitioner should consider whether events identified during the exami
nation of the MD&A presentation or the audit of the related financial state
ments require adjustment to or disclosure in the MD&A presentation. When
MD&A will be included or incorporated by reference in a 1933 Act document
that is filed with the SEC, the practitioner’s procedures should extend up to
the filing date or as close to it as is reasonable and practicable in the circum
stances.23 If a public entity’s MD&A presentation is to be included only in a
filing under the 1934 Act (for example, Forms 10-K or 10-KSB), the practi
tioner’s responsibility to consider subsequent events does not extend beyond
the date of the report on MD&A. Paragraphs .94 through .98 provide guidance
when the practitioner is engaged subsequent to the filing of the MD&A
presentation.

.66 In an examination of MD&A, the practitioner’s fieldwork ordinarily
extends beyond the date of the auditor’s report on the related financial state
ments.24 Accordingly, the practitioner generally should—
a.

Read available minutes of meetings of stockholders, the board of
directors, and other appropriate committees; as to meetings for
which minutes are not available, inquire about matters dealt with at
such meetings.

b.

Read the latest available interim financial statements for periods
subsequent to the date of the auditor’s report, compare them with
the financial statements for the periods covered by the MD&A, and

21 Such events are only referred to as subsequent events in relation to an MD&A presentation if
they occur after the MD&A presentation has been issued. The annual MD&A presentation ordinarily
would not be updated for subsequent events if an MD&A presentation for a subsequent interim
period has been issued or the event has been reported through a filing on Form 8-K.
22 The practitioner should refer to the rules and regulations adopted by the SEC for other
examples of events that should be disclosed.
23 Additionally, if the practitioner’s report on MD&A is included or incorporated by reference in a
1933 Act document, the practitioner should extend his or her procedures with respect to subsequent
events from the date of his or her report on MD&A up to the effective date or as close thereto as is
reasonable and practicable in the circumstances.
24 Undertaking an engagement to examine MD&A does not extend the auditor’s responsibility to
update the subsequent events review procedures for the financial statements beyond the date of the
auditor’s report. However, see AU section 561, Subsequent Discovery of Facts Existing at the Date of
the Auditor’s Report. Also, see AU section 711, Filings Under Federal Securities Statutes, as to an
auditor’s responsibility when his or her report is included in a registration statement filed under the
1933 Act.
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inquire of and discuss with officers and other executives having
responsibility for operational, financial, and accounting matters
(limited where appropriate to major locations) matters such as the
following:
•

Whether interim financial statements have been prepared on
the same basis as the audited financial statements

•

Whether there were any significant changes in the entity’s opera
tions, liquidity, or capital resources in the subsequent period

•

The current status of items in the financial statements for which
the MD&A has been prepared that were accounted for on the
basis of tentative, preliminary, or inconclusive data

•

Whether any unusual adjustments were made during the period
from the balance-sheet date to the date of inquiry

c.

Make inquiries of members of senior management as to the current
status of matters concerning litigation, claims, and assessments
identified during the audit of the financial statements and of any new
matters or unfavorable developments. Consider obtaining updated
legal letters from legal counsel.25

d.

Consider whether there have been any changes in economic condi
tions or in the industry that could have a significant effect on the entity.

e.

Obtain written representations from appropriate officials as to
whether any events occurred subsequent to the latest balance-sheet
date that would require disclosure in the MD&A. (See paragraphs
.110 through .112.)

f.

Make such additional inquiries or perform such other procedures as
considered necessary and appropriate to address questions that arise
in carrying out the foregoing procedures, inquiries, and discussions.

Forming an Opinion
.67 The practitioner should consider the concept of materiality discussed
in paragraphs .21 and .22, and the impact of any modification of the auditor’s
report on the historical financial statements in forming an opinion on the
examination of MD&A, including the practitioner’s ability to evaluate the
results of inquiries and other procedures.

Reporting
.68 In order for the practitioner to issue a report on an examination of
MD&A, the financial statements for the periods covered by the MD&A presen
tation and the related auditor’s report(s) should accompany the MD&A pres

entation (or, with respect to a public entity, be incorporated in the document
containing the MD&A by reference to information filed with a regulatory
agency). In addition, if the entity is a nonpublic entity, one of the following
conditions should be met.

a.

A statement should be included in the body of the MD&A presenta
tion that it has been prepared using the rules and regulations
adopted by the SEC.

25 See AU section 337, Inquiry of a Client’s Lawyer Concerning Litigation, Claims, and Assess
ments, for guidance concerning obtaining legal letters.
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b.

A separate written assertion should accompany the MD&A presen
tation or such assertion should be included in a representation letter
obtained from the entity.

.69 The practitioner’s report on an examination of MD&A should include
the following:
a.

A title that includes the word independent

b.

An identification of the MD&A presentation, including the period
covered

c.

A statement that management is responsible for the preparation of
the MD&A pursuant to the rules and regulations adopted by the
SEC, and a statement that the practitioner’s responsibility is to
express an opinion on the presentation based on his or her examina
tion

d.

A reference to the auditor’s report on the related financial state
ments, and if the report was other than a standard report, the substan
tive reasons therefor

e.

A statement that the examination was conducted in accordance with
attestation standards established by the AICPA and a description of
the scope of an examination of MD&A

f.

A statement that the practitioner believes the examination provides
a reasonable basis for his or her opinion

g.

A paragraph stating that—
(1) The preparation of MD&A requires management to interpret the
criteria, make determinations as to the relevancy of information
to be included, and make estimates and assumptions that affect
reported information

(2) Actual results in the future may differ materially from manage
ment’s present assessment of information regarding the esti
mated future impact of transactions and events that have
occurred or are expected to occur, expected sources of liquidity
and capital resources, operating trends, commitments, and un
certainties

h.

If the entity is a nonpublic entity, a statement that, although the
entity is not subject to the rules and regulations of the SEC, the
MD&A presentation is intended to be a presentation in accordance
with the rules and regulations adopted by the SEC

i.

The practitioner’s opinion on whether—
(1) The presentation includes, in all material respects, the required
elements of the rules and regulations adopted by the SEC
(2) The historical financial amounts have been accurately derived,
in all material respects, from the entity’s financial statements
(3) The underlying information, determinations, estimates, and
assumptions of the entity provide a reasonable basis for the
disclosures contained therein

j.

The manual or printed signature of the practitioner’s firm

k.

The date of the examination report

Appendix A [paragraph .114], “Examination Reports,” includes a standard
examination report. (See Example 1.)
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Dating
.70 The practitioner’s report on the examination of MD&A should be
dated as of the completion of the practitioner’s examination procedures. That
date should not precede the date of the auditor’s report on the latest historical
financial statements covered by the MD&A.
Report Modifications

.71 The practitioner should modify the standard report described in
paragraph .69, if any of the following conditions exist.

•

The presentation excludes a material required element under the
rules and regulations adopted by the SEC. (See paragraph .72.)

•

The historical financial amounts have not been accurately derived, in
all material respects, from the entity’s financial statements. (See
paragraph .72.)

•

The underlying information, determinations, estimates, and assump
tions used by management do not provide the entity with a reasonable
basis for the disclosure in the MD&A. (See paragraph .72.)

•

There is a restriction on the scope of the engagement. (See paragraph
.73.)

•

The practitioner decides to refer to the report of another practitioner
as the basis in part for his or her report. (See paragraph .74.)

•

The practitioner is engaged to examine the MD&A presentation after
it has been filed with the SEC or other regulatory agency. (See
paragraphs .94 through .98.)

.72 The practitioner should express a qualified or an adverse opinion if (a)
the MD&A presentation excludes a material required element, (b) historical
financial amounts have not been accurately derived in all material respects, or
(c) the underlying information, determinations, estimates, and assumptions of
the entity do not provide a reasonable basis for the disclosures; for example, if
there is a lack of consistency between management’s method of measuring
nonfinancial data between periods covered by the MD&A presentation. The
basis for such opinion should be stated in the practitioner’s report. Appendix A
[paragraph .114] includes several examples of such modifications. (See Exam
ple 2.) Also refer to paragraph .107 for required communications with the audit
committee.
.73 If the practitioner is unable to perform the procedures he or she
considers necessary in the circumstances, the practitioner should modify the
report or withdraw from the engagement. If the practitioner modifies the
report, he or she should describe the limitation on the scope of the examination
in an explanatory paragraph and qualify his or her opinion, or disclaim an
opinion. However, limitations on the ability of the practitioner to perform
necessary procedures could also arise because of the lack of adequate support
for a significant representation in the MD&A. That circumstance may result
in a conclusion that the unsupported representation constitutes a material
misstatement of fact and, accordingly, the practitioner may qualify his or her
opinion or express an adverse opinion, as described in paragraph .72.
Reference to Report of Another Practitioner

.74 If another practitioner examined the MD&A presentation of a compo
nent (refer to paragraph .46), the practitioner may decide to make reference to
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such report of the other practitioner as a basis for his or her opinion on the
consolidated MD&A presentation. The practitioner should disclose this fact in
the introductory paragraph of the report and should refer to the report of the
other practitioner in expressing an opinion on the consolidated MD&A presen
tation. These references indicate a division of responsibility for performance of
the examination. Appendix A [paragraph .114] provides an example of a report
for such a situation. (See Example 3.) Refer to paragraph .105 for guidance
when the other practitioner does not issue a report.

Emphasis of a Matter

.75 In a number of circumstances, the practitioner may wish to emphasize
a matter regarding the MD&A presentation. For example, he or she may wish
to emphasize that the entity has included information beyond the required
elements of the rules and regulations adopted by the SEC. Such explanatory
comments should be presented in a separate paragraph of the practitioner’s
report.

Review Engagement
.76 The objective of a review engagement, including a review of MD&A
for an interim period, is to accumulate sufficient evidence to provide the
practitioner with a basis for reporting whether any information came to the
practitioner’s attention to cause him or her to believe that (a) the MD&A
presentation does not include, in all material respects, the required elements
of the rules and regulations adopted by the SEC, (b) the historical financial
amounts included therein have not been accurately derived, in all material
respects, from the entity’s financial statements, or (c) the underlying informa
tion, determinations, estimates, and assumptions of the entity do not provide
a reasonable basis for the disclosures contained therein. MD&A for an interim
period may be a freestanding presentation or it may be combined with the
MD&A presentation for the most recent fiscal year. Procedures for conducting
a review of MD&A generally are limited to inquiries and analytical procedures,
rather than also including search and verification procedures, concerning
factors that have a material effect on financial condition, including liquidity
and capital resources, results of operations, and cash flows. In a review
engagement, the practitioner should
er.

Obtain an understanding of the rules and regulations adopted by the
SEC for MD&A and management’s method of preparing MD&A. (See
paragraphs .18 and .19.)

b.

Plan the engagement. (See paragraph .77.)

c.

Consider relevant portions of the entity’s internal control applicable
to the preparation of the MD&A. (See paragraph .78.)

d.

Apply analytical procedures and make inquiries of management and
others. (See paragraphs .79 and .80.)

e.

Consider the effect of events subsequent to the balance-sheet date.
The practitioner’s consideration of such events in a review of MD&A
is similar to the practitioner’s consideration in an examination. (See
paragraphs .65 and .66.)

f.

Obtain written representations from management concerning its
responsibility for MD&A, completeness of minutes, events sub
sequent to the balance-sheet date, and other matters about which the
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practitioner believes written representations are appropriate. (See
paragraph .110.)
Form a conclusion as to whether any information came to the prac
titioner’s attention that causes him or her to believe any of the
following.

g.

(1) The MD&A presentation does not include, in all material re
spects, the required elements of the rules and regulations
adopted by the SEC.
(2) The historical financial amounts included therein have not been
accurately derived, in all material respects, from the entity’s
financial statements.

(3) The underlying information, determinations, estimates, and
assumptions of the entity do not provide a reasonable basis for
the disclosures contained therein.

Planning the Engagement
.77 Planning an engagement to review MD&A involves developing an
overall strategy for the analytical procedures and inquiries to be performed.
When developing an overall strategy for the review engagement, the practi
tioner should consider factors such as the following:

•

Matters affecting the industry in which the entity operates, such as
financial reporting practices, economic conditions, laws and regula
tions, and technological changes

•

Matters relating to the entity’s business, including its organization,
operating characteristics, capital structure, and distribution methods

•

The types of relevant information that management reports to exter
nal analysts (for example, press releases or presentations to lenders
and rating agencies concerning past and future performance)

•

The extent of management’s knowledge of and experience with the
rules and regulations adopted by the SEC for MD&A

•

If the entity is a nonpublic entity, the intended use of the MD&A
presentation

•

Matters identified during the audit or review of the historical financial
statements relating to MD&A reporting, including knowledge of the
entity’s internal control applicable to the preparation of MD&A and
the extent of recent changes, if any

•

Matters identified during prior engagements to examine or review
MD&A

•

Preliminary judgments about materiality

•

The nature of complex or subjective matters potentially material to
the MD&A that may require special skill or knowledge

•

The presence of an internal audit function and the extent to which
internal auditors are involved in directly testing the MD&A presenta
tion or underlying records
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Consideration of Internal Control Applicable to the
Preparation of MD&A
.78 To perform a review of MD&A, the practitioner needs to have suffi
cient knowledge of the entity’s internal control applicable to the preparation of
MD&A to—
•

Identify types of potential misstatements in MD&A, including types
of material omissions, and consider the likelihood of their occurrence.

•

Select the inquiries and analytical procedures that will provide a basis
for reporting whether any information causes the practitioner to
believe the following.
—

The MD&A presentation does not include, in all material respects,
the required elements of the rules and regulations adopted by the
SEC, or the historical financial amounts included therein have
not been accurately derived, in all material respects, from the
entity’s financial statements.

—

The underlying information, determinations, estimates, and as
sumptions of the entity do not provide a reasonable basis for the
disclosures contained therein.

Application of Analytical Procedures and Inquiries
.79 The practitioner ordinarily would not obtain corroborating evidential
matter of management’s responses to the practitioner’s inquiries in performing
a review of MD&A. The practitioner should, however, consider the consistency
of management’s responses in light of the results of other inquiries and the
application of analytical procedures. The practitioner ordinarily should apply
the following analytical procedures and inquiries.

a.

Read the MD&A presentation and compare the content for consis
tency with the audited financial statements (or reviewed interim
financial information if MD&A includes interim information); com
pare financial amounts to the audited or reviewed financial state
ments or related accounting records and analyses; recompute the
increases, decreases, and percentages disclosed.

b.

Compare nonfinancial amounts to the audited (or reviewed) financial
statements, if applicable, or to other records. (Refer to paragraph .80.)

c.

Consider whether the explanations in MD&A are consistent with the
information obtained during the audit or the review of interim
financial information; make further inquiries of officers and other
executives having responsibility for operational areas as necessary.

d.

Obtain available prospective financial information (for example,
budgets; sales forecasts; forecasts of labor, overhead, and materials
costs; capital expenditure requests; and financial forecasts and pro
jections) and compare such information to forward-looking MD&A
disclosures. Inquire of management as to the procedures used to
prepare the prospective financial information. Consider whether
information came to the practitioner’s attention that causes him or her
to believe that the underlying information, determinations, esti
mates, and assumptions of the entity do not provide a reasonable basis
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for the disclosures of trends, demands, commitments, events, or
uncertainties.26
e.

Make inquiries of officers and other executives having responsibility
for operational areas (such as sales, marketing, and production) and
financial and accounting matters, as to any plans and expectations
for the future that could affect the entity’s liquidity and capital
resources.

f.

Compare the information in MD&A with the rules and regulations
adopted by the SEC and consider whether the presentation includes
the required elements of such rules and regulations.

g.

Read the minutes of meetings to date of the board of directors and
other significant committees to identify actions that may affect
MD&A; consider whether such matters are appropriately addressed
in the MD&A presentation.

h.

Inquire of officers as to the entity’s prior experience with the SEC
and the extent of comments received upon review of documents by
the SEC; read correspondence between the entity and the SEC with
respect to such review, if any.

i.

Inquire of management regarding the nature of public communica
tions (for example, press releases and quarterly reports) dealing with
historical and future results and consider whether the MD&A pres
entation is consistent with such communications.

.80 If nonfinancial data are included in the MD&A presentation, the
practitioner should inquire as to the nature of the records from which such
information was derived and observe the existence of such records, but need
not perform other tests of such records beyond analytical procedures and inquiries
of individuals responsible for maintaining them. The practitioner should con
sider whether such nonfinancial data are relevant to users of the MD&A presen
tation and whether such data are clearly defined in the MD&A presentation.
The practitioner should make inquiries regarding whether the definition of the
nonfinancial data was consistently applied during the periods reported.
.81 However, if the practitioner becomes aware that the presentation may
be incomplete or contain inaccuracies, or is otherwise unsatisfactory, the
practitioner should perform the additional procedures he or she deems neces
sary to achieve the limited assurance contemplated by a review engagement.

Reporting
.82 In order for the practitioner to issue a report on a review of MD&A for
an annual period, the financial statements for the periods covered by the
MD&A presentation and the related auditor’s report(s) should accompany the
MD&A presentation (or with respect to a public entity be incorporated in the
document containing the MD&A by reference to information filed with a
regulatory agency).
.83 If the MD&A presentation relates to an interim period and the entity
is a public entity, the financial statements for the interim periods covered by
the MD&A presentation and the related accountant’s review report(s) should
accompany the MD&A presentation, or be incorporated in the document
containing the MD&A by reference to information filed with a regulatory agency.
26 Refer to paragraph .26 for a discussion concerning the safe harbor rules for forward-looking
statements.
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The comparative financial statements for the most recent annual period and
the related MD&A should accompany the MD&A presentation for the interim
period, or be incorporated by reference to information filed with a regulatory
agency. Generally, the requirement for inclusion of the annual financial state
ments and related MD&A is satisfied by a public entity that has met its
reporting responsibility for filing its annual financial statements and MD&A
in its annual report on Form 10-K.

.84 If the MD&A presentation relates to an interim period and the entity
is a nonpublic entity, the following documents should accompany the interim
MD&A presentation in order for the practitioner to issue a review report:

a.

The MD&A presentation for the most recent fiscal year and related
accountant’s examination or review report(s)

b.

The financial statements for the periods covered by the respective
MD&A presentations (most recent fiscal year and interim periods
and the related auditor’s report(s) and accountant’s review report(s))

In addition, one of the following conditions should be met.

•

A statement should be included in the body of the MD&A presentation
that it has been prepared using the rules and regulations adopted by
the SEC.

•

A separate written assertion should accompany the MD&A presenta
tion or such assertion should be included in a representation letter
obtained from the entity.

.85 The practitioner’s report on a review of MD&A should include the
following:
a.

A title that includes the word independent

b.

An identification of the MD&A presentation, including the period
covered

c.

A statement that management is responsible for the preparation of
the MD&A pursuant to the rules and regulations adopted by the SEC

d.

A reference to the auditor’s report on the related financial state
ments, and, if the report was other than a standard report, the
substantive reasons therefor

e.

A statement that the review was conducted in accordance with
attestation standards established by the AICPA

f.

A description of the procedures for a review of MD&A

g.

A statement that a review of MD&A is substantially less in scope
than an examination, the objective of which is an expression of
opinion regarding the MD&A presentation, and accordingly, no such
opinion is expressed

h.

A paragraph stating that—
(1) The preparation of MD&A requires management to interpret the
criteria, make determinations as to the relevancy of information
to be included, and make estimates and assumptions that affect
reported information

(2) Actual results in the future may differ materially from manage
ment’s present assessment of information regarding the esti
mated future impact of transactions and events that have
occurred or are expected to occur, expected sources of liquidity
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and capital resources, operating trends, commitments, and un
certainties

i.

If the entity is a nonpublic entity, a statement that although the
entity is not subject to the rules and regulations of the SEC, the
MD&A presentation is intended to be a presentation in accordance
with the rules and regulations adopted by the SEC

j.

A statement about whether any information came to the practi
tioner’s attention that caused him or her to believe that—
(1) The MD&A presentation does not include, in all material re
spects, the required elements of the rules and regulations
adopted by the SEC

(2) The historical financial amounts included therein have not been
accurately derived, in all material respects, from the entity’s
financial statements
(3) The underlying information, determinations, estimates, and
assumptions of the entity do not provide a reasonable basis for
the disclosures contained therein

k.

If the entity is a public entity as defined in paragraph .02, or a
nonpublic entity that is making or has made an offering of securities
and it appears that the securities may subsequently be registered or
subject to a filing with the SEC or other regulatory agency (for
example, certain offerings of securities under Rule 144A of the 1933
Act that purport to conform to Regulation S-K), a statement of
restrictions on the use of the report to specified parties, because it is
not intended to be filed with the SEC as a report under the 1933 Act
or the 1934 Act.

l.

The manual or printed signature of the practitioner’s firm

m.

The date of the review report

Appendix B [paragraph .115], “Review Reports,” provides examples of a stand
ard review report for an annual and interim period.

Dating

.86 The practitioner’s report on the review of MD&A should be dated as
of the completion of the practitioner’s review procedures. That date should not
precede the date of the accountant’s report on the latest historical financial
statements covered by the MD&A.
Report Modifications

.87 The practitioner should modify the standard review report described
in paragraph .86 if any of the following conditions exist.

•

The presentation excludes a material required element of the rules
and regulations adopted by the SEC. (See paragraph .89.)

•

The historical financial amounts have not been accurately derived, in
all material respects, from the entity’s financial statements. (See para
graph .89.)

•

The underlying information, determinations, estimates, and assump
tions used by management do not provide the entity with a reasonable
basis for the disclosures in the MD&A. (See paragraph .89.)
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The practitioner decides to refer to the report of another practitioner
as the basis, in part, for his or her report. (See paragraph .90.)

The practitioner is engaged to review the MD&A presentation after it
has been filed with the SEC or other regulatory agency. (See para
graphs .94 through .98.)
.88 When the practitioner is unable to perform the inquiry and analytical
procedures he or she considers necessary to achieve the limited assurance
provided by a review, or the client does not provide the practitioner with a
representation letter, the review will be incomplete. A review that is incom
plete is not an adequate basis for issuing a review report. If the practitioner is
unable to complete a review because of a scope limitation, the practitioner
should consider the implications of that limitation with respect to possible
misstatements of the MD&A presentation. In those circumstances, the practi
tioner should also refer to paragraphs .107 through .109 for guidance concern
ing communications with the audit committee.
.89 If the practitioner becomes aware that the MD&A is materially mis
stated, the practitioner should modify the review report to describe the nature
of the misstatement. Appendix B [paragraph .115] contains an example of such
a modification of the accountant’s report. (See Example 3.)

•

.90 If another practitioner reviewed or examined the MD&A for a mate
rial component, the practitioner may decide to make reference to such report
of the other practitioner in reporting on the consolidated MD&A presentation.
Such reference indicates a division of responsibility for performance of the
review.

Emphasis of a Matter
.91 In some circumstances, the practitioner may wish to emphasize a
matter regarding the MD&A presentation. For example, he or she may wish to
emphasize that the entity has included information beyond the required ele
ments of the rules and regulations adopted by the SEC. Such explanatory
comments should be presented in a separate paragraph of the practitioner’s
report.

Combined Examination and Review Report on MD&A
.92 A practitioner may be engaged both to examine an MD&A presenta
tion as of the most recent fiscal year-end and to review a separate MD&A
presentation for a subsequent interim period. If the examination and review
are completed at the same time, a combined report may be issued. Appendix C
[paragraph .116], “Combined Reports,” contains an example of a combined
report on an examination of an annual MD&A presentation and the review of
a separate MD&A presentation for an interim period. (See Example 1.)
.93 If an entity prepares a combined MD&A presentation for annual and
interim periods in which there is a discussion of liquidity and capital resources
only as of the most recent interim period but not as of the most recent annual
period, the practitioner is limited to performing the highest level of service that
is provided with respect to the historical financial statements for any of the
periods covered by the MD&A presentation. For example, if the annual finan
cial statements have been audited and the interim financial statements
have been reviewed, the practitioner may be engaged to perform a review
of the combined MD&A presentation. Appendix C [paragraph .116] contains
an example of a review report on a combined MD&A presentation for annual
and interim periods. (See Example 2.)
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When Practitioner Is Engaged Subsequent to the
Filing of MD&A
.94 Management’s responsibility for updating an MD&A presentation for
events occurring subsequent to the issuance of MD&A depends on whether the
entity is a public or nonpublic entity. A public entity is required to report
significant subsequent events in a Form 8-K or Form 10-Q, or in a registration
statement; therefore, a public company would ordinarily not modify its MD&A
presentation once it is filed with the SEC (or other regulatory agency).

.95 Therefore, if the practitioner is engaged to examine (or review) an
MD&A presentation of a public entity that has already been filed with the SEC
(or other regulatory agency), the practitioner should consider whether material
subsequent events are appropriately disclosed in a Form 8-K or 10-Q, or a
registration statement that includes or incorporates by reference such MD&A
presentation. Refer to paragraphs .65 and .66 for guidance concerning consid
eration of events up to the filing date when the practitioner’s report on MD&A
will be included (or incorporated by reference) in a 1933 Act document filed
with the SEC that will require a consent.
.96 If subsequent events of a public entity are appropriately disclosed in
a Form 8-K or 10-Q, or in a registration statement, or if there have been no
material subsequent events, the practitioner should add the following para
graph to his or her examination or review report following the opinion or
concluding paragraph, respectively.

The accompanying Management’s Discussion and Analysis does not consider
events that have occurred subsequent to Month XX, 20X6, the date as of which
it was filed with the Securities and Exchange Commission.

.97 If there has been a material subsequent event that has not been
disclosed in a manner described in paragraph .95 and if the practitioner deter
mines that it is appropriate to issue a report even though the MD&A presenta
tion has not been updated for such material subsequent event (for example,
because the filing of the Form 10-Q that will disclose such events has not yet
occurred), the practitioner should express a qualified or an adverse opinion (or
appropriately modify the review report) on the MD&A presentation. As discussed
in paragraph .107, if such material subsequent event is not appropriately
disclosed, the practitioner should evaluate (a) whether to resign from the
engagement related to the MD&A presentation and (b) whether to remain as
the entity’s auditor or stand for re-election to audit the entity’s financial
statements.
.98 Because a nonpublic entity is not subject to the filing requirements of
the SEC, an MD&A presentation of a nonpublic entity should be updated for
material subsequent events through the date of the practitioner’s report.

When a Predecessor Auditor Has Audited Prior Period
Financial Statements
.99 If a predecessor auditor has audited the financial statements for a
prior period covered by the MD&A, the need by the practitioner reporting on
the MD&A for an understanding of the business and the entity’s accounting
and financial reporting practices for such prior period, as discussed in
paragraph .07, is not diminished and the practitioner should apply the
appropriate procedures. In applying the appropriate procedures, the prac
titioner may consider reviewing the predecessor auditor’s working papers
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with respect to audits of financial statements and examinations or reviews of
MD&A presentations for such prior periods.

.100 Information that may be obtained from the audit or attest working
papers of the predecessor auditor will not provide a sufficient basis in itself for
the practitioner to express an opinion with respect to the MD&A disclosures
for such prior periods. If the practitioner has audited the current year, the
results of such audit may be considered in planning and performing the
examination of MD&A and may provide evidential matter that is useful in
performing the examination, including with respect to matters disclosed for
prior periods. For example, an increase in salaries expense may be the result
of an acquisition in the last half of the prior year. Auditing procedures applied
to payroll expense in the current year that validate the increase as a result of
the acquisition may provide evidential matter with respect to the increase in
salaries expense in the prior year attributed to the acquisition.
.101 In addition to the procedures described in paragraphs .49 through
.66, the practitioner will need to make inquiries of the predecessor auditor and
management as to audit adjustments proposed by the predecessor auditor that
were not recorded in the financial statements.

Communications Between Predecessor and Successor Auditors
.102 If the practitioner is appointed as the successor auditor, he or she
follows the guidance AU section 315, Communications Between Predecessor
and Successor Auditors, in considering whether or not to accept the engage
ment. If, at the time of the appointment as auditor, the practitioner is also
being engaged to examine or review MD&A, the practitioner should also make
specific inquiries of the predecessor auditor regarding MD&A.
.103 The practitioner’s examination may be facilitated by (a) making
specific inquiries of the predecessor regarding matters that the successor
believes may affect the conduct of the examination (or review), such as areas
that required an inordinate amount of time or problems that arose from the
condition of the records, and (b) if the predecessor previously examined or
reviewed MD&A, reviewing the predecessor’s working papers for the predeces
sor’s examination or review engagement.
.104 If, subsequent to his or her engagement to audit the financial state
ments, the practitioner is requested to examine MD&A, the practitioner should
request the client to authorize the predecessor auditor to allow a review of the
predecessor’s audit working papers related to the financial statement periods
included in the MD&A presentation. Although the practitioner may previously
have had access to the predecessor auditor’s working papers in connection with
the successor’s audit of the financial statements, ordinarily the predecessor
auditor should permit the practitioner to review those audit working papers
relating to matters that are disclosed or that would likely be disclosed in
MD&A.

Another Auditor Audits a Significant Part of the
Financial Statements
.105 When another auditor or auditors audit a significant part of the
financial statements, the practitioner27 may request that such other auditor or
27 The practitioner serving as principal auditor is presumed to have an audit base for purposes of
examining or reviewing the consolidated MD&A presentation.
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auditors perform procedures with respect to the MD&A or the practitioner may
perform the procedures directly with respect to such component(s).28 Unless
the other auditor issues an examination or review report on a separate MD&A
presentation of such component(s) (see paragraph .74), the principal practi
tioner should not make reference to the work of the other practitioner on
MD&A in his or her report on MD&A.29 Accordingly, if the practitioner has
requested such other auditor to perform procedures, the principal practitioner
should perform those procedures that he or she considers necessary to take
responsibility for the work of the other auditor. Such procedures may include
one or more of the following:
a.

Visiting the other auditor and discussing the procedures followed
and the results thereof.

b.

Reviewing the working papers of the other auditor with respect to
the component.

c.

Participating in discussions with the component’s management re
garding matters that may affect the preparation of MD&A.

d.

Making supplemental tests with respect to such component.

The determination of the extent of the procedures to be applied by the principal
practitioner rests with the principal practitioner alone in the exercise of his or her
professional judgment and in no way constitutes a reflection on the adequacy of
the other auditor’s work. Because the principal practitioner in this case assumes
responsibility for his or her opinion on the MD&A presentation without making
reference to the procedures performed by the other auditor, the practitioner’s
judgment should govern as to the extent of procedures to be undertaken.

Responsibility for Other Information in Documents

Containing MD&A
.106 A client may publish annual reports containing MD&A and other
documents to which the practitioner, at the client’s request, devotes attention.
See section 101.91-.94 for pertinent guidance in these circumstances. See
Appendix D [paragraph .117], “Comparison of Activities Performed Under SAS
No. 8, Other Information in Documents Containing Audited Financial State
ments, Versus a Review or an Examination Attest Engagement.” The guidance
in AU section 711, Filings Under Federal Securities Statutes, is pertinent when
the practitioner’s report on MD&A is included in a registration statement,
proxy statement, or periodic report filed under the federal securities statutes.

Communications With the Audit Committee
.107 If the practitioner concludes that the MD&A presentation contains
material inconsistencies with other information included in the document
containing the MD&A presentation or with the historical financial state
ments,30 material omissions, or material misstatements of fact, and manage
28 The practitioner should consider whether he or she has sufficient industry expertise with
respect to a subsidiary audited by another auditor to take sole responsibility for the consolidated
MD&A presentation.
29 This does not preclude the practitioner from referring to the other auditor’s report on the
financial statements in his or her report on MD&A.
30 See AU section 550, Information in Documents Containing Audited Financial Statements, for
guidance on the impact of material inconsistencies or material misstatements of fact on the auditor’s
report on the related historical financial statements.
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ment refuses to take corrective action, the practitioner should inform the audit
committee or others with equivalent authority and responsibility. If the MD&A
is not revised, the practitioner should evaluate (a) whether to resign from the
engagement related to the MD&A, and (b) whether to remain as the entity’s
auditor or stand for re-election to audit the entity’s financial statements. The
practitioner may wish to consult with his or her attorney when making these
evaluations.

.108 If the practitioner is engaged after the MD&A presentation has been
filed with the SEC (or other regulatory agency), and becomes aware that such
MD&A presentation on file with the SEC (or other regulatory agency) has not
been revised for a matter for which the practitioner has or would qualify his or
her opinion, the practitioner should discuss such matter with the audit com
mittee and request that the MD&A presentation be revised. If the audit
committee fails to take appropriate action, the practitioner should consider
whether to resign as the independent auditor of the company. The practitioner
may consider the guidance concerning communication with the audit commit
tee and other considerations in AU section 317, Illegal Acts by Clients, para
graphs .17, .22, and .23).
.109 If, as a result of performing an examination or a review of MD&A,
the practitioner has determined that there is evidence that fraud may exist,
that matter should be brought to the attention of an appropriate level of
management. This is generally appropriate even if the matter might be consid
ered clearly inconsequential. If the matter relates to the audited financial
statements, the practitioner should consider the guidance in AU section 316,
Consideration of Fraud in a Financial Statement Audit, concerning communi
cation responsibilities, and the effect on the auditor’s report on the financial
statements.

Obtaining Written Representations
.110 In an examination or a review engagement, the practitioner should
obtain written representations from management.31 The specific written rep
resentations obtained by the practitioner will depend on the circumstances of
the engagement and the nature of the MD&A presentation. Specific repre
sentations should relate to the following matters:
a.

Management’s acknowledgment of its responsibility for the prepara
tion of MD&A and management’s assertion that the MD&A presen
tation has been prepared in accordance with the rules and
regulations adopted by the SEC for MD&A32

b.

A statement that the historical financial amounts included in MD&A
have been accurately derived from the entity’s financial statements

31 AU section 333, Management Representations, paragraph .09, provides guidance on the date
as of which management should sign such a representation letter and on which member(s) of
management should sigh it. AU section 711.10 provides guidance concerning obtaining updated
representations from management in connection with accountant’s reports included or incorporated
by reference in filings under the 1933 Act. (See paragraph .65.)
32 Management should specify the SEC rules (for example, Item 303 of Regulation S-K, Item 303
of Regulation S-B, or Item 9 of Form 20-F). For nonpublic entities, the practitioner also obtains a
written assertion that the presentation has been prepared using the rules and regulations adopted by
the SEC. (See paragraph .02.)
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c.

Management’s belief that the underlying information, determina
tions, estimates, and assumptions of the entity provide a reasonable
basis for the disclosures contained in the MD&A

d.

A statement that management has made available all significant
documentation related to compliance with SEC rules and regulations
for MD&A

e.

Completeness and availability of all minutes of meetings of stock
holders, directors, and committees of directors

f.

For a public entity, whether any communications from the SEC were
received concerning noncompliance with or deficiencies in MD&A
reporting practices

g.

Whether any events occurred subsequent to the latest balance-sheet
date that would require disclosure in the MD&A

h.

If forward-looking information is included, a statement that—

•

The forward-looking information is based on management’s best
estimate of expected events and operations, and is consistent
with budgets, forecasts, or operating plans prepared for such
periods

•

The accounting principles expected to be used for the forwardlooking information are consistent with the principles used in
preparing the historical financial statements

•

Management has provided the latest version of such budgets,
forecasts, or operating plans, and has informed the practitioner
of any anticipated changes or modifications to such information
that could affect the disclosures contained in the MD&A presen
tation

i.

If voluntary information is included that is subject to the rules and
regulations adopted by the SEC (for example, information required
by Item 305, Quantitative and Qualitative Disclosures About Market
Risk), a statement that such voluntary information has been pre
pared in accordance with the related rules and regulations adopted
by the SEC for such information

j.

If pro forma information is included, a statement that—

•

Management is responsible for the assumptions used in deter
mining the pro forma adjustments

•

Management believes that the assumptions provide a reason
able basis for presenting all the significant effects directly at
tributable to the transaction or event, that the related pro forma
adjustments give appropriate effect to those assumptions, and
that the pro forma column reflects the proper application of those
adjustments to the historical financial statements

•

Management believes that the significant effects directly attrib
utable to the transaction or event are appropriately disclosed in
the pro forma financial information

.111 In an examination, management’s refusal to furnish written repre
sentations constitutes a limitation on the scope of the engagement sufficient to
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preclude an unqualified opinion and is ordinarily sufficient to cause a practi
tioner to disclaim an opinion or withdraw from the examination engagement.
However, based on the nature of the representations not obtained or the
circumstances of the refusal, the practitioner may conclude that a qualified
opinion is appropriate in an examination engagement. In a review engage
ment, management’s refusal to furnish written representations constitutes a
limitation of the scope of the engagement sufficient to require withdrawal from
the review engagement. Further, the practitioner should consider the effects of
the refusal on his or her ability to rely on other management representations.

.112 If the practitioner is precluded from performing procedures he or she
considers necessary in the circumstances with respect to a matter that is
material to the MD&A presentation, even though management has given
representations concerning the matter, there is a limitation on the scope of the
engagement, and the practitioner should qualify his or her opinion or disclaim
an opinion in an examination engagement, or withdraw from a review engage
ment.

Effective Date
.113 This section is effective when management’s discussion and analysis
is for a period ending on or after June 1, 2001. Early application is permitted.
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Appendix A

Examination Reports
.114
Example 7: Standard Examination Report

1. The following is an illustration of a standard examination report.
Independent Accountant’s Report
[Introductory paragraph]
We have examined XYZ Company’s Management’s Discussion and Analysis
taken as a whole, included [incorporated by reference] in the Company’s [insert
description of registration statement or document]. Management is responsible
for the preparation of the Company’s Management’s Discussion and Analysis
pursuant to the rules and regulations adopted by the Securities and Exchange
Commission. Our responsibility is to express an opinion on the presentation
based on our examination. We have audited, in accordance with auditing
standards generally accepted in the United States of America, the financial
statements of XYZ Company as of December 31, 20X5 and 20X4, and for each
of the years in the three-year period ended December 31,20X5, and in our report
dated [Month] XX, 20X6, we expressed an unqualified opinion on those financial
statements.33

[Scope paragraph]

Our examination of Management’s Discussion and Analysis was conducted in
accordance with attestation standards established by the American Institute
of Certified Public Accountants and, accordingly, included examining, on a test
basis, evidence supporting the historical amounts and disclosures in the pres
entation. An examination also includes assessing the significant determina
tions made by management as to the relevancy of information to be included
and the estimates and assumptions that affect reported information. We believe
that our examination provides a reasonable basis for our opinion.
33 If prior financial statements were audited by other auditors, this sentence would be replaced
by the following.
We have audited, in accordance with auditing standards generally accepted in the United States
of America, the financial statements of XYZ Company as of and for the year ended December
31, 20X5, and in our report dated [Month] XX, 20X6, we expressed an unqualified opinion on
those financial statements. The financial statements of XYZ Company as of December 31, 20X4,
and for each of the years in the two-year period then ended were audited by other auditors, whose
report dated [Month] XX, 20X5, expressed an unqualified opinion on those financial statements.
If the practitioner’s opinion on the financial statements is based on the report of other auditors,
this sentence would be replaced by the following:
We have audited, in accordance with auditing standards generally accepted in the United States
of America, the financial statements of XYZ Company as of December 31, 20X5 and 20X4, and
for each of the years in the three-year period ended December 31, 20X5, and in our report dated
[Month] XX, 20X6, we expressed an unqualified opinion on those financial statements based on
our audits and the report of other auditors.
Refer to Example 3 if the practitioner’s opinion on MD&A is based on the report of another
practitioner on a component of the entity.
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[Explanatory paragraph]34
The preparation of Management’s Discussion and Analysis requires manage
ment to interpret the criteria, make determinations as to the relevancy of
information to be included, and make estimates and assumptions that affect
reported information. Management’s Discussion and Analysis includes infor
mation regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results in
the future may differ materially from management’s present assessment of this
information because events and circumstances frequently do not occur as
expected.

[Opinion paragraph]

In our opinion, the Company’s presentation of Management’s Discussion and
Analysis includes, in all material respects, the required elements of the rules
and regulations adopted by the Securities and Exchange Commission; the
historical financial amounts included therein have been accurately derived, in
all material respects, from the Company’s financial statements; and the under
lying information, determinations, estimates, and assumptions of the Company
provide a reasonable basis for the disclosures contained therein.
[Signature]

[Date]

Example 2: Modifications to Examination Report for a
Qualified Opinion

2. An example of a modification of an examination report for a qualified
opinion due to a material omission described in paragraph .72 follows.
[Additional explanatory paragraph preceding the opinion paragraph]
Based on information furnished to us by management, we believe that the
Company has excluded a discussion of the significant capital outlay required
for its plans to expand into the telecommunications industry and the possible
effects on the Company’s financial condition, liquidity, and capital resources.
[Opinion paragraph]

In our opinion, except for the omission of the matter described in the preceding
paragraph, the Company’s presentation of Management’s Discussion and
Analysis includes, in all material respects, the required elements of the rules
and regulations adopted by the Securities and Exchange Commission; the
historical financial amounts included therein have been accurately derived, in
all material respects, from the Company’s financial statements; and the under
lying information, determinations, estimates, and assumptions of the Company
provide a reasonable basis for the disclosures contained therein.

3. An example of a modification of an examination report for a qualified
opinion when overly subjective assertions are included in MD&A follows.
34 The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .69h:
Although XYZ Company is not subject to the rules and regulations of the Securities and Ex
change Commission, the accompanying Management’s Discussion and Analysis is intended to
be a presentation in accordance with the rules and regulations adopted by the Securities and
Exchange Commission.
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[Additional explanatory paragraph preceding the opinion paragraph]

Based on information furnished to us by management, we believe that the
underlying information, determinations, estimates, and assumptions used by
management do not provide the Company with a reasonable basis for the
disclosure concerning [describe] in the Company’s Management’s Discussion
and Analysis.

[Opinion paragraph]
In our opinion, except for the disclosure regarding [describe] discussed in the
preceding paragraph, the Company’s presentation of Management’s Discussion
and Analysis includes, in all material respects, the required elements of the
rules and regulations adopted by the Securities and Exchange Commission; the
historical financial amounts included therein have been accurately derived, in
all material respects, from the Company’s financial statements; and the under
lying information, determinations, estimates, and assumptions of the Company
provide a reasonable basis for the disclosures contained therein.

Example 3: Examination Report With Reference to the Report of
Another Practitioner

4. The following is an illustration of an examination report indicating a
division of responsibility with another practitioner, who has examined a sepa
rate MD&A presentation of a wholly-owned subsidiary, when the practitioner
reporting is serving as the principal auditor of the related consolidated financial
statements.

Independent Accountant’s Report
[Introductory paragraphs]
We have examined XYZ Company’s Management’s Discussion and Analysis
taken as a whole, included [incorporated by reference] in the Company’s [insert
description of registration statement or document]. Management is responsible
for the preparation of the Company’s Management’s Discussion and Analysis
pursuant to the rules and regulations adopted by the Securities and Exchange
Commission. Our responsibility is to express an opinion on the presentation
based on our examination. We did not examine Management’s Discussion and
Analysis of ABC Corporation, a wholly-owned subsidiary, included in ABC
Corporation’s [insert description of registration statement or document]. Such
Management’s Discussion and Analysis was examined by other accountants,
whose report has been furnished to us, and our opinion, insofar as it relates to
information included for ABC Corporation, is based solely on the report of the
other accountants.

We have audited, in accordance with auditing standards generally accepted in
the United States of America, the consolidated financial statements of XYZ
Company as of December 31, 20X5 and 20X4, and for each of the years in the
three-year period ended December 31, 20X5, and in our report dated [Month]
XX, 20X6, we expressed an unqualified opinion on those financial statements
based on our audits and the report of other auditors.
[Scope paragraph]
Our examination of Management’s Discussion and Analysis was conducted in
accordance with attestation standards established by the American Institute
of Certified Public Accountants and, accordingly, included examining, on a test
basis, evidence supporting the historical amounts and disclosures in the pres
entation. An examination also includes assessing the significant determinations
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made by management as to the relevancy of information to be included and the
estimates and assumptions that affect reported information. We believe that
our examination and the report of other accountants provide a reasonable basis
for our opinion.

[Explanatory paragraph]35
The preparation of Management’s Discussion and Analysis requires manage
ment to interpret the criteria, make determinations as to the relevancy of
information to be included, and make estimates and assumptions that affect
reported information. Management’s Discussion and Analysis includes infor
mation regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results in
the future may differ materially from management’s present assessment of this
information because events and circumstances frequently do not occur as
expected.

[Opinion paragraph]

In our opinion, based on our examination and the report of other accountants,
the Company’s presentation of Management’s Discussion and Analysis in
cluded [incorporated by reference] in the Company’s [insert description of
registration statement or document] includes, in all material respects, the
required elements of the rules and regulations adopted by the Securities and
Exchange Commission; the historical financial amounts included therein have
been accurately derived, in all material respects, from the Company’s financial
statements; and the underlying information, determinations, estimates, and
assumptions of the Company provide a reasonable basis for the disclosures
contained therein.

[Signature]
[Date]

35 The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph ,69/i.
Although XYZ Company is not subject to the rules and regulations of the Securities and Ex
change Commission, the accompanying Management’s Discussion and Analysis is intended to
be a presentation in accordance with the rules and regulations adopted by the Securities and
Exchange Commission.
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Appendix B
Review Reports
.115

Example 1: Standard Review Report on an Annual MD&A Presentation

1. The following is an illustration of a standard review report on an annual
MD&A presentation.
Independent Accountant’s Report
[Introductory paragraph]
We have reviewed XYZ Company’s Management’s Discussion and Analysis
taken as a whole, included [incorporated by reference] in the Company’s [insert
description of registration statement or document]. Management is responsible
for the preparation of the Company’s Management’s Discussion and Analysis
pursuant to the rules and regulations adopted by the Securities and Exchange
Commission. We have audited, in accordance with auditing standards gener
ally accepted in the United States of America, the financial statements of XYZ
Company as of December 31, 20X5 and 20X4, and for each of the years in the
three-year period ended December 31, 20X5, and in our report dated [Month]
XX, 20X6, we expressed an unqualified opinion on those financial statements.

[Scope paragraph]
We conducted our review of Management’s Discussion and Analysis in accord
ance with attestation standards established by the American Institute of
Certified Public Accountants. A review of Management’s Discussion and Analy
sis consists principally of applying analytical procedures and making inquiries
of persons responsible for financial, accounting, and operational matters. It is
substantially less in scope than an examination, the objective of which is the
expression of an opinion on the presentation. Accordingly, we do not express
such an opinion.

[Explanatory paragraph]36
The preparation of Management’s Discussion and Analysis requires manage
ment to interpret the criteria, make determinations as to the relevancy of
information to be included, and make estimates and assumptions that affect
reported information. Management’s Discussion and Analysis includes infor
mation regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results in
the future may differ materially from management’s present assessment of this
information because events and circumstances frequently do not occur as
expected.
[Concluding paragraph]

Based on our review, nothing came to our attention that caused us to believe
that the Company’s presentation of Management’s Discussion and Analysis
does not include, in all material respects, the required elements of the rules
36 The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .85i.
Although XYZ Company is not subject to the rules and regulations of the Securities and Ex
change Commission, the accompanying Management’s Discussion and Analysis is intended to
be a presentation in accordance with the rules and regulations adopted by the Securities and
Exchange Commission.
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and regulations adopted by the Securities and Exchange Commission, that the
historical financial amounts included therein have not been accurately derived,
in all material respects, from the Company’s financial statements, or that the
underlying information, determinations, estimates and assumptions of the
Company do not provide a reasonable basis for the disclosures contained
therein.

[Restricted use paragraph]37

This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than the specified parties.
[Signature]
[Date]

Example 2: Standard Review Report on an Interim MD&A Presentation
2. The following is an illustration of a standard review report on an MD&A
presentation for an interim period.

Independent Accountant’s Report
[Introductory paragraph]
We have reviewed XYZ Company’s Management’s Discussion and Analysis
taken as a whole included in the Company’s [insert description of registration
statement or document]. Management is responsible for the preparation of the
Company’s Management’s Discussion and Analysis pursuant to the rules and
regulations adopted by the Securities and Exchange Commission. We have
reviewed, in accordance with standards established by the American Institute
of Certified Public Accountants, the interim financial information of XYZ
Company as of June 30,20X6 and 20X5, and for the three-month and six-month
periods then ended, and have issued our report thereon dated July XX, 20X6.

[Scope paragraph]

We conducted our review of Management’s Discussion and Analysis in accord
ance with attestation standards established by the American Institute of
Certified Public Accountants. A review of Management’s Discussion and Analy
sis consists principally of applying analytical procedures and making inquiries
of persons responsible for financial, accounting, and operational matters. It is
substantially less in scope than an examination, the objective of which is the
expression of an opinion on the presentation. Accordingly, we do not express
such an opinion.
[Explanatory paragraph]38

The preparation of Management’s Discussion and Analysis requires manage
ment to interpret the criteria, make determinations as to the relevancy of
information to be included, and make estimates and assumptions that affect
reported information. Management’s Discussion and Analysis includes infor
mation regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital

37 This paragraph may be omitted for certain nonpublic entities. (Refer to paragraph .85k.)

38 The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .85i.
Although XYZ Company is not subject to the rules and regulations of the Securities and Ex
change Commission, the accompanying Management’s Discussion and Analysis is intended to
be a presentation in accordance with the rules and regulations adopted by the Securities and
Exchange Commission.
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resources, operating trends, commitments, and uncertainties. Actual results in
the future may differ materially from management’s present assessment of this
information because events and circumstances frequently do not occur as
expected.

[Concluding paragraph]

Based on our review, nothing came to our attention that caused us to believe
that the Company’s presentation of Management’s Discussion and Analysis
does not include, in all material respects, the required elements of the rules
and regulations adopted by the Securities and Exchange Commission, that the
historical financial amounts included therein have not been accurately derived,
in all material respects, from the Company’s financial statements, or that the
underlying information, determinations, estimates, and assumptions of the
Company do not provide a reasonable basis for the disclosures contained
therein.

[Restricted use paragraph]39
This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than the specified parties.

[Signature]
[Date]

Example 3: Modification to Review Report for a Material Misstatement

3. An example of a modification of the accountant’s report when MD&A is
materially misstated, as discussed in paragraph .89, follows.
[Additional explanatory paragraph preceding the concluding paragraph]
Based on information furnished to us by management, we believe that the
Company has excluded a discussion of the significant capital outlay required
for its plans to expand into the telecommunications industry and the possible
effects on the Company’s financial condition, liquidity, and capital resources.

[Concluding paragraph]
Based on our review, with the exception of the matter described in the preceding
paragraph, nothing came to our attention that caused us to believe that the
Company’s presentation of Management’s Discussion and Analysis does not
include, in all material respects, the required elements of the rules and
regulations adopted by the Securities and Exchange Commission, that the
historical financial amounts included therein have not been accurately derived,
in all material respects, from the Company’s financial statements, or that the
underlying information, determinations, estimates and assumptions of the
Company do not provide a reasonable basis for the disclosures contained
therein.

39 This paragraph may be omitted for certain nonpublic entities. (Refer to paragraph .85k.)
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Appendix C
Combined Reports
.116

Example 1: Combined Examination and Review Report on MD&A

1. An example of a combined report on an examination of an annual MD&A
presentation and the review of MD&A for an interim period discussed in
paragraph .92 follows.
Independent Accountant’s Report
[Introductory paragraph]

We have examined XYZ Company’s Management’s Discussion and Analysis
taken as a whole for the three-year period ended December 31, 20X5, included
[incorporated by reference] in the Company’s [insert description of registration
statement or document]. Management is responsible for the preparation of the
Company’s Management’s Discussion and Analysis pursuant to the rules and
regulations adopted by the Securities and Exchange Commission. Our respon
sibility is to express an opinion on the annual presentation based on our
examination. We have audited, in accordance with auditing standards gener
ally accepted in the United States of America, the financial statements of XYZ
Company as of December 31, 20X5 and 20X4, and for each of the years in the
three-year period ended December 31, 19X5, and in our report dated [Month]
XX, 20X6, we expressed an unqualified opinion on those financial statements.
[Scope paragraph]
Our examination of Management’s Discussion and Analysis was conducted in
accordance with attestation standards established by the American Institute
of Certified Public Accountants and, accordingly, included examining, on a test
basis, evidence supporting the historical amounts and disclosures in the pres
entation. An examination also includes assessing the significant determina
tions made by management as to the relevancy of information to be included
and the estimates and assumptions that affect reported information. We believe
that our examination provides a reasonable basis for our opinion.
[Explanatory paragraph]40

The preparation of Management’s Discussion and Analysis requires manage
ment to interpret the criteria, make determinations as to the relevancy of
information to be included, and make estimates and assumptions that affect
reported information. Management’s Discussion and Analysis includes infor
mation regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results in
the future may differ materially from management’s present assessment of this
information because events and circumstances frequently do not occur as

expected.
40 The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .69h.
Although XYZ Company is not subject to the rules and regulations of the Securities and Ex
change Commission, the accompanying Management’s Discussion and Analysis is intended to
be a presentation in accordance with the rules and regulations adopted by the Securities and
Exchange Commission.
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[Opinion paragraph]
In our opinion, the Company’s presentation of Management’s Discussion and
Analysis for the three-year period ended December 31, 20X5, includes, in all
material respects, the required elements of the rules and regulations adopted
by the Securities and Exchange Commission; the historical financial amounts
included therein have been accurately derived, in all material respects, from
the Company’s financial statements; and the underlying information, determi
nations, estimates, and assumptions of the Company provide a reasonable basis
for the disclosures contained therein.

[Paragraphs on interims]
We have also reviewed XYZ Company’s Management’s Discussion and Analysis
taken as a whole for the six-month period ended June 30, 20X6 included
[incorporated by reference] in the Company’s [insert description of registration
statement or document]. We have reviewed, in accordance with standards
established by the American Institute of Certified Public Accountants, the
interim financial information of XYZ Company as of June 30, 20X6 and 20X5,
and for the six-month periods then ended, and have issued our report thereon
dated July XX, 20X6.
We conducted our review of Management’s Discussion and Analysis in accord
ance with attestation standards established by the American Institute of
Certified Public Accountants. A review of Management’s Discussion and Analy
sis consists principally of applying analytical procedures and making inquiries
of persons responsible for financial, accounting, and operational matters. It is
substantially less in scope than an examination, the objective of which is the
expression of an opinion on the presentation. Accordingly, we do not express
such an opinion.

Based on our review, nothing came to our attention that caused us to believe
that the Company’s presentation of Management’s Discussion and Analysis for
the six-month period ended June 30, 20X6, does not include, in all material
respects, the required elements of the rules and regulations adopted by the
Securities and Exchange Commission, that the historical financial amounts
included therein have not been accurately derived, in all material respects, from
the Company’s unaudited interim financial statements, or that the underlying
information, determinations, estimates, and assumptions of the Company do
not provide a reasonable basis for the disclosures contained therein.

[Restricted use paragraph]41
This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than the specified parties.

[Signature]

[Date]

Example 2: Review Report on a Combined Annual and Interim
MD&A Presentation
2. An example of a review report on a combined MD&A presentation for
annual and interim periods follows.
41 This paragraph may be omitted for certain nonpublic entities. (Refer to paragraph .85h.)
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Independent Accountant’s Report
[Introductory paragraph]

We have reviewed XYZ Company’s Management’s Discussion and Analysis
taken as a whole included [incorporated by reference] in the Company’s [insert
description of registration statement or document]. Management is responsible
for the preparation of the Company’s Management’s Discussion and Analysis
pursuant to the rules and regulations adopted by the Securities and Exchange
Commission. We have audited, in accordance with auditing standards gener
ally accepted in the United States of America, the financial statements of XYZ
Company as of December 31, 20X5 and 20X4, and for each of the years in the
three-year period ended December 31, 20X5, and in our report dated [Month]
XX, 20X6, we expressed an unqualified opinion on those financial statements.
We have reviewed, in accordance with standards established by the American
Institute of Certified Public Accountants, the interim financial information of
XYZ Company as of June 30, 20X6 and 20X5, and for the six-month periods
then ended, and have issued our report thereon dated July XX, 20X6.

[Scope paragraph]
We conducted our review of Management’s Discussion and Analysis in accord
ance with attestation standards established by the American Institute of
Certified Public Accountants. A review of Management’s Discussion and Analy
sis consists principally of applying analytical procedures and making inquiries
of persons responsible for financial, accounting, and operational matters. It is
substantially less in scope than an examination, the objective of which is the
expression of an opinion on the presentation. Accordingly, we do not express
such an opinion.
[Explanatory paragraph]42

The preparation of Management’s Discussion and Analysis requires manage
ment to interpret the criteria, make determinations as to the relevancy of
information to be included, and make estimates and assumptions that affect
reported information. Management’s Discussion and Analysis includes infor
mation regarding the estimated future impact of transactions and events that
have occurred or are expected to occur, expected sources of liquidity and capital
resources, operating trends, commitments, and uncertainties. Actual results in
the future may differ materially from management’s present assessment of this
information because events and circumstances frequently do not occur as
expected.

[Concluding paragraph]

Based on our review, nothing came to our attention that caused us to believe
that the Company’s presentation of Management’s Discussion and Analysis
does not include, in all material respects, the required elements of the rules
and regulations adopted by the Securities and Exchange Commission, that the
historical financial amounts included therein have not been accurately derived,
in all material respects, from the Company’s financial statements, or that the
underlying information, determinations, estimates, and assumptions of the
Company do not provide a reasonable basis for the disclosures contained
therein.
42 The following sentence should be added to the beginning of the explanatory paragraph if the
entity is a nonpublic entity, as discussed in paragraph .69h.
Although XYZ Company is not subject to the rules and regulations of the Securities and Ex
change Commission, the accompanying Management’s Discussion and Analysis is intended to
be a presentation in accordance with the rules and regulations adopted by the Securities and
Exchange Commission.
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[Restricted use paragraph]43

This report is intended solely for the information and use of [list or refer to
specified parties] and is not intended to be and should not be used by anyone
other than the specified parties.
[Signature]

[Date]

43 This paragraph may be omitted for certain nonpublic entities. (Refer to paragraph .85h.)

AT §701.116

N/A

Consider internal control.

*

Develop an overall strategy for the
analytical procedures and
inquiries to be performed to
provide negative assurance._______
Consider relevant portions of the
entity’s internal control applicable
to the preparation of MD&A to
identify the types of potential
misstatements and to select the
inquiries and analytical
procedures; no testing of controls
would be performed.

Inquire of management regarding
the method of preparing MD&A.

_____

(continued)

Obtain an understanding of
internal control applicable to the
preparation of MD&A sufficient to
plan the engagement and to assess
control risk; controls may be
tested by performing inquiries of
client personnel, inspection of
documents, and observation of
relevant activities.________________

Develop an overall strategy for the
expected scope and performance of
the engagement to obtain reasonable
assurance to express an opinion._____

Examination
_____________ Review______________
Obtain an understanding of the
Same as for a review.
rules and regulations adopted by
the SEC for MD&A.

Refer to AU section 550, O ther In fo rm a tio n in Docum ents C o n ta in in g A u d ite d F in a n c ia l Statem ents.

Plan the engagement.

____________ SAS No . 8____________
Not applicable (N/A)—Auditor is
only required to read the
information in the MD&A and
consider whether such information,
or the manner of its presentation, is
materially inconsistent with
information, or the manner of its
presentation, appearing in the
financial statements.______________
N/A

__ _______ Activities__________ _____
Obtain an understanding of SEC
rules and regulations and
management’s methodology for the
preparation of Management’s
Discussion and Analysis (MD&A).
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__ Activities

Test assertions.

_____

N/A

SAS No. 8

AT §701.117
•

•

•

Consider whether MD&A
explanations are consistent with
information obtained during the
audit or review of financial
statements; make further
inquiries, as necessary. (Note:
Such additional inquiries may
result in a decision to perform
other procedures or detail tests.)

Compare nonfinancial amounts
to the financial statements or
other records.

Read the MD&A and compare the
content for consistency with the
financial statements; compare
financial amounts to the financial
statements or related accounting
records and analyses; recompute
increases, decreases and
percentages disclosed.

Apply the following analytical
procedures and make inquiries of
management and others; no
corroborating evidential matter is
obtained:

Review

•

•

•

Consider whether explanations
are consistent with the
information obtained during the
audit of financial statements;
investigate further explanations
that cannot be substantiated by
information in the audit working
papers through inquiry and
inspection of client records._______

Compare nonfinancial amounts
to the financial statements or
other records; perform tests on
other records based on the
concept of materiality.

Read the MD&A and compare the
content for consistency with the
financial statements; compare
financial amounts to the financial
statements or related accounting
records and analyses; recompute
increases, decreases and
percentages disclosed.

Apply the following analytical and
corroborative procedures to obtain
reasonable assurance of detecting
material misstatements:

Examination
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•

•

•

•

Obtain public communications
and minutes of meetings for
comparison with disclosures in
MD&A.______________________ _
Make inquiries of the officers or
executives with responsibility for
operational areas and financial
and accounting matters as to
their plans and expectations for
the future.

Obtain and read available
prospective financial
information; inquire of
management as to the
procedures used to prepare such
information; consider whether
information came to the
practitioner’s attention that
causes him or her to believe that
the underlying information,
determinations, estimates, and
assumptions do not provide a
reasonable basis for the MD&A
disclosures.____________________

Compare information in MD&A
with the rules and regulations
adopted by the SEC.

•

•

•

(continued)

Obtain and read available
prospective financial
information; inquire of
management as to the
procedures used to prepare such
information; evaluate whether
the underlying information,
determinations, estimates, and
assumptions provide a
reasonable basis for the MD&A
disclosures.

Examine internally and
externally generated documents
in support of the existence,
occurrence, or expected
occurrence of events,
transactions, conditions, trends,
demands, commitments, and
uncertainties disclosed in MD&A.
Compare information in MD&A
with the rules and regulations
adopted by the SEC.
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Activities

SAS No. 8

•

•

Consider whether there are any
additional matters that should
be disclosed in the MD&A based
on the results of the preceding
procedures and knowledge
obtained during the audit or
review of the financial
statements.

Inquire as to prior experience
with the SEC and the extent of
comments received; read
correspondence.

Review

•

•

•

•

Test completeness by considering
the results of the preceding
procedures and knowledge
obtained during the audit of the
financial statements, and
whether such matters are
appropriately disclosed in the
MD&A; extend procedures if the
inherent risk relating to
completeness of disclosures is
high.

Inquire as to prior experience
with the SEC and the extent of
comments received; read
correspondence.

Make inquiries of the officers or
executives with responsibility for
operational areas and financial
and accounting matters as to
their plans and expectations for
the future.

Obtain public communications
and minutes of meetings;
consider obtaining other types of
publicly available information
for comparison with the
disclosures in MD&A.

Examination
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Form an opinion based on the
results of the preceding procedures
and report conclusion by
expressing an opinion.

Form a conclusion based on the
results of the preceding procedures
and report in the form of negative
assurance.

The auditor has no reporting
responsibility with respect to
MD&A unless the auditor
concludes that there is a material
inconsistency in the MD&A that
has not been eliminated. In such a
situation, the auditor may add an
explanatory paragraph concerning
the inconsistency to the auditor’s
report on the financial statements
or withhold the use of the report in
the document.

Form a conclusion and report.

auditor becomes aware of
information that is believed to be a
material misstatement of fact, the
auditor should discuss such matter
with the client.

If, while reading the MD&A, the

Yes

Yes

Yes

Yes

N/A

N/A

Obtain written representations
from management.

date.

Consider the effect of events
subsequent to the balance-sheet
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ET Section 100

INDEPENDENCE, INTEGRITY, AND OBJECTIVITY

On December 14, 2004, the PCAOB issued Release No. 2004-015, ,
“Proposed Ethics and Independence Rule Concerning Independence, Tax
Services, and Contingent Fees.” On November 22, 2005, the PCAOB,
through Release No. 2005-020, “Ethics and Independence Rule
Concerning Independence, Tax Services, and Contingent Fees,” adopted
amendments which would amend Release No. 2004-015. As of the
development date of this publication, the Securities and Exchange
Commission (SEC) had not yet approved these Releases and they do not
become effective unless approved by the SEC. Readers should be alert
to any final action taken by the SEC on these Releases. For your
reference, however, these Releases have been included in the “Select
SEC-Approved PCAOB Releases” section of this publication.
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ET Section 101

Independence
.01 Rule 101—Independence. A member in public practice shall be
independent in the performance of professional services as required by stand
ards promulgated by bodies designated by Council.

[As adopted January 12, 1988. As amended, effective for fiscal years ending on
or after November 15, 2004, by PCAOB Release No. 2004-008.]

Interpretations under Rule
101 —Independence
In performing an attest engagement, a member should consult the rules
of his or her state board of accountancy, his or her state CPA society,
the U.S. Securities and Exchange Commission (SEC) if the member’s
report will be filed with the SEC, the U.S. Department of Labor (DOL)
if the member’s report will be filed with the DOL, the AICPA SEC
Practice Section (SECPS) if the member’s firm is a member of the
SECPS, the General Accounting Office (GAO) if law, regulation,
agreement, policy or contract requires the member’s report to be filed
under GAO regulations, and any organization that issues or enforces
standards of independence that would apply to the member’s engagement.
Such organizations may have independence requirements or rulings that
differ from (e.g., may be more restrictive than) those of the AICPA.

.02 101-1—Interpretation of Rule 101. Independence shall be consid
ered to be impaired if:
A.

During the period of the professional engagement a covered
member

1.

Had or was committed to acquire any direct or material indirect
financial interest in the client.

2.

Was a trustee of any trust or executor or administrator of any
estate if such trust or estate had or was committed to acquire
any direct or material indirect financial interest in the client and
(i)

The covered member (individually or with others) had the
authority to make investment decisions for the trust or
estate; or

(ii)

The trust or estate owned or was committed to acquire
more than 10 percent of the client’s outstanding equity
securities or other ownership interests; or

(iii)

The value of the trust’s or estate’s holdings in the client
exceeded 10 percent of the total assets of the trust or
estate.

Terms shown in boldface type upon first usage in this interpretation are defined in ET section
92, Definitions. [Footnote added, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
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3.

Had a joint closely held investment that was material to the
covered member.

4.

Except as specifically permitted in interpretation 101-5 [ET
section 101.07], had any loan to or from the client, any officer or
director of the client, or any individual owning 10 percent or
more of the client’s outstanding equity securities or other own
ership interests.

B.

During the period of the professional engagement, a partner or
professional employee of the firm, his or her immediate family, or
any group of such persons acting together owned more than 5 percent
of a client’s outstanding equity securities or other ownership inter
ests.

C.

During the period covered by the financial statements or during
the period of the professional engagement, a firm, or partner or
professional employee of the firm was simultaneously associated
with the client as a(n)

1.

Director, officer, or employee, or in any capacity equivalent to
that of a member of management;

2.

Promoter, underwriter, or voting trustee; or

3.

Trustee for any pension or profit-sharing trust of the client.

Transition Period for Certain Business and Employment Relationships

A business or employment relationship with a client that impairs independence
under interpretation 101-1.C [ET section 101.02], and that existed as of No
vember 2001, will not be deemed to impair independence provided such rela
tionship was permitted under rule 101 [ET section 101.01], and its
interpretations and rulings as of November 2001, and the individual severed
that relationship on or before May 31, 2002.
Application of the Independence Rules to Covered Members Formerly
Employed by a Client or Otherwise Associated With a Client

An individual who was formerly (i) employed by a client or (ii) associated with
a client as a(n) officer, director, promoter, underwriter, voting trustee, or
trustee for a pension or profit-sharing trust of the client would impair his or
her firm’s independence if the individual—

1.

Participated on the attest engagement team or was an individual
in a position to influence the attest engagement for the client
when the attest engagement covers any period that includes his or
her former employment or association with that client; or

2.

Was otherwise a covered member with respect to the client unless
the individual first dissociates from the client by—
(a) Terminating any relationships with the client described in in
terpretation 101-1.C [ET section 101.02];

(b) Disposing of any direct or material indirect financial interest in
the client;

(c)

ET §101.02

Collecting or repaying any loans to or from the client, except for
loans specifically permitted or grandfathered under interpreta
tion 101-5 [ET section 101.07];
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(d) Ceasing to participate1 in all employee benefit plans sponsored
by the client, unless the client is legally required to allow the
individual to participate in the plan (for example, COBRA.) and
the individual pays 100 percent of the cost of participation on a
current basis; and

(e) Liquidating or transferring all vested benefits in the client’s
defined benefit plans, defined contribution plans, deferred
compensation plans, and other similar arrangements at the
earliest date permitted under the plan. However, liquidation or
transfer is not required if a penalty1
2 significant to the benefits
is imposed upon liquidation or transfer.
Application of the Independence Rules to a Covered Member’s
Immediate Family
Except as stated in the following paragraph, a covered member’s immediate family
is subject to rule 101 [ET section 101.01], and its interpretations and rulings.

The exceptions are that independence would not be considered to be impaired
solely as a result of the following:

1.

An individual in a covered member’s immediate family was employed
by the client in a position other than a key position.

2.

In connection with his or her employment, an individual in the
immediate family of one of the following covered members partici
pated in a retirement, savings, compensation, or similar plan that is
a client, is sponsored by a client, or that invests in a client (provided
such plan is normally offered to all employees in similar positions):

a.

A partner or manager who provides ten or more hours of
non-attest services to the client; or

b.

Any partner in the office in which the lead attest engagement
partner primarily practices in connection with the attest engage
ment.

For purposes of determining materiality under rule 101 [ET section 101.01] the
financial interests of the covered member and his or her immediate family
should be aggregated.
Application of the Independence Rules to Close Relatives

Independence would be considered to be impaired if—

1.

An individual participating on the attest engagement team has a
close relative who had

а.

A key position with the client, or

b.

A financial interest in the client that
(i)

Was material to the close relative and of which the indi
vidual has knowledge; or

(ii)

Enabled the close relative to exercise significant influence
over the client.

1 See Ethics Ruling No. 107, “Participation in Health and Welfare Plan of Client” [ET section
191.214-.215], for instances in which participation was the result of permitted employment of the
individual’s spouse or spousal equivalent.

2 A penalty includes an early withdrawal penalty levied under the tax law but excludes other
income taxes that would be owed or market losses that may be incurred as a result of the liquidation
or transfer.
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2.

An individual in a position to influence the attest engagement or any
partner in the office in which the lead attest engagement partner
primarily practices in connection with the attest engagement has a
close relative who had

a.

A key position with the client; or

b.

A financial interest in the client that

•

(i)

Was material to the close relative and of which the indi
vidual or partner has knowledge; and

(ii)

Enabled the close relative to exercise significant influence
over the client.

Grandfathered Employment Relationships

Employment relationships of a covered member’s immediate family and close
relatives with an existing attest client that impair independence under this
interpretation and that existed as of November 2001, will not be deemed to
impair independence provided such relationships were permitted under preex
isting requirements of rule 101 [ET section 101.01], and its interpretations and
rulings.
Other Considerations

It is impossible to enumerate all circumstances in which the appearance of
independence might be questioned. Members should consider whether personal
and business relationships between the member and the client or an individual
associated with the client would lead a reasonable person aware of all the
relevant facts to conclude that there is an unacceptable threat to the member’s
and the firm’s independence.
[Paragraph added by adoption of the Code of Professional Conduct on January
12,1988. Revised, effective June 30,1990, by the Professional Ethics Executive
Committee. Revised, November 1991, effective January 1, 1992, with earlier
application encouraged, by the Professional Ethics Executive Committee. Re
vised, effective February 28, 1998, by the Professional Ethics Executive Com
mittee. Revised, November 2001, effective May 31, 2002, with earlier
application encouraged, by the Professional Ethics Executive Committee. Re
vised, effective July 31, 2002, by the Professional Ethics Executive Committee.
Revised, effective March 31, 2003, by the Professional Ethics Executive Com
mittee. Revised, effective April 30, 2003, by the Professional Ethics Executive
Committee.]

[.03] [101-1] [Formerly paragraph .02 renumbered by adoption of the
Code of Professional Conduct on January 12, 1988. Formerly interpretation
101-1, renumbered as 101-4 and moved to paragraph .06, April 1992.]

.04 101-2—Employment or association with attest clients. A firm’s
independence will be considered to be impaired with respect to a client if a
partner or professional employee leaves the firm and is subsequently employed
by or associated with that client in a key position unless all the following
conditions are met:
1.

Amounts due to the former partner or professional employee for his
or her previous interest in the firm and for unfunded, vested retirement
benefits are not material to the firm, and the underlying formula used
to calculate the payments remains fixed during the payout period.
Retirement benefits may also be adjusted for inflation and interest
may be paid on amounts due.
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2.

The former partner or professional employee is not in a position to
influence the accounting firm’s operations or financial policies.

3.

The former partner or professional employee does not participate or
appear to participate in, and is not associated with the firm, whether
or not compensated for such participation or association, once em
ployment or association with the client begins. An appearance of
participation or association results from such actions as:

•

The individual provides consultation to the firm.

•

The firm provides the individual with an office and related
amenities (for example, secretarial and telephone services).

•

The individual’s name is included in the firm’s office directory.

•

The individual’s name is included as a member of the firm in
other membership lists of business, professional, or civic organi
zations, unless the individual is clearly designated as retired.

4.

The ongoing attest engagement team considers the appropriateness
or necessity of modifying the engagement procedures to adjust for the
risk that, by virtue of the former partner or professional employee’s prior
knowledge of the audit plan, audit effectiveness could be reduced.

5.

The firm assesses whether existing attest engagement team mem
bers have the appropriate experience and stature to effectively deal
with the former partner or professional employee and his or her work,
when that person will have significant interaction with the attest
engagement team.

6.

The subsequent attest engagement is reviewed to determine whether
the engagement team members maintained the appropriate level of
skepticism when evaluating the representations and work of the
former partner or professional employee, when the person joins the
client in a key position within one year of disassociating from the
firm and has significant interaction with the attest engagement
team. The review should be performed by a professional with appro
priate stature, expertise, and objectivity and should be tailored based
on the position that the person assumed at the client, the position he
or she held at the firm, the nature of the services he or she provided
to the client, and other relevant facts and circumstances. Appropri
ate actions, as deemed necessary, should be taken based on the
results of the review.

Responsible members within the firm should implement procedures for com
pliance with the preceding conditions when firm professionals are employed or
associated with attest clients.
With respect to conditions 4, 5, and 6, the procedures adopted will depend on
several factors, including whether the former partner or professional employee
served as a member of the engagement team, the positions he or she held at
the firm and has accepted at the client, the length of time that has elapsed since
the professional left the firm, and the circumstances of his or her departure.3
3 An inadvertent and isolated failure to meet conditions 4, 5, and 6 would not impair inde
pendence provided that the required procedures are performed promptly upon discovery of the failure
to do so, and all other provisions of the interpretation are met. [Footnote added, effective April 30,
2003, by the Professional Ethics Executive Committee.]
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Considering Employment or Association With the Client

When a member of the attest engagement team or an individual in a position
to influence the attest engagement intends to seek or discuss potential employ
ment or association with an attest client, or is in receipt of a specific offer of
employment from an attest client, independence will be impaired with respect
to the client unless the person promptly reports such consideration or offer to
an appropriate person in the firm, and removes himself or herself from the
engagement until the employment offer is rejected or employment is no longer
being sought. When a covered member becomes aware that a member of the
attest engagement team or an individual in a position to influence the attest
engagement is considering employment or association with a client, the covered
member should notify an appropriate person in the firm.
The appropriate person should consider what additional procedures may be
necessary to provide reasonable assurance that any work performed for the
client by that person was performed with objectivity and integrity as required
under rule 102 [ET section 102.01]. Additional procedures, such as reperfor
mance of work already done, will depend on the nature of the engagement and
the individual involved.

[Replaces previous interpretation 101-2, Retired Partners and Firm Inde
pendence, August, 1989, effective August 31,1989. Revised, effective December
31,1998, by the Professional Ethics Executive Committee. Revised, July 2002,
to reflect conforming changes necessary due to the revision of interpretation
101-1. Revised, effective April 30, 2003, by the Professional Ethics Executive
Committee.]

.05 101-3—Performance of other services. A member or his or her
firm (“member”) who performs an attest engagement for a client may also
perform other nonattest services (“other services”) for that client. Before a
member performs other services for an attest client, he or she must evaluate
the effect of such services on his or her independence. In particular, care should
be taken not to perform management functions or make management decisions
for the attest client, the responsibility for which remains with the client’s board
of directors and management.
Before performing other services, the member should establish an under
standing with the client regarding the objectives of the engagement, the
services to be performed, management’s responsibilities, the member’s respon
sibilities, and the limitations of the engagement. It is preferable that this
understanding be documented in an engagement letter. In addition, the mem
ber should be satisfied that the client is in a position to have an informed
judgment on the results of the other services and that the client understands
its responsibility to—

1.

Designate a management-level individual or individuals to be re
sponsible for overseeing the services being provided.

2.

Evaluate the adequacy of the services performed and any findings
that result.

3.

Make management decisions, including accepting responsibility for
the results of the other services.

4.

Establish and maintain internal controls, including monitoring on
going activities.

Note: Paragraph 33 of PCAOB Auditing Standard No. 2 contains an
additional requirement related to audit committee pre-approval of
internal control-related services.
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The following are some general activities that would be considered to impair a
member’s independence:

•

Authorizing, executing or consummating a transaction, or otherwise
exercising authority on behalf of a client or having the authority to do so

•

Preparing source documents4 or originating data, in electronic or
other form, evidencing the occurrence of a transaction (for example,
purchase orders, payroll time records, and customer orders)

•

Having custody of client assets

•

Supervising client employees in the performance of their normal
recurring activities

•

Determining which recommendations of the member should be imple
mented

•

Reporting to the board of directors on behalf of management

•

Serving as a client’s stock transfer or escrow agent, registrar, general
counsel or its equivalent

The examples in the following table identify the effect that performance of other
services for an attest client can have on a member’s independence. These
examples are not intended to be all-inclusive of the types of other services
performed by members.
Impact on Independence of Performance of Other Services
Type of
Other Service
Bookkeeping

Independence Would
Not Be Impaired
• Record transactions for
which management has
determined or approved the
appropriate account
classification, or post coded
transactions to a client’s
general ledger.

• Prepare financial
statements based on
information in the trial
balance.
• Post client-approved
entries to a client’s trial
balance.

Independence Would
Be Impaired
• Determine or change
journal entries, account
codings or classification for
transactions, or other
accounting records without
obtaining client approval.
• Authorize or approve
transactions.

• Prepare source documents
or originate data.
• Make changes to source
documents without client
approval.
(continued)

4 The documents upon which evidence of an accounting transaction are initially recorded. Source
documents are often followed by the creation of many additional records and reports, which do not,
however, qualify as initial recordings. Examples of source documents are purchase orders, payroll
time cards, and customer orders. [Footnote renumbered by the revision of interpretation 101-2, April
2003.]
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Other Service

Payroll and other
disbursement

Independence, Integrity, and Objectivity
Independence Would
Not Be Impaired
• Propose standard, adjusting,
or correcting journal entries
or other changes affecting
the financial statements to
the client.

• Provide data-processing
services.
• Using payroll time records
provided and approved by
the client, generate
unsigned checks, or process
client’s payroll.
• Transmit client-approved
payroll or other disburse
ment information to a
financial institution
provided the client has
authorized the member to
make the transmission and
has made arrangements for
the financial institution to
limit the corresponding
individual payments as to
amount and payee. In
addition, once transmitted,
the client must authorize
the financial institution to
process the information.

Benefit plan
administration6

• Make electronic payroll tax
payments in accordance
with U.S. Treasury Depart
ment guidelines provided
the client has made arrange
ments for its financial
institution to limit such
payments to a named payee.5
• Communicate summary
plan data to plan trustee.
• Advise client management
regarding the application or
impact of provisions of the
plan document.

• Process transactions (e.g.,
investment/benefit elections

Independence Would
Be Impaired

• Accept responsibility to
authorize payment of client
funds, electronically or
otherwise, except as
specifically provided for
with respect to electronic
payroll tax payments.
• Accept responsibility to
sign or cosign client checks,
even if only in emergency
situations.
• Maintain a client’s bank
account or otherwise have
custody of a client’s funds
or make credit or banking
decisions for the client.
• Sign payroll tax return on
behalf of client
management.
• Approve vendor invoices for
payment.

• Make policy decisions on
behalf of client
management.
• When dealing with plan
participants, interpret the
plan document on behalf of
management without first
obtaining management’s
concurrence.

5 Although this type of transaction may be considered by some to be similar to signing checks or
disbursing funds, the Professional Ethics Executive Committee concluded that making electronic
payroll tax payments under the specified criteria would not impair a member’s independence.
[Footnote renumbered by the revision of interpretation 101-2, April 2003.]
6 When auditing plans subject to the Employee Retirement Income Security Act (ERISA),
Department of Labor (DOL) regulations, which may be more restrictive, must be followed. [Footnote
renumbered by the revision of interpretation 101-2, April 2003.]
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Type of
Other Service

Independence Would
Not Be Impaired
• or increase/decrease
contributions to the plan;
data entry; participant
confirmations; and
processing of distributions
and loans) initiated by plan
participants through the
member’s electronic
medium, such as an
interactive voice response
system or Internet
connection or other media.

Independence Would
Be Impaired
• Make disbursements on
behalf of the plan.

• Have custody of assets of a
plan.
• Serve a plan as a fiduciary
as defined by ERISA.

• Prepare account valuations
for plan participants using
data collected through the
member’s electronic or other
media.

Investment—
advisory or
management

• Prepare and transmit
participant statements to
plan participants based on
data collected through the
member’s electronic or other
medium.
• Recommend the allocation of
funds that a client should
invest in various asset
classes, depending upon the
client’s desired rate of
return, risk tolerance, etc.
• Perform recordkeeping and
reporting of client’s portfolio
balances including provid
ing a comparative analysis
of the client’s investments to
third-party benchmarks.
• Review the manner in which
a client’s portfolio is being
managed by investment
account managers, including
determining whether the
managers are (1) following
the guidelines of the client’s
investment policy statement;
(2) meeting the client’s
investment objectives; and
(3) conforming to the client’s
stated investment styles.

• Make investment decisions
on behalf of client
management or otherwise
have discretionary
authority over a client’s
investments.

• Execute a transaction to
buy or sell a client’s
investment.
• Have custody of client
assets, such as taking
temporary possession of
securities purchased by a
client.

• Transmit a client’s invest
ment selection to a brokerdealer or equivalent
provided the client has
authorized the broker-dealer
or equivalent to execute the
transaction.

(continued)
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Type of
Other Service

Corporate finance
—consulting or
advisory

Independence, Integrity, and Objectivity
Independence Would
Not Be Impaired
• Assist in developing
corporate strategies.
• Assist in identifying or
introducing the client to
possible sources of capital
that meet the client’s
specifications or criteria.
• Assist in analyzing the
effects of proposed
transactions including
providing advice to a client
during negotiations with
potential buyers, sellers, or
capital sources.

Independence Would
Be Impaired
• Commit the client to the
terms of a transaction or
consummate a transaction
on behalf of the client.
• Act as a promoter,
underwriter, broker-dealer,
or guarantor of client
securities, or distributor of
private placement
memoranda or offering
documents.
• Maintain custody of client
securities.

• Assist in drafting an
offering document or
memorandum.
• Participate in transaction
negotiations in an advisory
capacity.

• Be named as a financial
adviser in a client’s private
placement memoranda or
offering documents.
Appraisal,
valuation or
actuarial

• Test the reasonableness of
the value placed on an asset
or liability included in a
client’s financial statements
by preparing a separate
valuation of that asset or li
ability.

• Perform a valuation of a
client’s business when all
significant matters of
judgment are determined or
approved by the client and
the client is in a position to
have an informed judgment
on the results of the
valuation.

Executive or
employee search

ET §101.05

• Prepare a valuation of an
employer’s securities
contained in an employee
stock ownership plan
(ESOP) to support
transactions with
participants, plan
contributions, and
allocations within the
ESOP, when the client is
not in a position to have an
informed judgment on the
results of this valuation.
• Prepare an appraisal,
valuation, or actuarial
report using assumptions
determined by the member
and not approved by the
client.

• Recommend a position
description or candidate
specifications.

• Commit the client to
employee compensation or
benefit arrangements.

• Solicit and perform
screening of candidates and
recommend qualified
candidates to a client based
on the client-approved
criteria (e.g., required skills
and experience).

• Hire or terminate client
employees.
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Type of
Other Service

Independence Would
Not Be Impaired

Independence Would
Be Impaired

• Participate in employee
hiring or compensation
discussions in an advisory
capacity.
Business risk
consulting

• Provide assistance in
assessing the client’s
business risks and control
processes.
• Recommend a plan for
making improvements to a
client’s control processes
and assist in implementing
these improvements.

Information
systems—design,
installation or
integration

• Design, install or integrate a
client’s information system,
provided the client makes
all management decisions.
• Customize a prepackaged
accounting or information
system, provided the client
makes all management
decisions.

• Provide the initial training
and instruction to client
employees on a newly
implemented information
and control system.

• Make or approve business
risk decisions.
• Present business risk
considerations to the board
or others on behalf of
management.

• Supervise client personnel
in the daily operation of a
client’s information system.
• Operate a client’s local area
network (LAN) system
when the client has not
designated a competent
individual, preferably
within senior management,
to be responsible for the
LAN.

[Formerly paragraph .04, renumbered by adoption of the Code of Professional
Conduct on January 12, 1988. Revised, effective June 30, 1990, by the Profes
sional Ethics Executive Committee. Revised, effective May 31, 1999, by the
Professional Ethics Executive Committee. Revised, effective April 30, 2000, by
the Professional Ethics Executive Committee. Revised, July 2002, to reflect
conforming changes necessary due to the revision of interpretation 101-1. As
amended, effective for fiscal years ending on or after November 15, 2004, by
PCAOB Release No. 2004-008.]

.06 101-4—Honorary directorships and trusteeships of not-forprofit organization. Partners or professional employees of a firm (individ
ual) may be asked to lend the prestige of their names to not-for-profit
organizations that limit their activities to those of a charitable, religious, civic,
or similar nature by being named as a director or a trustee. An individual who
permits his or her name to be used in this manner would not be considered to
impair independence under rule 101 [ET section 101.01] provided his or her
position is clearly honorary, and he or she cannot vote or otherwise participate
in board or management functions. If the individual is named in letterheads
and externally circulated materials, he or she must be identified as an honor
ary director or honorary trustee. [Formerly paragraph .05, renumbered by
adoption of the Code of Professional Conduct on January 12, 1988. Formerly
interpretation 101-1. Revised, effective June 30,1990, by the Professional Ethics
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Executive Committee. Renumbered as interpretation 101-4 and moved from
paragraph .03, April, 1992. Revised, July 2002, to reflect conforming changes
necessary due to the revision of interpretation 101-1.]
.07 101-5—Loans from financial institution clients and related
terminology. Interpretation 101-1.A.4 [ET section 101.02] provides that,
except as permitted in this interpretation, independence shall be considered to
be impaired if a covered member|| has any loan to or from a client, any
officer or director of the client, or any individual owning ten percent or more of
the client’s outstanding equity securities or other ownership interests. This
interpretation describes the conditions a covered member (or his or her imme
diate family) must meet in order to apply an exception for a “Grandfathered
Loan” or “Other Permitted Loan.”

Grandfathered Loans
Unsecured loans that are not material to the covered member’s net worth, home
mortgages,*
7 and other secured loans7 are grandfathered if:
(1) they were obtained from a financial institution under that insti
tution’s normal lending procedures, terms, and requirements,
(2) after becoming a covered member they are kept current as to all
terms at all times and those terms do not change in any manner not
provided for in the original loan agreement,8 and
(3) they were:

a)

obtained from the financial institution prior to its becoming a
client requiring independence; or

b)

obtained from a financial institution for which independence
was not required and were later sold to a client for which
independence is required; or

c)

obtained prior to February 5, 2001 and met the requirements of
previous provisions of Interpretation 101-5 [ET section 101.07]
covering grandfathered loans; or

d)

obtained between February 5, 2001 and May 31, 2002, and the
covered member was in compliance with the applicable inde
pendence requirements of the SEC during that period; or

e)

obtained after May 31, 2002 from a financial institution client
requiring independence by a borrower prior to his or her becom
ing a covered member with respect to that client

|| Terms shown in boldface type upon first usage in this interpretation are defined in ET
section 92, Definitions.
7 The value of the collateral securing a home mortgage or other secured loan should equal or
exceed the remaining balance of the grandfathered loan during the term of the loan. If the value of
the collateral is less than the remaining balance of the grandfathered loan, the portion of the loan
that exceeds the value of the collateral must not be material to the covered member’s net worth.
[Footnote added, July 2002, to reflect conforming changes necessary due to the revision of interpreta
tion 101-1. Footnote renumbered by the revision of interpretation 101-2, April 2003.]

8 Changes in the terms of the loan include, but are not limited to, a new or extended maturity
date, a new interest rate or formula, revised collateral, or revised or waived covenants. [Footnote
added, July 2002, to reflect conforming changes necessary due to the revision of interpretation 101-1.
Footnote renumbered by the revision of interpretation 101-2, April 2003.]
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In determining when a loan was obtained, the date a loan commitment or line
of credit is granted must be used, rather than the date a transaction closes or
funds are obtained.

For purposes of applying the grandfathered loans provision when the covered
member is a partner in a partnership:
a loan to a limited partnership (or similar type of entity) or a general
partnership would be ascribed to each covered member who is a
partner in the partnership on the basis of their legal liability as a
limited or general partner if:

•

•

—

the covered member’s interest in the limited partnership, either
individually or combined with the interest of one or more covered
members, exceeds 50 percent of the total limited partnership
interest; or

—

the covered member, either individually or together with one or
more covered members, can control the general partnership.

even if no amount of a partnership loan is ascribed to the covered
member(s) identified above, independence is considered to be impaired
if the partnership renegotiates the loan or enters into a new loan that
is not one of the permitted loans described below.

Other Permitted Loans

This interpretation permits only the following new loans to be obtained from a
financial institution client for which independence is required. These loans
must be obtained under the institution’s normallending procedures, terms, and
requirements and must, at all times, be kept current as to all terms.
1.

Automobile loans and leases collateralized by the automobile.

2.

Loans fully collateralized by the cash surrender value of an insurance
policy.

3.

Loans fully collateralized by cash deposits at the same financial
institution (e.g., “passbook loans”).

4.

Credit cards and cash advances where the aggregate outstanding
balance on the current statement is reduced to $5,000 or less by the
payment due date.

Related prohibitions that may be more restrictive are prescribed by certain
state and federal agencies having regulatory authority over such financial
institutions. Broker-dealers, for example, are subject to regulation by the
Securities and Exchange Commission.

[Revised, November 30,1987, by the Professional Ethics Executive Committee.
Formerly paragraph .06, renumbered by adoption of the Code of Professional
Conduct on January 12, 1988. References revised to reflect issuance of AICPA
Code of Professional Conduct on January 12, 1988. Revised, effective June 30,
1990, by the Professional Ethics Executive Committee. Revised, November
1991, effective January 1, 1992 with earlier application encouraged, by the
Professional Ethics Executive Committee. Revised, effective February 28,1998
by the Professional Ethics Executive Committee. Revised, July 2002, to reflect
conforming changes necessary due to the revision of interpretation 101-1.
Revised, November 2002, by the Professional Ethics Executive Committee.]
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.08 101-6—The effect of actual or threatened litigation on inde
pendence. In some circumstances, independence may be considered to be
impaired as a result of litigation or the expressed intention to commence
litigation as discussed below.

Litigation between client and member
The relationship between the management of the client and a covered member
must be characterized by complete candor and full disclosure regarding all
aspects of the client’s business operations. In addition, there must be an
absence of bias on the part of the covered member so that he or she can exercise
professional judgment on the financial reporting decisions made by the man
agement. When the present management of a client company commences, or
expresses an intention to commence, legal action against a covered member,
the covered member and the client’s management may be placed in adversarial
positions in which the management’s willingness to make complete disclosures
and the covered member’s objectivity may be affected by self-interest.

For the reasons outlined above, independence may be impaired whenever the
covered member and the covered member’s client or its management are in
threatened or actual positions of material adverse interests by reason of
threatened or actual litigation. Because of the complexity and diversity of the
situations of adverse interests which may arise, however, it is difficult to
prescribe precise points at which independence may be impaired. The following
criteria are offered as guidelines:

1.

The commencement of litigation by the present management alleg
ing deficiencies in audit work for the client would be considered to
impair independence.

2.

The commencement of litigation by the covered member against the
present management alleging management fraud or deceit would be
considered to impair independence.

3.

An expressed intention by the present management to commence
litigation against the covered member alleging deficiencies in audit
work for the client would be considered to impair independence if the
auditor concludes that it is probable that such a claim will be filed.

4.

Litigation not related to performance of an attest engagement for the
client (whether threatened or actual) for an amount not material to
the covered member’s firm9 or to the client company9 would not
generally be considered to affect the relationship in such a way as to
impair independence. Such claims may arise, for example, out of
disputes as to billings for services, results of tax or management
services advice or similar matters.

Litigation by security holders
A covered member may also become involved in litigation (“primary litigation”)
in which the covered member and the client or its management are defendants.
9 Because of the complexities of litigation and the circumstances under which it may arise, it is
not possible to prescribe meaningful criteria for measuring materiality; accordingly, the covered
member should consider the nature of the controversy underlying the litigation and all other relevant
factors in reaching a judgment. [Footnote renumbered and revised, July 2002, to reflect conforming
changes necessary due to the revision of interpretation 101-1. Footnote subsequently renumbered by
the revision of interpretation 101-2, April 2003.]
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Such litigation may arise, for example, when one or more stockholders bring a
stockholders’ derivative action or a so-called “class action” against the client or
its management, its officers, directors, underwriters and covered members
under the securities laws. Such primary litigation in itself would not alter
fundamental relationships between the client or its management and the
covered member and therefore would not be deemed to have an adverse impact
on independence. These situations should be examined carefully, however,
since the potential for adverse interests may exist if cross-claims are filed
against the covered member alleging that the covered member is responsible
for any deficiencies or if the covered member alleges fraud or deceit by the
present management as a defense. In assessing the extent to which inde
pendence may be impaired under these conditions, the covered member should
consider the following additional guidelines:

1.

The existence of cross-claims filed by the client, its management, or
any of its directors to protect a right to legal redress in the event of
a future adverse decision in the primary litigation (or, in lieu of
cross-claims, agreements to extend the statute of limitations) would
not normally affect the relationship between client management and
the covered member in such a way as to impair independence, unless
there exists a significant risk that the cross-claim will result in a
settlement or judgment in an amount material to the covered mem
ber’s firm10 or to the client.

2.

The assertion of cross-claims against the covered member by under
writers would not generally impair independence if no such claims
are asserted by the client or the present management.

3.

If any of the persons who file cross-claims against the covered
member are also officers or directors of other clients of the covered
member, independence with respect to such other clients would not
generally be considered to be impaired.

Other third-party litigation

Another type of third-party litigation against the covered member may be
commenced by a lending institution, other creditor, security holder, or insur
ance company who alleges reliance on financial statements of the client with
which the covered member is associated as a basis for extending credit or
insurance coverage to the client. In some instances, an insurance company may
commence litigation (under subrogation rights) against the covered member in
the name of the client to recover losses reimbursed to the client. These types of
litigation would not normally affect independence with respect to a client who
is either not the plaintiff or is only the nominal plaintiff, since the relationship
between the covered member and client management would not be affected.
They should be examined carefully, however, since the potential for adverse
interests may exist if the covered member alleges, in his defense, fraud, or
deceit by the present management.

If the real party in interest in the litigation (e.g., the insurance company) is
also a client of the covered member (“the plaintiff client”), independence with
respect to the plaintiff client may be impaired if the litigation involves a signifi
10 See footnote 9. [Footnote renumbered, July 2002, to reflect conforming changes necessary due
to the revision of interpretation 101-1. Footnote subsequently renumbered by the revision of interpre
tation 101-2, April 2003.]
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cant risk of a settlement or judgment in an amount which would be material
to the covered member’s firm11 or to the plaintiff client.
Effects of impairment of independence
If the covered member believes that the circumstances would lead a reasonable
person having knowledge of the facts to conclude that the actual or intended
litigation poses an unacceptable threat to independence, the covered member
should either (a) disengage himself or herself, or (b) disclaim an opinion because
of lack of independence. Such disengagement may take the form of resignation
or cessation of any attest engagement then in progress pending resolution of
the issue between the parties.

Termination of impairment
The conditions giving rise to a lack of independence are generally eliminated
when a final resolution is reached and the matters at issue no longer affect the
relationship between the covered member and client. The covered member
should carefully review the conditions of such resolution to determine that all
impairments to the covered member’s objectivity have been removed.
[Formerly paragraph .07, renumbered by adoption of the Code of Professional
Conduct on January 12, 1988. Revised, effective June 30, 1990, by the Profes
sional Ethics Executive Committee. Revised, effective September 30, 1995, by
the Professional Ethics Executive Committee, by deletion of subhead and
paragraph and reissuance as ethics ruling No. 100, Actions Permitted When
Independence is Impaired, under rule 101. Revised, July 2002, to reflect
conforming changes necessary due to the revision of interpretation 101-1.]

[.09] [101-7]—[Deleted] [Formerly paragraph .08, renumbered by adop
tion of the Code of Professional Conduct on January 12, 1988.]

.10 101-8—Effect on independence of financial interests in noncli
ents having investor or investee relationships with a covered mem
ber’s client.
Introduction
Financial interests in nonclients that are related in various ways to a client
may impair independence. Situations in which the nonclient investor is a
partnership are covered in other rulings [ET section 191.138-.139, .158-.159,
and .162-.163].

Terminology
The following specifically identified terms are used in this interpretation as
indicated:

1.

Client. The term client means the person or entity with whose
financial statements a covered member is associated.

2.

Significant Influence. The term significant influence is as defined in
Accounting Principles Board (APB) Opinion 18 [AC 182].

3.

Investor. The term investor means (a) a parent, (b) a general partner,
or (c) a natural person or corporation that has the ability to exercise
significant influence.

4.

Investee. The term investee means (a) a subsidiary or (b) an entity
over which an investor has the ability to exercise significant influence.

11 See footnote 9. [Footnote renumbered, July 2002, to reflect conforming changes necessary due
to the revision of interpretation 101-1. Footnote subsequently renumbered by the revision of interpre
tation 101-2, April 2003.]
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Where a nonclient investee is material to a client investor, any direct or
material indirect financial interest of a covered member in the nonclient
investee would be considered to impair independence with respect to the client
investor. If the nonclient investee is immaterial to the client investor, a covered
member’s material investment in the nonclient investee would cause an im
pairment of independence.
No

Is nonclient
material to
client?

Independence
impaired if:
Covered

member's
investment in
nonclient is
material.

Client = “Investor”
Nonclient = “Investee”

Yes

Independence
impaired if:
a. Covered member
has direct financial
interest in
nonclient; or
b. Covered member
has material
indirect financial
interest in nonclient.

Where a client investee is material to nonclient investor, any direct or material
indirect financial interest of a covered member in the nonclient investor would
be considered to impair independence with respect to the client investee. If the
client investee is immaterial to the nonclient investor, and if a covered mem
ber’s financial interest in the nonclient investor allows the covered member to
exercise significant influence over the actions of the nonclient investor, inde
pendence would be considered to be impaired.

No

Is client
material to
nonclient?

Independence not
impaired unless
covered member's
investment allows
the covered member
to exercise significant
influence over
nonclient.
Nonclient = “Investor”
Client = “Investee”

Yes

Independence
impaired if:
a. Covered member
has direct financial
interest in
nonclient; or
b. Covered member
has material
indirect financial
interest in nonclient.
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Other relationships, such as those involving brother-sister common control or
client-nonclient joint ventures, may affect the appearance of independence. The
covered member should make a reasonable inquiry to determine whether such
relationships exist, and if they do, careful consideration should be given to
whether the financial interests in question would lead a reasonable observer
to conclude that the specified relationships pose an unacceptable threat to
independence.

In general, in brother-sister common control situations, an immaterial finan
cial interest of a covered member in the nonclient investee would not impair
independence with respect to the client investee, provided the covered member
could not exercise significant influence over the nonclient investor. However,
if a covered member’s financial interest in a nonclient investee is material, the
covered member could be influenced by the nonclient investor, thereby impair
ing independence with respect to the client investee. In like manner, in a joint
venture situation, an immaterial financial interest of a covered member in the
nonclient investor would not impair the independence of the covered member
with respect to the client investor, provided that the covered member could not
exercise significant influence over the nonclient investor.
If a covered member does not and could not reasonably be expected to have
knowledge of the financial interests or relationship described in this interpre
tation, independence would not be considered to be impaired under this inter
pretation.
[Revised, December 31,1983, by the Professional Ethics Executive Committee.
Formerly paragraph .09 renumbered by adoption of the Code of Professional
Conduct on January 12,1988. References changed to reflect the issuance of the
AICPA Code of Professional Conduct on January 12, 1988. Replaces previous
interpretation 101-8, Effect on Independence of Financial Interests in Noncli
ents Having Investor or Investee Relationships With a Member’s Client, April
1991, effective April 30,1991. Revised, December 31,1991, by the Professional
Ethics Executive Committee. Revised, July 2002, to reflect conforming changes
necessary due to the revision of interpretation 101-1.]

[.11] [101-9]—[Deleted]
.12 101-10—The effect on independence of relationships with en
tities included in the governmental financial statements.12 For pur
poses of this Interpretation, a financial reporting entity’s basic financial state
ments, issued in conformity with generally accepted accounting principles in
the United States of America, include the government-wide financial state
ments (consisting of the entity’s governmental activities, business-type activi
ties, and discretely presented component units), the fund financial statements
(consisting of major funds, nonmajor governmental and enterprise funds,
internal service funds, blended component units, and fiduciary funds) and
other entities disclosed in the notes to the basic financial statements. Entities
that should be disclosed in the notes to the basic financial statements include,
but are not limited to, related organizations, joint ventures, jointly governed
organizations, and component units of another government with charac
teristics of a joint venture or jointly governed organization.
12 Except for a financial reporting entity’s basic financial statements, which is defined within the
text of this Interpretation, certain terminology used throughout the Interpretation is specifically
defined by the Governmental Accounting Standards Board. [Footnote renumbered, July 2002, to
reflect conforming changes necessary due to the revision of interpretation 101-1. Footnote sub
sequently renumbered by the revision of interpretation 101-2, April 2003.]
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Auditor of Financial Reporting Entity

A covered member issuing a report on the basic financial statements of the
financial reporting entity must be independent of the financial reporting entity,
as defined in paragraph 1 of this Interpretation. However, independence is not
required with respect to any major or nonmajor fund, internal service fund,
fiduciary fund, or component unit or other entities disclosed in the financial
statements, where the primary auditor explicitly states reliance on other
auditors reports thereon. In addition, independence is not required with respect
to an entity disclosed in the notes to the basic financial statements, if the
financial reporting entity is not financially accountable for the organization
and the required disclosure does not include financial information. For exam
ple, a disclosure limited to the financial reporting entity’s ability to appoint the
governing board members would not require a member to be independent of
that organization.
However, the covered member and his or her immediate family should not hold
a key position with a major fund, nonmajor fund, internal service fund,
fiduciary fund, or component unit of the financial reporting entity or other
entity that should be disclosed in the notes to the basic financial statements.

Auditor of a Major Fund, Nonmajor Fund, Internal Service Fund,
Fiduciary Fund, or Component Unit of the Financial Reporting
Entity or Other Entity That Should Be Disclosed in the Notes to the
Basic Financial Statements
A covered member who is auditing the financial statements of a major fund,
nonmajor fund, internal service fund, fiduciary fund, or component unit of the
financial reporting entity or an entity that should be disclosed in the notes to
the basic financial statements of the financial reporting entity, but is not
auditing the primary government, should be independent with respect to those
financial statements that the covered member is reporting upon. The covered
member is not required to be independent of the primary government or other
funds or component units of the reporting entity or entities that should be
disclosed in the notes to the basic financial statements. However, the covered
member and his or her immediate family should not hold a key position within
the primary government. For purposes of this Interpretation, a covered mem
ber and immediate family member would not be considered employed by the
primary government if the exceptions provided for in paragraph .03 of the
Definitions of the AIPCA Code of Professional Conduct are met.[13-14]
[Formerly paragraph .11, renumbered by adoption of the Code of Professional
Conduct on January 12,1988. References changed to reflect the issuance of the
AICPA Code of Professional Conduct on January 12, 1988. Replaces previous
interpretation 101-10, The Effect on Independence of Relationships Proscribed
by Rule 101 and its Interpretations With Nonclient Entities Included With a
Member’s Client in the Financial Statements of a Governmental Reporting
Entity, April 1991, effective April 30, 1991. Replaces previous interpretation
101-10, The Effect on Independence of Relationships With Entities Included in
the Governmental Financial Statements, January 1996, effective January 31,
1996. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1. Revised, effective March 31, 2003, by the
Professional Ethics Executive Committee.]
[13-14] [Footnotes deleted by the Professional Ethics Executive Committee, March 2003. Foot
notes renumbered by the revision of interpretation 101-2, April 2003.]
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.13 101-11—Modified application of rule 101 for certain engage
ments to issue restricted-use reports under the Statements on Stand
ards for Attestation Engagements.
Rule 101: Independence [ET section 101.01], and its interpretations and rulings
apply to all attest engagements. However, for purposes of performing engage
ments to issue reports under the Statements on Standards for Attestation
Engagements (SSAEs) that are restricted to identified parties, only the follow
ing covered members, and their immediate families, are required to be inde
pendent with respect to the responsible party15 in accordance with rule 101
[ET section 101.01]:

•

Individuals participating on the attest engagement team;

•

Individuals who directly supervise or manage the attest engagement
partner; and

•

Individuals who consult with the attest engagement team regarding
technical or industry-related issues specific to the attest engagement.

In addition, independence would be considered to be impaired if the firm had
a financial relationship covered by interpretation 101-1.A [ET section 101.02]
with the responsible party that was material to the firm.
In cases where the firm provides non-attest services to the responsible party
that are proscribed under interpretation 101-3 [ET section 101.05] and that do
not directly relate to the subject matter of the attest engagement, independence
would not be considered to be impaired.
In circumstances where the individual or entity that engages the firm is not
the responsible party or associated with the responsible party, individuals on
the attest engagement team need not be independent of the individual or entity,
but should consider their responsibilities under interpretation 102-2 [ET sec
tion 102.03] with regard to any relationships that may exist with the individual
or entity that engages them to perform these services.
This interpretation does not apply to an engagement performed under the
Statements on Auditing Standards or Statements on Standards for Accounting
and Review Services, or to an examination or review engagement performed
under the Statements on Standards for Attestation Engagements.
[Replaces previous interpretation 101-11, Independence and Attest Engage
ments, January 1996, effective January 31, 1996. Revised, effective November
30, 2001, by the Professional Ethics Executive Committee.]

.14 101-12—Independence and cooperative arrangements with
clients. Independence will be considered to be impaired if, during the period
of a professional engagement, a member or his or her firm had any cooperative
arrangement with the client that was material to the member’s firm or to the
client.

Cooperative Arrangement—A cooperative arrangement exists when a member’s
firm and a client jointly participate in a business activity. The following are
examples, which are not all inclusive, of cooperative arrangements:
15 As defined in the SSAEs. [Footnote renumbered, July 2002, to reflect conforming changes
necessary due to the revision of interpretation 101-1. Footnote subsequently renumbered by the
revision of interpretation 101-2, April 2003.]
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1.

Prime/subcontractor arrangements to provide services or products to
a third party

2.

Joint ventures to develop or market products or services

3.

Arrangements to combine one or more services or products of the firm
with one or more services or products of the client and market the
package with references to both parties

4.

Distribution or marketing arrangements under which the firm acts
as a distributor or marketer of the client’s products or services, or the
client acts as the distributor or marketer of the products or services
of the firm

Nevertheless, joint participation with a client in a business activity does not
ordinarily constitute a cooperative arrangement when all the following condi
tions are present:

a.

The participation of the firm and the participation of the client are
governed by separate agreements, arrangements, or under
standings.

b.

The firm assumes no responsibility for the activities or results of the
client, and vice versa.

c.

Neither party has the authority to act as the representative or agent
of the other party.

In addition, the member’s firm should consider the requirements of rule 302
and rule 503.
[Effective November 30, 1993. Revised, July 2002, to reflect conforming
changes necessary due to the revision of interpretation 101-1.]
.15 101-13—Extended audit services. A member or his or her firm
(“member”) may be asked by a client, for which the member performs an attest
engagement, to perform extended audit services. These services may include
assistance in the performance of the client’s internal audit activities and/or an
extension of the member’s audit service beyond the requirements of generally
accepted auditing standards (hereinafter referred to as “extended audit serv
ices”).

A member’s performance of extended audit services would not be considered to
impair independence with respect to a client for which the member also
performs an attest engagement, provided that the member or his or her firm is
not an employee of the client or does not act or appear to act in a capacity
equivalent to a member of client management.
The responsibilities of the client, including its board of directors, audit commit
tee, and management, and the responsibilities of the member, as described
below, should be understood by both the member and the client. It is preferable
that this understanding be documented in an engagement letter that indicates
that the member may not perform management functions or make manage
ment decisions.

A member should be satisfied that the client understands its responsibility for
establishing and maintaining internal control and directing the internal audit
function, if any. As part of its responsibility to establish and maintain internal
control, management monitors internal control to assess the quality of its
performance over time. Monitoring can be accomplished through ongoing
activities, separate evaluations or a combination of both.
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Ongoing monitoring activities are the procedures designed to assess the quality
of internal control performance over time and that are built into the normal
recurring activities of an entity and include regular management and supervi
sory activities, comparisons, reconciliations and other routine actions. Separate
evaluations focus on the continued effectiveness of a client’s internal control.
A member’s independence would not be impaired by the performance of sepa
rate evaluations of the effectiveness of a client’s internal control, including
separate evaluations of the client’s ongoing monitoring activities.

The member should understand that, with respect to the internal audit func
tion, the client is responsible for—

•

Designating a competent individual or individuals, preferably within
senior management, to be responsible for the internal audit function

•

Determining the scope, risk and frequency of internal audit activities,
including those to be performed by the member providing extended
audit services

•

Evaluating the findings and results arising from the internal audit
activities, including those performed by the member providing ex
tended audit services

•

Evaluating the adequacy of the audit procedures performed and the
findings resulting from the performance of those procedures by, among
other things, obtaining reports from the member

The member should be satisfied that the board of directors and/or audit
committee is informed of roles and responsibilities of both client management
and the member with respect to the engagement to provide extended audit
services as a basis for the board of directors and/or audit committee to establish
guidelines for both management and the member to follow in carrying out these
responsibilities and monitoring how well the respective responsibilities have
been met.
The member should be responsible for performing the audit procedures in
accordance with the terms of the engagement and reporting thereon. The
day-to-day performance of the audit procedures should be directed, reviewed,
and supervised by the member. The report should include information that
allows the individual responsible for the internal audit function to evaluate the
adequacy of the audit procedures performed and the findings resulting from
the performance of those procedures. This report may include recommenda
tions for improvements in systems, processes, and procedures. The member
may assist the individual responsible for the internal audit function in perform
ing preliminary audit risk assessments, preparing audit plans, and recom
mending audit priorities. However, the member should not undertake any
responsibilities that are required, as described above, to be performed by the
individual responsible for the internal audit function.
Performing procedures that are generally of the type considered to be exten
sions of the member’s audit scope applied in the audit of the client’s financial
statements, such as confirming of accounts receivable and analyzing fluctua
tions in account balances, would not impair the independence even if the extent
of such testing exceeds that required by generally accepted auditing standards.

The following are examples of activities that, if performed as part of an
extended audit service, would be considered to impair independence:
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•

Performing ongoing monitoring activities or control activities (for
example, reviewing loan originations as part of the client’s approval
process or reviewing customer credit information as part of the cus
tomer’s sales authorization process) that affect the execution of trans
actions or ensure that transactions are properly executed, accounted
for, or both, and performing routine activities in connection with the
client’s operating or production processes that are equivalent to those
of an ongoing compliance or quality control function

•

Determining which, if any, recommendations for improving the inter
nal control system should be implemented

•

Reporting to the board of directors or audit committee on behalf of
management or the individual responsible for the internal audit function

•

Authorizing, executing, or consummating transactions or otherwise
exercising authority on behalf of the client

•

Preparing source documents on transactions

•

Having custody of assets

•

Approving or being responsible for the overall internal audit work plan
‘including the determination of the internal audit risk and scope,
project priorities and frequency of performance of audit procedures

•

Being connected with the client as an employee or in any capacity
equivalent to a member of client management (for example, being
listed as an employee in client directories or other client publications,
permitting himself or herself to be referred to by title or description
as supervising or being in charge of the client’s internal audit function,
or using the client’s letterhead or internal correspondence forms in
communications)

The foregoing list in not intended to be all inclusive.

[Effective August 31, 1996. Revised, effective September 30, 1999, by the
Professional Ethics Executive Committee. Revised, July 2002, to reflect con
forming changes necessary due to the revision of interpretation 101-1.]
.16 101-14—The effect of alternative practice structures on the
applicability of independence rules. Because of changes in the manner in
which members# are structuring their practices, the AICPA’s professional
ethics executive committee (PEEC) studied various alternatives to “traditional
structures” to determine whether additional independence requirements are
necessary to ensure the protection of the public interest.

In many “nontraditional structures,” a substantial (the nonattest) portion of a
member’s practice is conducted under public or private ownership, and the
attest portion of the practice is conducted through a separate firm owned and
controlled by the member. All such structures must comply with applicable
laws, regulations, and Rule 505, Form of Organization andName. In complying
with laws, regulations, and rule 505, many elements of quality control are
required to ensure that the public interest is adequately protected. For exam
ple, all services performed by members and persons over whom they have
# Terms shown in boldface type upon first usage in this interpretation are defined in ET section
92, Definitions. [Footnote added, November 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
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control must comply with standards promulgated by AICPA Council-desig
nated bodies, and, for all other firms providing attest services, enrollment is
required in an AICPA-approved practice-monitoring program. Finally, and
importantly, the members are responsible, financially and otherwise, for all the
attest work performed. Considering the extent of such measures, PEEC be
lieves that the additional independence rules set forth in this interpretation
are sufficient to ensure that attest services can be performed with objectivity
and, therefore, the additional rules satisfactorily protect the public interest.
Rule 505 and the following independence rules for an alternative practice
structure (APS) are intended to be conceptual and applicable to all structures
where the “traditional firm” engaged in attest services is closely aligned with
another organization, public or private, that performs other professional serv
ices. The following paragraph and the chart below provide an example of a
structure in use at the time this interpretation was developed. Many of the
references in this interpretation are to the example. PEEC intends that the
concepts expressed herein be applied, in spirit and in substance, to variations
of the example structure as they develop.

The example APS in this interpretation is one where an existing CPA practice
(“Oldfirm”) is sold by its owners to another (possibly public) entity (“PublicCo”).
PublicCo has subsidiaries or divisions such as a bank, insurance company or
broker-dealer, and it also has one or more professional service subsidiaries or
divisions that offer to clients nonattest professional services (e.g., tax, personal
financial planning, and management consulting). The owners and employees
of Oldfirm become employees of one of PublicCo’s subsidiaries or divisions and
may provide those nonattest services. In addition, the owners of Oldfirm form
a new CPA firm (“Newfirm”) to provide attest services. CPAs, including the
former owners of Oldfirm, own a majority of Newfirm (as to vote and financial
interests). Attest services are performed by Newfirm and are supervised by its
owners. The arrangement between Newfirm and PublicCo (or one of its sub
sidiaries or divisions) includes the lease of employees, office space and equip
ment; the performance of back-office functions such as billing and collections;
and advertising. Newfirm pays a negotiated amount for these services.

APS Independence Rules for Covered Members
The term covered member in an APS includes both employed and leased
individuals. The firm in such definition would be Newfirm in the example APS.
All covered members, including the firm, are subject to rule 101 [ET section
101.01] and its interpretations and rulings in their entirety. For example, no
covered member may have, among other things, a direct financial interest in
or a loan to or from an attest client of Newfirm.
Partners of one Newfirm generally would not be considered partners of
another Newfirm except in situations where those partners perform services
for the other Newfirm or where there are significant shared economic interests
between partners of more than one Newfirm. If, for example, partners of
Newfirm 1 perform services in Newfirm 2, such owners would be considered to
be partners of both Newfirms for purposes of applying the independence rules.

APS Independence Rules for Persons and Entities Other Than
Covered Members
As stated above, the independence rules normally extend only to those persons
and entities included in the definition of covered member. This normally would
include only the “traditional firm” (Newfirm in the example APS), those covered
members who own or are employed or leased by Newfirm, and entities control
led by one or more of such persons. Because of the close alignment in many
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APSs between persons and entities included in covered member and other
persons and entities, to ensure the protection of the public interest, PEEC
believes it appropriate to require restrictions in addition to those required in a
traditional firm structure. Those restrictions are divided into two groups:

1. Direct Superiors. Direct Superiors are defined to include those persons so
closely associated with a partner or manager who is a covered member, that
such persons can directly control the activities of such partner or manager. For
this purpose, a person who can directly control is the immediate superior of the
partner or manager who has the power to direct the activities of that person so
as to be able to directly or indirectly (e.g. through another entity over which
the Direct Superior can exercise significant influence1617
) derive a benefit from
that person’s activities. Examples would be the person who has day-to-day
responsibility for the activities of the partner or manager and is in a position
to recommend promotions and compensation levels. This group of persons is,
in the view of PEEC, so closely aligned through direct reporting relationships
with such persons that their interests would seem to be inseparable. Conse
quently, persons considered Direct Superiors, and entities within the APS over
which such persons can exercise significant influence17 are subject to rule 101
[ET section 101.01] and its interpretations and rulings in their entirety.
2. Indirect Superiors and Other PublicCo Entities. Indirect Superiors are
those persons who are one or more levels above persons included in Direct
Superior. Generally, this would start with persons in an organization structure
to whom Direct Superiors report and go up the line from there. PEEC believes
that certain restrictions must be placed on Indirect Superiors, but also believes
that such persons are sufficiently removed from partners and managers who
are covered persons to permit a somewhat less restrictive standard. Indirect
Superiors are not connected with partners and managers who are covered mem
bers through direct reporting relationships; there always is a level in between.
The PEEC also believes that, for purposes of the following, the definition of
Indirect Superior also includes the immediate family of the Indirect Superior.
PEEC carefully considered the risk that an Indirect Superior, through a Direct
Superior, might attempt to influence the decisions made during the engage
ment for a Newfirm attest client. PEEC believes that this risk is reduced to a
sufficiently low level by prohibiting certain relationships between Indirect
Superiors and Newfirm attest clients and by applying a materiality concept
16 For purposes of this Interpretation, significant influence means having the ability to exercise
significant influence over the financial, operating or accounting policies of the entity, for example by
(1) being connected with the entity as a promoter, underwriter, voting trustee, general partner or
director, (2) being in a policy-making position such as chief executive officer, chief operating officer,
chief financial officer or chief accounting officer, or (3) meeting the criteria in Accounting Principles
Board Opinion No. 18 [AC section I82] and its interpretations to determine the ability of an investor
to exercise such influence with respect to an entity. The foregoing examples are not necessarily
all-inclusive. [Footnote added, November 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1. Footnote renumbered by the revision of interpretation 101-2, April
2003.]
17 For purposes of this Interpretation, significant influence means having the ability to exercise
significant influence over the financial, operating or accounting policies of the entity, for example by
(1) being connected with the entity as a promoter, underwriter, voting trustee, general partner or
director, (2) being in a policy-making position such as chief executive officer, chief operating officer,
chief financial officer or chief accounting officer, or (3) meeting the criteria in Accounting Principles
Board Opinion No. 18 [AC section I82] and its interpretations to determine the ability of an investor
to exercise such influence with respect to an entity. The foregoing examples are not necessarily
all-inclusive. [Footnote added, November 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1. Footnote renumbered by the revision of interpretation 101-2, April
2003.]
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with respect to financial relationships. If the financial relationship is not
material to the Indirect Superior, PEEC believes that he or she would not be
sufficiently financially motivated to attempt such influence particularly with
sufficient effort to overcome the presumed integrity, objectivity and strength
of character of individuals involved in the engagement.
Similar standards also are appropriate for Other PublicCo Entities. These
entities are defined to include PublicCo and all entities consolidated in the
PublicCo financial statements that are not subject to rule 101 [ET section
101.01] and its interpretations and rulings in their entirety.

The rules for Indirect Superiors and Other PublicCo Entities are as follows:
A.

Indirect Superiors and Other PublicCo Entities may not have a
relationship contemplated by interpretation 101-l.A [ET section
101.02] (e.g., investments, loans, etc.) with an attest client of Newfirm that is material. In making the test for materiality for financial
relationships of an Indirect Superior, all the financial relationships
with an attest client held by such person should be aggregated and,
to determine materiality, assessed in relation to the person’s net
worth. In making the materiality test for financial relationships of
Other PublicCo Entities, all the financial relationships with an attest
client held by such entities should be aggregated and, to determine
materiality, assessed in relation to the consolidated financial state
ments of PublicCo. In addition, any Other PublicCo Entity over
which an Indirect Superior has direct responsibility cannot have a
financial relationship with an attest client that is material in relation
to the Other PublicCo Entity’s financial statements.

B.

Further, financial relationships of Indirect Superiors or Other Pub
licCo Entities should not allow such persons or entities to exercise
significant influence18 over the attest client. In making the test for
significant influence, financial relationships of all Indirect Superiors
and Other PublicCo Entities should be aggregated.

C.

Neither Other PublicCo Entities nor any of their employees may be
connected with an attest client of Newfirm as a promoter, under
writer, voting trustee, director or officer.

D.

Except as noted in C above, Indirect Superiors and Other PublicCo
Entities may provide services to an attest client of Newfirm that
would impair independence if performed by Newfirm. For example,
trustee and asset custodial services in the ordinary course of business
by a bank subsidiary of PublicCo would be acceptable as long as the
bank was not subject to rule 101 [ET section 101.01] and its inter
pretations and rulings in their entirety.

18 For purposes of this Interpretation, significant influence means having the ability to exercise
significant influence over the financial, operating or accounting policies of the entity, for example by
(1) being connected with the entity as a promoter, underwriter, voting trustee, general partner or
director, (2) being in a policy-making position such as chief executive officer, chief operating officer,
chief financial officer or chief accounting officer, or (3) meeting the criteria in Accounting Principles
Board Opinion No. 18 [AC section I82] and its interpretations to determine the ability of an investor
to exercise such influence with respect to an entity. The foregoing examples are not necessarily
all-inclusive. [Footnote added, November 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1. Footnote renumbered by the revision of interpretation 101-2, April
2003.]
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1. An example, using the chart below, of the application of the concept of
Direct and Indirect Superiors would be as follows: The chief executive of the local
office of the Professional Services Subsidiary (PSS), where the partners of Newfirm
are employed, would be a Direct Superior. The chief executive of PSS itself
would be an Indirect Superior, and there may be Indirect Superiors in between
such as a regional chief executive of all PSS offices within a geographic area.

2. PEEC has concluded that Newfirm (and its partners and employees) may
not perform an attest engagement for PublicCo or any of its subsidiaries or
divisions.

3. PEEC has concluded that independence would be considered to be im
paired with respect to an attest client of Newfirm if such attest client holds an
investment in PublicCo that is material to the attest client or allows the attest
client to exercise significant influence19 over PublicCo.
4. When making referrals of services between Newfirm and any of the
entities within PublicCo, a member should consider the provisions of Interpre
tation 102-2, Conflicts of Interest [ET section 102.03].

Alternative Practice Structure (APS) Model
Parent
PublicCo

InsurCo

BankCo

Broker-Dealer

Professional Services
Subsidiary (ies)

Newfirm 1

Newfirm 2

Attest Client

Attest Client

[Effective February 28, 1999; Revised, November 2002, to reflect conforming
changes necessary due to the revision of interpretation 101-1.]

19 For purposes of this Interpretation, significant influence means having the ability to exercise
significant influence over the financial, operating or accounting policies of the entity, for example by
(1) being connected with the entity as a promoter, underwriter, voting trustee, general partner or
director, (2) being in a policy-making position such as chief executive officer, chief operating officer,
chief financial officer or chief accounting officer, or (3) meeting the criteria in Accounting Principles
Board Opinion No. 18 [AC section I82] and its interpretations to determine the ability of an investor
to exercise such influence with respect to an entity. The foregoing examples are not necessarily
all-inclusive. [Footnote added, November 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1. Footnote renumbered by the revision of interpretation 101-2, April
2003.]
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ET Section 102

Integrity and Objectivity
.01 Rule 102—Integrity and objectivity. In the performance of any
professional service, a member shall maintain objectivity and integrity, shall
be free of conflicts of interest, and shall not knowingly misrepresent facts or
subordinate his or her judgment to others.

[As adopted January 12, 1988.]

Interpretations under Rule 102—
Integrity and Objectivity
.02 102-1—Knowing misrepresentations in the preparation of
financial statements or records. A member shall be considered to have
knowingly misrepresented facts in violation of rule 102 [ET section 102.01]
when he or she knowingly—
a.

Makes, or permits or directs another to make, materially false and
misleading entries in an entity’s financial statements or records; or

b.

Fails to correct an entity’s financial statements or records that are
materially false and misleading when he or she has the authority to
record an entry; or

c.

Signs, or permits or directs another to sign, a document containing
materially false and misleading information.

[Revised, effective May 31,1999, by the Professional Ethics Executive Commit
tee.]

.03 102-2—Conflicts of interest. A conflict of interest may occur if a
member performs a professional service for a client or employer and the
member or his or her firm has a relationship with another person, entity,
product, or service that could, in the member’s professional judgment, be
viewed by the client, employer, or other appropriate parties as impairing the
member’s objectivity. If the member believes that the professional service can
be performed with objectivity, and the relationship is disclosed to and consent
is obtained from such client, employer, or other appropriate parties, the rule
shall not operate to prohibit the performance of the professional service. When
making the disclosure, the member should consider Rule 301, Confidential
Client Information.
Certain professional engagements, such as audits, reviews, and other attest
services, require independence. Independence impairments under rule 101 [ET
section 101.01], its interpretations, and rulings cannot be eliminated by such
disclosure and consent.

The following are examples, not all-inclusive, of situations that should cause a
member to consider whether or not the client, employer, or other appropriate
parties could view the relationship as impairing the member’s objectivity:

•

A member has been asked to perform litigation services for the plaintiff
in connection with a lawsuit filed against a client of the member’s firm.
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•

A member has provided tax or personal financial planning (PFP)
services for a married couple who are undergoing a divorce, and the
member has been asked to provide the services for both parties during
the divorce proceedings.

•

In connection with a PFP engagement, a member plans to suggest that
the client invest in a business in which he or she has a financial
interest.

•

A member provides tax or PFP services for several members of a family
who may have opposing interests.

•

A member has a significant financial interest, is a member of manage
ment, or is in a position of influence in a company that is a major
competitor of a client for which the member performs management
consulting services.

•

A member serves on a city’s board of tax appeals, which considers
matters involving several of the member’s tax clients.

•

A member has been approached to provide services in connection with
the purchase of real estate from a client of the member’s firm.

•

A member refers a PFP or tax client to an insurance broker or other
service provider, which refers clients to the member under an exclu
sive arrangement to do so.

•

A member recommends or refers a client to a service bureau in which
the member or partner(s) in the member’s firm hold material financial
interest(s).

The above examples are not intended to be all-inclusive.

[Replaces previous interpretation 102-2, Conflicts of Interest, August 1995,
effective August 31, 1995.]
.04 102-3—Obligations of a member to his or her employer’s exter
nal accountant. Under rule 102 [ET section 102.01], a member must main
tain objectivity and integrity in the performance of a professional service. In
dealing with his or her employer’s external accountant, a member must be
candid and not knowingly misrepresent facts or knowingly fail to disclose
material facts. This would include, for example, responding to specific inquiries
for which his or her employer’s external accountant requests written repre
sentation.

[Effective November 30, 1993.]
.05 102-4—Subordination of judgment by a member. Rule 102 [ET
section 102.01] prohibits a member from knowingly misrepresenting facts or
subordinating his or her judgment when performing professional services.
Under this rule, if a member and his or her supervisor have a disagreement or
dispute relating to the preparation of financial statements or the recording of
transactions, the member should take the following steps to ensure that the
situation does not constitute a subordination of judgment:1
1 A member in the practice of public accounting should refer to the Statements on Auditing
Standards. For example, see SAS No. 22, Planning and Supervision [AU section 311], which dis
cusses what the auditor should do when there are differences of opinion concerning accounting and
auditing standards.
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1.

The member should consider whether (a) the entry or the failure to
record a transaction in the records, or (b) the financial statement
presentation or the nature or omission of disclosure in the financial
statements, as proposed by the supervisor, represents the use of an
acceptable alternative and does not materially misrepresent the
facts. If, after appropriate research or consultation, the member
concludes that the matter has authoritative support and/or does not
result in a material misrepresentation, the member need do nothing
further.

2.

If the member concludes that the financial statements or records
could be materially misstated, the member should make his or her
concerns known to the appropriate higher level(s) of management
within the organization (for example, the supervisor’s immediate
superior, senior management, the audit committee or equivalent, the
board of directors, the company’s owners). The member should con
sider documenting his or her understanding of the facts, the account
ing principles involved, the application of those principles to the
facts, and the parties with whom these matters were discussed.

3.

If, after discussing his or her concerns with the appropriate person(s)
in the organization, the member concludes that appropriate action
was not taken, he or she should consider his or her continuing
relationship with the employer. The member also should consider
any responsibility that may exist to communicate to third parties,
such as regulatory authorities or the employer’s (former employer’s)
external accountant. In this connection, the member may wish to
consult with his or her legal counsel.

4.

The member should at all times be cognizant of his or her obligations
under interpretation 102-3 [ET section 102.04].

[Effective November 30, 1993.]

.06 102-5—Applicability of rule 102 to members performing educa
tional services. Educational services (for example, teaching full- or parttime at a university, teaching a continuing professional education course, or
engaging in research and scholarship) are professional services as defined in
paragraph .11 of the Definitions of the AICPA Code of Professional Conduct,
and are therefore subject to rule 102 [ET section 102.01]. Rule 102 [ET section
102.01] provides that the member shall maintain objectivity and integrity,
shall be free of conflicts of interest, and shall not knowingly misrepresent facts
or subordinate his or her judgment to others.

[Effective March 31, 1995.]
.07 102-6—Professional services involving client advocacy. A
member or a member’s firm may be requested by a client—

1.

To perform tax or consulting services engagements that involve
acting as an advocate for the client.

2.

To act as an advocate in support of the client’s position on accounting
or financial reporting issues, either within the firm or outside the
firm with standard setters, regulators, or others.

Services provided or actions taken pursuant to such types of client requests are
professional services governed by the Code of Professional Conduct and shall be
performed in compliance with Rule 201, General Standards, Rule 202, Compliance
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With Standards, and Rule 203, Accounting Principles, and interpretations
thereof, as applicable. Furthermore, in the performance of any professional
service, a member shall comply with rule 102 [ET section 102.01], which
requires maintaining objectivity and integrity and prohibits subordination of
judgment to others. When performing professional services requiring inde
pendence, a member shall also comply with rule 101 [ET section 101.01] of the
Code of Professional Conduct.

Moreover, there is a possibility that some requested professional services
involving client advocacy may appear to stretch the bounds of performance
standards, may go beyond sound and reasonable professional practice, or may
compromise credibility, and thereby pose an unacceptable risk of impairing the
reputation of the member and his or her firm with respect to independence,
integrity, and objectivity. In such circumstances, the member and the member’s
firm should consider whether it is appropriate to perform the service.
[Effective August 31, 1995.]
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ET Section 191

Ethics Rulings on Independence, Integrity,
and Objectivity
1. Acceptance of a Gift
.001 Question—Would independence be considered to be impaired if a
member accepts a gift or other unusual consideration from a client?

.002 Answer—Independence would be considered to be impaired if a
covered member accepts more than a token gift from a client, even with the
knowledge of the member’s firm.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

2. Association Membership
.003 Question—Would independence be considered to be impaired if a
member joined a trade association that is a client of the firm?

.004 Answer—Independence would not be considered to be impaired pro
vided the member did not serve as an officer, director, or in any capacity
equivalent to that of a member of management.

[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[3.] Member as Signer or Cosigner of Checks
[.005-.006] [Deleted May 1999]
[4.] Payroll Preparation Services

[.007-.008] [Deleted May 1999]
[5.] Member as Bookkeeper
[.009-.010] [Deleted June 1991]

[6.] Member's Spouse as Accountant of Client

[.011-.012] [Deleted November 2001]
[7.] Member Providing Contract Services

[.013-.014] [Deleted May 1999]
8. Member Providing Advisory Services
.015 Question—A member provides extensive advisory services for a cli
ent. In that connection, the member attends board meetings, interprets finan
cial statements, forecasts and other analyses, counsels on potential expansion
plans and on banking relationships. Would independence be considered to be
impaired under these circumstances?
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.016 Answer—Independence would not be considered to be impaired be
cause the member’s role is advisory in nature.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
9. Member as Representative of Creditor's Committee

.017 Question—A member performs the following functions for a credi
tors’ committee in control of a debtor corporation which will continue to operate
under its existing management subject to extension agreements:

•

Signs or co-signs checks issued by the debtor corporation.

•

Signs or co-signs purchase orders in excess of established minimum
amounts.

•

Exercises general supervision to insure compliance with budgetary
controls and pricing formulas established by management, with the
consent of the creditors, as part of an overall program aimed at the
liquidation of deferred indebtedness.

Would independence be considered to be impaired with respect to the debtor
corporation?

.018 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm performed any of the functions
described, since these are considered to be management functions.

[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
10. Member as Legislator

.019 Question—A member is an elected legislator in a local government
(a city). The city manager, who is responsible for all administrative functions,
is also an elected official. Would independence be considered to be impaired
with respect to the city?
.020 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm served as an elected legislator for
a city at the same time his or her firm was engaged to perform the city’s attest
engagement, even though the city manager is an elected official rather than an
appointee of the legislature.

[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
11. Member Designated to Serve as Executor or Trustee
.021 Question—A member has been designated to serve as an executor or
trustee of the estate of an individual who owns the majority of a client’s stock.
Would independence be considered to be impaired with respect to the client?
.022 Answer—The mere designation of a covered member as executor or
trustee would not be considered to impair independence, however, if a covered
member actually served in such capacity, independence would be considered to
be impaired.
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[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
12. Member as Trustee of Charitable Foundation

.023 Question—A charitable foundation is the sole beneficiary of the
estate of the foundation’s deceased organizer. If a member becomes a trustee
of the foundation, would independence be considered to be impaired with
respect to (1) the foundation or (2) the estate?
.024 Answer—If a covered member served as trustee of the foundation,
independence would be considered to be impaired with respect to both the
foundation and the estate.

[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
[13.] Member as Bank Stockholder

[.025-.026] [Deleted November 1993]
14. Member on Board of Federated Fund-Raising Organization

.027 Question—A member serves as a director or officer of a United Way
or similar federated fund-raising organization (the organization). Certain local
charities receive funds from the organization. Would independence be consid
ered to be impaired with respect to such charities?

.028 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm served as a director or officer of
the organization and the organization exercised managerial control over the
local charities. (See ethics ruling No. 93 [ET section 191.186-.187] under rule
101 [ET section 101.01] for additional guidance.)
[Replaces previous ruling No. 14, Member on Board ofDirectors of United Fund,
April 1991. Revised, July 2002, to reflect conforming changes necessary due to
the revision of interpretation 101-1.]
[15.] Retired Partner as Director

[.029-.030] [Deleted June 1991]

16. Member on Board of Directors of Nonprofit Social Club
.031 Question—Would independence be considered to be impaired if a
member served on the board of directors of a nonprofit social club?

.032 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm served on the board of directors
since the board has ultimate responsibility for the club’s affairs.

[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
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17. Member of Social Club
.033 Question—Would independence be considered to be impaired if a
member belongs to a social club (for example, country club, tennis club) that
requires him or her to acquire a pro rata share of the club’s equity or debt
securities?
.034 Answer—As long as membership in a club is essentially a social
matter, a covered member’s association with the club would not impair inde
pendence because such equity or debt ownership would not be considered to be
a direct financial interest within the meaning of rule 101 [ET section 101.01].
Also see interpretation 101-1.C [ET section 101.02].

[Replaces previous ruling No. 17, Member as Stockholder in Country Club,
February 1991. Revised, July 2002, to reflect conforming changes necessary
due to the revision of interpretation 101-1.]
[18.] Member as City Council Chairman

[.035-.036] [Deleted June 1991]
19. Member on Deferred Compensation Committee
.037 Question—Would independence be considered to be impaired if a
member served on a committee that administers a client’s deferred compensa
tion program?

.038 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm served on the committee since
such service constitutes participation in the client’s management functions.
The partner or professional employee could however render consulting assis
tance without joining the committee.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

20. Member Serving on Governmental Advisory Unit
.039 Question—A member serves on a citizens’ committee which is study
ing possible changes in the form of a county government that the firm audits.
The member also serves on a committee appointed to study the financial status
of a state. Would independence be considered to be impaired with respect to a
county in that state?
.040 Answer—Independence would not be considered to be impaired with
respect to the county through the member’s service on either committee.

[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
21. Member as Director and Auditor of an Entity's Profit Sharing and
Retirement Trust

.041 Question—A member serves in the dual capacity of director of an
entity and auditor of the financial statements of that entity’s profit sharing and
retirement trust (the trust). Would independence be considered to be impaired
with respect to the trust?
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.042 Answer—Service as director of an entity constitutes participation in
management functions that affect the entity’s trust. Accordingly, inde
pendence would be considered to be impaired if any partner or professional of
the firm served in such capacity.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
[22.] Family Relationship, Brother

[.043-.044] [Deleted June 1991]
[23.] Family Relationship, Uncle by Marriage

[.045-.046] [Deleted June 1991]
[24.] Family Relationship, Father

[.047-.048] [Deleted June 1991]
[25.] Family Relationship, Son

[.049-.050] [Deleted June 1991]
[26.] Family Relationship, Son

[.051-.052] [Deleted June 1991]
[27.] Family Relationship, Spouse as Trustee

[.053-.054] [Deleted June 1991]
[28.] Cash Account With Brokerage Client

[.055-.056] [Superseded by ethics ruling No. 59.]

29. Member as Bondholder

.057 Question—Would independence be considered to be impaired if a
member owned an immaterial amount of a municipal authority’s outstanding
bonds?
.058 Answer—Ownership of a client’s bonds constitute a loan to that
client. Accordingly, if a covered member owned such bonds, independence
would be considered to be impaired.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[30.] Financial Interest by Employee
[.059-.060] [Deleted July 1979]
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31. Performance of Services for Common Interest Realty Associations
(CIRAs), Including Cooperatives, Condominium Associations,
Planned Unit Developments, Homeowners Associations, and
Timeshare Developments

.061 Question—A member belongs to a common interest realty associa
tion (CIRA) as the result of the ownership or lease of real estate. Would
independence be considered to be impaired with respect to the CIRA?
.062 Answer—Independence would be considered to be impaired if a
covered member was a member of a CIRA unless all of the following conditions
are met:

a.

The CIRA performs functions similar to local governments, such as
public safety, road maintenance, and utilities.

b.

The covered member’s annual assessment is not material to either
the covered member or the CIRA’s operating budgeted assessments.

c.

The liquidation of the CIRA or the sale of common assets would not
result in a distribution to the covered member.

d.

The CIRA’s creditors would not have recourse to the covered mem
ber’s assets if the CIRA became insolvent.

Also see interpretation 101-l.C [ET section 101.02] for additional restrictions
related to associations with a client.

If the member has a relationship with a real estate developer or management
company that is associated with the CIRA, see interpretation 102-2 [ET section
102.03] for guidance.

[Revised, effective May 31,1998, by the Professional Ethics Executive Commit
tee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
[32.] Mortgage Loan to Members Corporation

[.063-.064] [Deleted December 1991]
[33.] Member as Participant in Employee Benefit Plan

[.065-.066] [Deleted May 1998]
[34.] Member as Auditor of Common Trust Funds

[.067-.068] [Deleted February 1991]

35. Stockholder in Mutual Funds

.069 Question—A member owns shares in a non-regulated mutual invest
ment fund (the fund) which holds shares of stock in a client. Would inde
pendence be considered to be impaired with respect to the client whose stock
is held by the fund?
.070 Answer—Client securities held by the fund represent indirect financial interests. Accordingly, if a covered member has such an indirect financial
interest, which is material to the covered member, independence would be
considered to be impaired. In addition, if any partner or professional employee
in the firm has significant influence over the fund, independence would be
considered to be impaired.
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[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
36. Participant in Investment Club

.071 Question—A member participates in an investment club. Would
independence be considered to be impaired with respect to a client in which the
investment club holds shares?
.072 Answer—Independence would be considered to be impaired if a
covered member owned stock in a client through an investment club as such
holdings would be deemed to be a direct financial interest. Accordingly, any of
the club’s investments in a client would be deemed to impair independence
regardless of materiality of the investment to the covered member’s net worth.
See interpretation 101-1.B [ET section 101.02] for additional restrictions relat
ing to all partners and professionals of the firm.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

[37.] Retired Partners as Co-Trustee

[.073-.074] [Deleted November 1980]
38. Member as Co-Fiduciary With Client Bank
.075 Question—A member serves with a client bank in a co-fiduciary
capacity with respect to an estate or trust. Would independence be considered
to be impaired with respect to the bank or the bank’s trust department?

.076 Answer—Independence would not be considered to be impaired pro
vided the assets in the estate or trust were not material to the total assets of
the bank and/or the bank’s trust department.

[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
[39.] Member as Officially Appointed Stock Transfer Agent or Registrar

[.077-.078] [Deleted May 1999]
[40.] Controller Entering Public Practice

[.079-.080] [Deleted June 1979]
41. Financial Services Company Client Has Custody of a Member's
Assets
.081 Question—A financial services company client (for example, insur
ance company, investment adviser, broker-dealer, bank, or other depository
institution) has custody of a member’s assets (other than depository accounts),
including retirement plan assets. Would independence be considered to be
impaired?
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.082 Answer—If a covered member’s assets were held by a financial
services company client, independence would not be considered to be impaired
provided the services were rendered under the company’s normal terms,
procedures, and requirements and any of the covered member’s assets subject
to the risk of loss were immaterial to the covered member’s net worth. Risk of
loss may include losses arising from the bankruptcy of or defalcation by the
client but would exclude losses due to a market decline in the value of the
assets. When considering the materiality of assets subject to the risk of loss,
the covered member should consider the following:

•

Protection provided by state or federal regulators (for example, state
insurance funds)

•

Private insurance or other forms of protection (for example, the Secu
rities Investor Protection Corporation) obtained by the financial serv
ices company to protect the assets

•

Protection from creditors (for example, assets held in a pooled separate
account)

For guidance dealing with depository accounts, see ethics ruling No. 70 [ET
section 191.140 and .141].
[Replaces previous ruling No. 41, Member as Auditor of Mutual Insurance
Company, November, 1990. Revised, July 2002, to reflect conforming changes
necessary due to the revision of interpretation 101-1. Revised, effective March
31, 2003, by the Professional Ethics Executive Committee.]
[42.] Member as Life Insurance Policy Holder

[.083-.084] [Deleted April 1991]
[43.] Member's Employee as Treasurer of a Client

[.085-.086] [Deleted June 1991]

[44.] Past Due Billings
[.087-.088] [Superseded by ethics ruling No. 52.]
[45.] Past Due Fees: Client in Bankruptcy

[.089-.090] [Deleted November 1990]
[46.] Member as General Counsel

[.091-.092] [Superseded by ethics ruling No. 51.]
[47.] Member as Auditor of Mutual Fund and Shareholder of
Investment Advisor/Manager
[.093-.094] [Deleted February 1991]

48. Faculty Member as Auditor of a Student Fund

.095 Question—A full or part-time faculty member employed by a univer
sity is asked to audit the financial statements of the Student Senate Fund. The
university:
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1.

Acts as a collection agent for student fees and remits them to the
Student Senate.

2.

Requires that a university administrator approve and sign Student
Senate checks.

Would independence be considered to be impaired under these circumstances?

.096 Answer—Independence would be considered to be impaired with
respect to the Student Senate Fund if any partner or professional employee
(individual) performed the functions described since the individual would be
auditing several of the management functions performed by the university, the
individual’s employer.

[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
[49.] Investor and Investee Companies

[.097-.098] [Superseded by interpretation 101-8.]
[50.] Family Relationship, Brother-in-Law
[.099-.100] [Deleted June 1983]

[51.] Member Providing Legal Services
[.101-.102] [Deleted May 1999]

52. Unpaid Fees

.103 Question—A client of the member’s firm has not paid fees for pre
viously rendered professional services. Would independence be considered to
be impaired for the current year?

.104 Answer—Independence is considered to be impaired if, when the
report on the client’s current year is issued, billed or unbilled fees, or a note
receivable arising from such fees, remain unpaid for any professional services
provided more than one year prior to the date of the report.
This ruling does not apply to fees outstanding from a client in bankruptcy.
[Replaces previous ruling No. 52, Past Due Fees, November 1990. Revised,
effective November 30,1997, by the Professional Ethics Executive Committee.
Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

[53.] Member as Auditor of Employee Benefit Plan and Sponsoring
Company
[.105-.106] [Deleted June 1991]

[54.] Member Providing Appraisal, Valuation, or Actuarial Services
[.107-.108] [Deleted May 1999]
[55.] Independence During Systems Implementation

[.109-.110] [Deleted May 1999]
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[56.] Executive Search

[.111-.112] [Deleted May 1999]
[57.1 MAS Engagement to Evaluate Service Bureaus

[.113-.114] [Deleted August 1995]
[58.] Member as Lessor

[.115-.116] [Deleted May 1998]

[59.] Account With Brokerage Client
[.117-.118] [Deleted November 1987]
60. Employee Benefit Plans—Member's Relationships With
Participating Employer

.119 Question—A member has been asked to audit the financial state
ments of an employee benefit plan (“the plan”) that may have one or more
participating employer(s). Would independence be considered to be impaired
with respect to the plan if the member had financial or other relationships with
a participating employer(s)?

.120 Answer—Independence would be considered to be impaired with
respect to the plan if any partner or professional employee of the firm had
significant influence over such employer, was in a key position with the
employer, or was associated with the employer as a promoter, underwriter, or
voting trustee.
When auditing plans subject to the Employee Retirement Income Security Act
of 1974 (ERISA), Department of Labor (DOL) regulations must be followed.1

[Replaces previous ruling No. 60, Employee Benefit Plans—Member’s Relation
ships With Participating Employer(s), November 1993. Revised, effective No
vember 30, 2001, by the Professional Ethics Executive Committee. Revised,
July 2002, to reflect conforming changes necessary due to the revision of
interpretation 101-1.]

[61.] Participation of Member's Spouse in Client's Stock Ownership
Plans (Including an ESOP)
[.121-.122] [Deleted May 1998]
[62.] Member and Client Are Limited Partners in a Limited Partnership

[.123-.124] [Deleted April 1991]

[63.] Review of Prospective Financial Information—Member's
Independence of Promotors
[.125-.127] [Deleted August 1992]
1 Currently, DOL regulations are more restrictive than the position taken in this ruling.
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64. Member Serves on Board of Organization for Which Client Raises
Funds
.128 Question—A member serves on the board of directors of an organi
zation. A fund-raising foundation functions solely to raise funds for that
organization. Would independence be considered to be impaired with respect
to the fund-raising foundation?
.129 Answer—Independence would be considered to be impaired with
respect to the fund-raising foundation if any partner or professional employee
of the firm served on the organization’s board of directors. However, if the
directorship were clearly honorary (in accordance with ET section 101.06,
Honorary directorships and trusteeships of not-for-profit organization), inde
pendence would not be considered to be impaired.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]

65. Use of the CPA Designation by Member Not in Public Practice
.130 Question—A member who is not in public practice wishes to use his
or her CPA designation in connection with financial statements and correspon
dence of the member’s employer. The member also wants to use the CPA
designation along with employment title on business cards. Is it permissible
for the member to use the CPA designation in these manners?
.131 Answer—Yes. However, if the member uses the CPA designation in
a manner to imply that he or she is independent of the employer, the member
would be knowingly misrepresenting facts in violation of rule 102 [ET section
102.01]. Therefore, it is advisable that in any transmittal within which the
member uses his or her CPA designation, he or she clearly indicate the
employment title. In addition, if the member states affirmatively in any
transmittal that a financial statement is presented in conformity with gener
ally accepted accounting principles, the member is subject to rule 203.

[Replaces previous ruling No. 65, Use of the CPA Designation by Member Not
in Public Practice, February 1996, effective February 29, 1996.]
66. Member's Retirement or Savings Plan Has Financial Interest in
Client
.132 Question—A member’s retirement or savings plan has a financial
interest in a client. Would independence be considered to be impaired?
.133 Answer—Any direct or material indirect financial interest in a client
held through a retirement or savings plan would be considered to be a direct or
material indirect financial interest in the client. Accordingly, if a covered
member had such a financial interest, independence would be considered to be
impaired.

See interpretation 101-1.B [ET section 101.02] for additional restrictions relat
ing to all partners and professionals of the firm.
[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
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67. Servicing of Loan
.134 Question—Would the mere servicing of a loan by a client financial
institution impair independence with respect to the client?
.135 Answer—No.

[Replaces previous ruling No. 67, Servicing of Loan, November 1993. Revised,
July 2002, to reflect conforming changes necessary due to the revision of
interpretation 101-1.]
68. Blind Trust

.136 Question—Would independence be considered to be impaired if a
member transferred a direct financial interest in a client into a blind trust?
.137 Answer—Independence would be considered impaired if a covered
member had a direct financial interest in a client, whether or not the interest
was placed in a blind trust. Further, the covered member should ensure that
any blind trust for which he or she is a beneficiary does not hold a direct or
material indirect financial interest in any clients with respect to which he or
she is a covered member.

[Revised, effective June 30, 1990, by the Professional Ethics Executive Com
mittee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
69. Investment With a General Partner
.138 Question—A private, closely held entity is the general partner and
controls (as defined in Generally Accepted Accounting Principles) limited
partnership A. The member has a material financial interest in limited part
nership A. The member’s firm has been asked to perform an attest engagement
for a new limited partnership (B), which has the same general partner as
limited partnership A. Would independence be considered to be impaired with
respect to limited partnership B?
.139 Answer—Because the general partner has control over limited part
nership A, the covered member would be considered to have a joint closely held
investment with the general partner, who has significant influence over lim
ited partnership B, the proposed client. Accordingly, independence would be
considered to be impaired with respect to limited partnership B if the covered
member had a material investment in limited partnership A.

[Replaces previous ruling No. 69, Joint Investment With a Promoter and/or
General Partner, April 1991, effective April 30, 1991. Revised, July 2002, to
reflect conforming changes necessary due to the revision of interpretation
101-1.]

70. Member's Depository Relationship With Client Financial Institution
.140 Question—A member maintains checking or savings accounts, cer
tificates of deposit, or money market accounts at a client financial institution.
Would these depository relationships impair independence?

.141 Answer—If an individual is a covered member, independence would
not be considered to be impaired provided that—
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•

The checking accounts, savings accounts, certificates of deposit, or
money market accounts were fully insured by the appropriate state or
federal government deposit insurance agencies or by any other in
surer; or

•

The uninsured amounts, in the aggregate, were not material to the net
worth of the covered member. (When insured amounts were consid
ered material, independence would not be considered impaired pro
vided the uninsured balance was reduced to an immaterial amount no
later than 30 days from the date the uninsured amount becomes
material.)

A firm’s depository relationship would not impair its independence provided
that the likelihood of the financial institution experiencing financial difficulties
was considered to be remote.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1. Revised, effective March 31, 2003, by the Professional
Ethics Executive Committee.]
71. Use of Nonindependent CPA Firm on an Engagement

.142 Question—Firm A is not independent with respect to a client. Part
ners or professional employees of Firm A are participating on Firm B’s attest
engagement team for that client. Would Firm B’s independence be considered
to be impaired?
.143 Answer—Yes. The use by Firm B of partners or professional employ
ees from Firm A as part of the attest engagement team would impair Firm B’s
independence with respect to that engagement.
However, use of the work of such individuals in a manner similar to internal
auditors is permissible provided that there is compliance with the Statements
on Auditing Standards. Applicable literature contained in the Statements on
Auditing Standards should be consulted.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
72. Member on Advisory Board of Client

.144 Question—Would service on a client’s advisory board impair inde
pendence?
.145 Answer—Independence would be considered to be impaired if any
partner or professional employee of the firm served on the advisory board
unless all the following criteria are met: (1) the responsibilities of the advisory
board are in fact advisory in nature; (2) the advisory board has no authority to
make nor does it appear to make management decisions on behalf of the client;
and (3) the advisory board and those having authority to make management
decisions (including the board of directors or its equivalent) are distinct groups
with minimal, if any, common membership.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
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[73.] Meaning of the Period of a Professional Engagement

[.146-.147] [Deleted February 1998]

74. Audits, Reviews, or Compilations and a Lack of Independence

.148 Question—If a member or his or her firm is not independent with
respect to a client, is it permissible to issue an audit, review, or compilation
report for that client?
.149 Answer—A member or his or her firm may not issue an audit or
review report if not independent of the client. A compilation report may be
issued provided that the report specifically discloses the lack of independence
without giving reasons for the impairment.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

75. Membership in Client Credit Union

.150 Question—Does membership in a client credit union impair inde
pendence?

.151 Answer—A covered member’s association with a client credit union
would not impair independence provided all of the following criteria are met:
1.

The covered member individually qualifies to join the credit union
(other than by virtue of the professional services provided to the
client).

2.

Any loans from the credit union to the covered member meet the
conditions specified in interpretation 101-1.A.4 [ET section 101.02]
and are made under normal lending procedures, terms, and require
ments (see interpretation 101-5 [ET section 101.07]).

3.

Any deposits with the credit union meet the conditions specified in
ruling No. 70 [ET section 191.140-.141] under rule 101 [ET section
101.01].

Partners and professional employees may be subject to additional restrictions
as described in interpretation 101-1.B [ET section 101.02].
[Effective February 28, 1992, earlier application is encouraged. Revised, July
2002, to reflect conforming changes necessary due to the revision of interpre
tation 101-1.]
[76.] Guarantee of Loan

[.152-.153] [Deleted December 1991]
[77.] Individual Considering or Accepting Employment With the Client

[.154-.155] [Deleted April 2003]
[78.] Service on Governmental Board

[.156-.157] [Deleted August 1995]

ET §191.146

Ethics Rulings on Independence, Integrity, and Objectivity

1415

79. Member's Investment in a Partnership That Invests in Client
.158 Question—Would independence be considered to be impaired if a
member had a direct financial interest in a partnership that invests in a client?

.159 Answer—If a covered member is a general partner, or functions in a
capacity similar to that of a general partner, in a partnership that invests in a
client, the covered member is deemed to have a direct financial interest in the
client. Independence is considered to be impaired.
If a covered member is a limited partner in a partnership that invests in a client,
the covered member is considered to have an indirect financial interest in the
client. Independence would be considered to be impaired if the indirect financial
interest is material to the covered member’s net worth.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

[80.] The Meaning of a Joint Closely Held Business Investment
[.160-.161] [Deleted November 2001]

81. Member's Investment in a Limited Partnership

.162 Question—A member is a limited partner in a limited partnership
(LP), including a master limited partnership. A client is a general partner in
the same LP. Is independence considered to be impaired with respect to (1) the
LP, (2) the client, and (3) any subsidiaries of the LP?

.163 Answer—1. A covered member’s limited partnership interest jn the
LP is a direct financial interest in the LP that would impair independence
under interpretation 101-1. A.1 [ET section 101.02].
2. The LP is an investee of the client because the client is a general partner
in the LP. Therefore, under interpretation 101-8 [ET section 101.10], if the
investment in the LP were material to the client, a covered member’s financial
interest in the LP would impair independence. However, if the client’s financial
interest in the LP were not material to the client, a covered member’s immate
rial financial interest in the LP would not impair independence.
3. If the covered member is a limited partner in the LP, the covered member
is considered to have an indirect financial interest in all subsidiaries of the LP.
If the indirect financial interest in the subsidiaries were material to the covered
member, independence would be considered to be impaired with respect to
those subsidiaries under interpretation 101-1.A.1 [ET section 101.02].
If the covered member or client general partner, individually or together can
control the LP, the LP would be considered a joint closely held investment under
paragraph . 16 of the Definitions of the AICPA Code of Professional Conduct.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
82. Campaign Treasurer

.164 Question—A member serves as the campaign treasurer of a mayoral
candidate. Would independence be considered to be impaired with respect to
(1) the political party with which the candidate is associated, (2) the munici
pality of which the candidate may become mayor, or (3) the campaign organi
zation?
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.165 Answer—independence would not be considered to be impaired with
respect to the political party or municipality. However, if any partner or
professional employee of the firm served as campaign treasurer, independence
would be considered to be impaired with respect to the campaign organization.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

[83.] Member on Board of Component Unit and Auditor of Oversight
Entity
[.166-.167] [Deleted January 1996]
[84.] Member on Board of Material Component Unit and Auditor of
Another Material Component Unit

[.168-.169] [Deleted January 1996]
85. Bank Director

.170 Question—May a member in public practice serve as a director of a
bank?
.171 Answer—Yes; however, before accepting a bank directorship, the
member should carefully consider the implications of such service if the mem
ber has clients that are customers of the bank.

These implications fall into two categories:
a.

Confidential Client Information—Rule 301 provides that a member
in public practice shall not disclose any confidential client informa
tion without the specific consent of the client. This ethical require
ment applies even though failure to disclose information may
constitute a breach of the member’s fiduciary responsibility as a
director.

b.

Conflicts of Interest—Interpretation 102-2 [ET section 102.03] pro
vides that a conflict of interest may occur if a member performs a
professional service (including service as a director) and the member
or his or her firm has a relationship with another entity that could,
in the member’s professional judgment, be viewed by appropriate
parties as impairing the member’s objectivity. If the member believes
that the professional service can be performed with objectivity and the
relationship is disclosed to and consent is obtained from all appropriate
parties, performance of the service shall not be prohibited.

In view of the above factors, it is generally not desirable for a member in public
practice to accept a position as bank director where the member’s clients are
likely to engage in significant transactions with the bank. If a member is
engaged in public practice, the member should avoid the high probability of a
conflict of interest and the appearance that the member’s fiduciary obligations
and responsibilities to the bank may conflict with or interfere with the mem
ber’s ability to serve the client’s interest objectively and in complete confidence.
The general knowledge and experience of CPAs in public practice may be very
helpful to a bank in formulating policy matters and making business decisions;
however, in most instances, it would be more appropriate for the member as
part of the member’s public practice to serve as a consultant to the bank’s board.
Under such an arrangement, the member could limit activities to those which
did not involve conflicts of interest or confidentiality problems.
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[86.] Partially Secured Loans
[.172-.173] [Deleted February 1998]

[87.] Loan Commitment or Line of Credit
[.174-.175] [Deleted February 1998]
[88.] Loans to Partnership in Which Members are Limited Partners

[.176-.177] [Deleted February 1998]

[89.] Loan to Partnership in Which Members are General Partners
[.178-.179] [Deleted February 1998]
[90.] Credit Card Balances and Cash Advances

[.180-.181] [Deleted February 1998]

91. Member Leasing Property to or From a Client

.182 Question—Would independence be considered to be impaired if a
member leased property to or from a client?
.183 Answer—Independence would not be considered to be impaired if the
lease meets the criteria of an operating lease (as described in Generally
Accepted Accounting Principles), the terms and conditions set forth in the lease
agreement are comparable with other leases of a similar nature, and all
amounts are paid in accordance with the terms of the lease.
Independence would be considered to be impaired if a covered member had a
lease that meets the criteria of a capital lease (as described in Generally
Accepted Accounting Principles) unless the lease is in compliance with inter
pretations 101-1.A.4 [ET section 101.02] and 101-5 [ET section 101.07], because
the lease would be considered to be a loan to or from the client.

[Revised, effective May 31,1998, by the Professional Ethics Executive Commit
tee. Revised, July 2002, to reflect conforming changes necessary due to the
revision of interpretation 101-1.]
92. Joint Interest in Vacation Home
.184 Question—A member has a joint interest in a vacation home with a
client (or one of the client’s officers or directors, or any owner who has the
ability to exercise significant influence over the client). Would the vacation
home constitute a “joint closely held investment” as defined in paragraph .16
of the Definitions of the AICPA Code of Professional Conduct?

.185 Answer—Yes. The vacation home, even if solely intended for the
personal use of the owners, would be considered a joint closely held investment
as defined in paragraph .16 of the Definitions of the AICPA Code of Profes
sional Conduct if it meets the criteria described in the aforementioned defini
tion.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
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93. Service on Board of Directors of Federated Fund-Raising
Organization
.186 Question—A member serves as a director or officer of a local United
Way or similar organization that operates as a federated fund-raising organi
zation from which local charities receive funds. Some of those charities are
clients of the member’s firm. Does the member have a conflict of interest under
rule 102 [ET section 102.01]?

.187 Answer—Interpretation 102-2 [ET section 102.03] provides that a
conflict of interest may occur if a member performs a professional service for a
client and the member or his or her firm has a relationship with another entity
that could, in the member’s professional judgment, be viewed by the client or
other appropriate parties as impairing the member’s objectivity. If the member
believes that the professional service can be performed with objectivity and the
relationship is disclosed to and consent is obtained from the appropriate
parties, performance of the service shall not be prohibited. (If the service being
provided is an attest engagement, consult ethics ruling No. 14 [ET section
191.027-.028] under rule 101 [ET section 101.01]).
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

94. Indemnification Clause in Engagement Letters
.188 Question—A member or his or her firm proposes to include in en
gagement letters a clause that provides that the client would release, indem
nify, defend, and hold the member (and his or her partners, heirs, executors,
personal representatives, successors, and assigns) harmless from any liability
and costs resulting from knowing misrepresentations by management. Would
inclusion of such an indemnification clause in engagement letters impair
independence?
.189 Answer—No.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

95. Agreement With Attest Client to Use ADR Techniques
.190 Question—Alternative dispute resolution (ADR) techniques are used
to resolve disputes (in lieu of litigation) relating to past services, but are not
used as a substitute for the exercise of professional judgment for current
services. Would a predispute agreement to use ADR techniques between a
member or his or her firm and a client cause independence to be impaired?
.191 Answer—No. Such an agreement would not cause independence to
be impaired since the member (or the firm) and the client would not be in
threatened or actual positions of material adverse interests by reason of
threatened or actual litigation.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
96. Commencement of ADR Proceeding

.192 Question—Would the commencement of an alternative dispute reso
lution (ADR) proceeding impair independence?
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.193 Answer—Except as stated in the next sentence, independence would
not be considered to be impaired because many of the ADR techniques designed
to facilitate negotiation and the actual conduct of those negotiations do not
place the member or his or her firm and the client in threatened or actual
positions of material adverse interests. Nevertheless, if a covered member and
the client are in a position of material adverse interests because the ADR
proceedings are sufficiently similar to litigation, ethics interpretation 101-6
[ET section 101.08] should be applied. Such a position would exist if binding
arbitration were used.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
[97.] Performance of Certain Extended Audit Services

[.194-.195] [Deleted August 1996]

98. Member's Loan From a Nonclient Subsidiary or Parent of an Attest
Client

.196 Question—A member has obtained a loan from a nonclient. The
member’s firm performs an attest engagement for the parent or a subsidiary of
the nonclient. Does the loan from the nonclient subsidiary or parent impair
independence?
.197 Answer—A covered member’s loan that is not a “grandfathered” or
“permitted” loan under interpretation 101-5 [ET section 101.07] from a noncli
ent subsidiary would impair independence with respect to the client parent.
However, a loan from a nonclient parent would not impair independence with
respect to the client subsidiary as long as the subsidiary is not material to its
parent.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
99. Member Providing Services for Company Executives

.198 Question—A member has been approached by a company, for which
he or she may or may not perform other professional services, to provide
personal financial planning or tax services for its executives. The executives
are aware of the company’s relationship with the member, if any, and have also
consented to the arrangement. The performance of the services could result in
the member recommending to the executives actions that may be adverse to
the company. What rules of conduct should the member consider before accept
ing and during the performance of the engagement?
.199 Answer—Before accepting and during the performance of the en
gagement, the member should consider the applicability of Rule 102, Integrity
and Objectivity [ET section 102.01]. If the member believes that he or she can
perform the personal financial planning or tax services with objectivity, the
member would not be prohibited from accepting the engagement. The member
should also consider informing the company and the executives of possible
results of the engagement. During the performance of the services, the member
should consider his or her professional responsibility to the clients (that is, the
company and the executives) under Rule 301, Confidential Client Information.
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100. Actions Permitted When Independence Is Impaired

.200 Question—If a member or a member’s firm (member) was inde
pendent when its report was initially issued, may the member re-sign the
report or consent to its use at a later date when his or her independence is
considered to be impaired?

.201 Answer—Yes. A member may re-sign the report or consent to its use
at a later date when his or her independence is considered to be impaired,
provided that no “post-audit work” is performed by the member during the
period of impairment. The term “post-audit work,” in this context, does not
include inquiries of successor auditors, reading of subsequent financial state
ments, or such procedures as may be necessary to assess the effect of sub
sequently discovered facts on the financial statements covered by the member’s
previously issued report.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
101. Client Advocacy and Expert Witness Services
.202 Question—Would the performance of expert witness services be
considered as acting as an advocate for a client as discussed in interpretation
102-6 [ET section 102.07]?
.203 Answer—No. A member serving as an expert witness does not serve
as an advocate but as someone with specialized knowledge, training, and
experience in a particular area who should arrive at and present positions
objectively.

102. Indemnification of a Client
.204 Question—As a condition to retaining a member or his or her firm to
perform an attest engagement, a client or prospective client requests that the
member (or the firm) enter into an agreement providing, among other things,
that the member (or the firm) indemnify the client for damages, losses, or costs
arising from lawsuits, claims, or settlements that relate, directly or indirectly,
to client acts. Would entering into such an agreement impair independence?
.205 Answer—Yes. Such an agreement would impair independence under
interpretation 101-1.A [ET section 101.02] and interpretation 101-1.C [ET
section 101.02].

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

103. Attest Report on Internal Controls
.206 Question—If a member or his or her firm provides extended audit
services for a client in compliance with interpretation 101-13 [ET section
101.15], would the firm be considered to be independent in the performance of
an attestation engagement to report on the client’s assertion regarding the
effectiveness of its internal control over financial reporting?
.207 Answer—Independence would not be considered to be impaired with
respect to the issuance of such a report if both of the following conditions are
met:
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1.

Management has assumed responsibility to establish and maintain
internal control.

2.

Management does not rely on the firm’s work as the primary basis
for its assertion and accordingly has (a) evaluated the results of its
ongoing monitoring procedures built into the normal recurring ac
tivities of the entity (including regular management and supervisory
activities) and (b) evaluated the findings and results of the firm’s
work and other separate evaluations of controls, if any.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
104. Operational Auditing Services

.208 Question—As part of an extended audit engagement, a member or
his or her firm reviews certain of the client’s business processes, as selected by
the client, for how well they function, their efficiency, or their effectiveness. For
example, a member (or the firm) may assess whether performance is in
compliance with management’s policies and procedures, to identify opportuni
ties for improvement, and to develop recommendations for improvement or
further action for management consideration and decision making. Would
independence be considered to be impaired in performing such services?
.209 Answer—Independence would not be considered to be impaired pro
vided that during the course of the review the member (and other members of
his or her firm) is not employed by the client and does not act or appear to act
in any capacity equivalent to that of a member of client management. The
decision as to whether any of the member’s (or the firm’s) recommendations
will be implemented must rest entirely with management.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
105. Frequency of Performance of Extended Audit Procedures

.210 Question—In providing extended audit services, would the fre
quency with which a member or his or her firm performs an audit procedure
impair independence?

.211 Answer—Independence would not be considered to be impaired pro
vided that the member’s (or the firm’s) activities have been limited in a manner
consistent with interpretation 101-13 [ET section 101.15] and the procedures
performed constituted separate evaluations of the effectiveness of the ongoing
control and monitoring activities/procedures that are built into the client’s
normal recurring activities.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
106. Member Has Significant Influence Over an Entity That Has
Significant Influence Over a Client

.212 Question—Would independence be considered to be impaired if a
member or his or her firm had significant influence, as defined in paragraph
.27 of the Definitions of the AICPA Code of Professional Conduct, over an entity
that has significant influence over a client?
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.213 Answer—Independence would be considered to be impaired if any
partner or professional of the firm had significant influence over an entity that
has significant influence over a client. By having such influence over the
nonclient entity, the partner or professional employee would also be considered
to have significant influence over the client.

See interpretation 10.1-8 [ET section 101.10] for further guidance.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
107. Participation in Health and Welfare Plan Sponsored by Client
.214 Question—A member participates in or receives benefits from a
health and welfare plan (the “plan”) sponsored by a client. Would independence
be considered to be impaired with respect to the client sponsor or the plan?

.215 Answer—A covered member’s participation in a plan sponsored by a
client would impair independence with respect to the client sponsor and the
plan. However, if the covered member’s participation in the plan, or benefits
received thereunder, arises as a result of the permitted employment of the
covered member’s immediate family in accordance with interpretation 101-1
[ET section 101.02], independence would not be considered to be impaired
provided that the plan is normally offered to all employees in equivalent
employment positions.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1. Revised, November 2002, by the Professional Ethics
Executive Committee.]

[108.] Participation of Member, Spouse or Dependent in Retirement,
Savings, or Similar Plan Sponsored by, or That Invests in, Client
[.216-.217] [Deleted November 2001]
109. Member's Investment in Financial Services Products That Invest in
Clients

.218 Question—Amounts contributed by a member or a member’s firm
(member) for investment purposes, including retirement plans, are invested or
managed by a nonclient financial services company that offers financial serv
ices products, for example, insurance contracts and other investment arrange
ments, which allow the member to direct his or her investment into debt or
equity securities. Under what circumstances would independence be consid
ered to be impaired?
.219 Answer— If a covered member is able to direct and does direct his or
her investment through a financial services product into a client, independence
would be considered to be impaired because such investment is considered to
be a direct financial interest in the client. If the covered member does not
exercise his or her ability to direct the investment but the financial services
product were to invest in a client, such investment would be a direct financial
interest in the client and independence would be considered to be impaired.
If the covered member is not able to direct the investment and the financial
services product invests in a client, the covered member is considered to have
an indirect financial interest in the client. Independence would be considered
to be impaired if the indirect financial interest becomes material tathe covered
member. (See ethics ruling No. 35 under rule 101 [ET section 191.069-.070] for
additional guidance with respect to investments in mutual funds.)

ET §191.213

Ethics Rulings on Independence, Integrity, and Objectivity

1423

Further, an investment in a financial services product that invests only in
clients with respect to which an individual is considered to be a covered member
would be considered to be a direct financial interest in such client, and
independence would be considered to be impaired.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]

110. Member Is Connected With an Entity That Has a Loan to or From
a Client

.220 Question—A member is associated with an entity as an officer,
director, or a shareholder who is able to exercise significant influence over an
entity. That entity has a loan to or from a client of the member’s firm. Would
independence be considered to be impaired with respect to the client?

.221 Answer—If a covered member has control over the entity (as defined
in Generally Accepted Accounting Principles) the existence of a loan to or from
the client would impair independence unless the loan from the client is
specifically permitted under interpretation 101-5 [ET section 101.07].
If any partner or professional employee of the firm is connected with the entity
as an officer, director, or shareholder who is able to exercise significant
influence over the entity, but is unable to control the entity, he or she should
consider interpretation 102-2 [ET section 102.03]. Interpretation 102-2 pro
vides that a conflict of interest may occur if a member performs a professional
service for a client and the member or his or her firm has a relationship with
another entity that could, in the member’s professional judgment, be viewed
by the client or other appropriate parties as impairing the member’s objectivity.
If the member believes that the professional service can be performed with
objectivity, and the relationship is disclosed to and consent is obtained from
such client and other appropriate parties, the rule shall not operate to prohibit
the performance of the professional service.
When making the decision as to whether to perform a professional service and
in making disclosure to the appropriate parties, the member should consider
Rule 301, Confidential Client Information.

[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
111. Employee Benefit Plan Sponsored by Client

.222 Question—A member or his or her firm provides asset management
or investment services that may include having custody of assets, performing

management functions, or making management decisions for an employee
benefit plan (the plan) sponsored by a client. Would independence be consid
ered to be impaired with respect to the plan and the client sponsor?

.223 Answer—The performance of investment management or custodial
services for a plan would be considered to impair independence with respect to
the plan. Independence would also be considered to be impaired with respect
to the client sponsor of a defined benefit plan if the assets under management
or in the custody of the member are material to the plan or the client sponsor.
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Independence would not be considered to be impaired with respect to the client
sponsor of a defined contribution plan provided the member does not make any
management decisions or perform management functions on behalf of the client
sponsor or have custody of the sponsor’s assets.
[Revised, July 2002, to reflect conforming changes necessary due to the revision
of interpretation 101-1.]
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QC Section 20

System of Quality Control for a CPA Firm's
Accounting and Auditing Practice
(Supersedes sections 10 and 10-1)
Effective date: Applicable to a CPA firm's system of quality control for its accounting

and auditing practice as of January 1, 1997, unless otherwise indicated.

Statements on Quality Control Standards are issued by the Auditing
Standards Board. Firms that are enrolled in an Institute-approved
practice-monitoring program are obligated to adhere to quality control
standards established by the Institute.

Introduction and Applicability
.01 This section provides that a CPA firm shall have a system of quality
control for its accounting and auditing practice and describes elements of
quality control and other matters essential to the effective design, implemen
tation, and maintenance of the system.
.02 The AICPA Principles of Professional Conduct provide, among other
things, that “members should practice in firms that have in place internal
quality-control procedures to ensure that services are competently delivered
and adequately supervised.”1 Because of the public interest in the services
provided by and the reliance placed on the objectivity and integrity of CPAs,
this section provides that a CPA firm shall have a system of quality control for
its accounting and auditing practice.1
2

System of Quality Control
.03 A firm3 as a responsibility to ensure that its personnel4 comply with
the professional standards applicable to its accounting and auditing practice.
A system of quality control is broadly defined as a process to provide the firm
with reasonable assurance that its personnel comply with applicable profes
1 AICPA Code of Professional Conduct, “Article VI—Scope and Nature of Services.”

2 Accounting and auditing practice refers to all audit, attest, accounting and review, and other
services for which standards have been established by the AICPA Auditing Standards Board or the
AICPA Accounting and Review Services Committee under rule 201 or 202 of the AICPA Code of
Professional Conduct. Standards may also be established by other AICPA senior technical commit
tees; engagements that are performed in accordance with those standards are not encompassed in the
definition of an accounting and auditing practice.
3 A firm is defined in the AICPA Code of Professional Conduct as “a form of organization
permitted by state law or regulation whose characteristics conform to resolutions of Council that is
engaged in the practice of public accounting, including the individual owners thereof”.
4 The term personnel refers to all individuals who perform professional services for which the
firm is responsible, whether or not they are CPAs.
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sional standards and the firm’s standards of quality.5 The policies and proce
dures designed to implement the system in one segment of a firm’s practice
may be the same as, different from, or interrelated with the policies and
procedures designed for another segment, but the purpose of the system is the
same for all segments of a firm’s practice.

.04 A firm’s system of quality control encompasses the firm’s organiza
tional structure and the policies adopted and procedures established to provide
the firm with reasonable assurance of complying with professional standards.
The nature, extent, and formality of a firm’s quality control policies and
procedures should be appropriately comprehensive and suitably designed in
relation to the firm’s size, the number of its offices, the degree of authority
allowed its personnel and its offices, the knowledge and experience of its
personnel, the nature and complexity of the firm’s practice, and appropriate
cost-benefit considerations.

.05 Any system of quality control has inherent limitations that can reduce
its effectiveness. Variance in an individual’s performance and understanding
of (a) professional requirements or (b) the firm’s quality control policies and
procedures affects the degree of compliance with a firm’s prescribed quality
control policies and procedures and, therefore, the effectiveness of the system.
.06 The system of quality control should provide the firm with reasonable
assurance that the segments of the firm’s engagements performed by its
foreign offices or by its domestic or foreign affiliates or correspondents are
performed in accordance with professional standards in the United States
when such standards are applicable.

Quality Control Policies and Procedure

Elements of Quality Control
.07 The quality control policies and procedures applicable to a firm’s
accounting and auditing practice should encompass the following elements:
a.

Independence, Integrity, and Objectivity

b.

Personnel Management

c.

Acceptance and Continuance of Clients and Engagements

d.

Engagement Performance

e.

Monitoring

.08 The elements of quality control are interrelated. For example, the
maintenance of Integrity, Objectivity, and, where required, Independence re
quires a continuing assessment of client relationships. Similarly, the element
of Personnel Management encompasses criteria for professional development,
hiring, advancement, and assignment of the firm’s personnel to engagements,
which affect policies and procedures developed to meet the objectives of the
quality control element of Engagement Performance. Similarly, policies and
procedures for the quality control element of Monitoring are established to
provide the firm with reasonable assurance that the policies and procedures
related to each of the other elements of quality control are suitably designed
and are being effectively applied.
5 Deficiencies in individual audit, attest, review, and compilation engagements do not, in and of
themselves, indicate that the firm’s system of quality control is insufficient to provide it with
reasonable assurance that its personnel comply with applicable professional standards. [Footnote
added, effective September 2002, by Statement on Quality Control Standards No. 6.]
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Independence, Integrity, and Objectivity
.09 Policies and procedures should be established to provide the firm with
reasonable assurance that personnel maintain independence (in fact and in
appearance) in all required circumstances,6 perform all professional responsi
bilities with integrity, and maintain objectivity in discharging professional
responsibilities.
.10 Independence, Integrity, and Objectivity are defined and more fully
described in the AICPA Code of Professional Conduct (the Code) and AU
section 220, Independence. Rules 101 and 102 of the Code, and the related
Interpretations and Rulings [ET sections 101, 102, and 191) contain examples
of instances wherein a member’s independence, integrity, and objectivity will
be considered to be impaired. Independence encompasses an impartiality that
recognizes an obligation for fairness not only to management and owners of a
business but also to those who may otherwise use the firm’s report. The firm
and its personnel must be free from any obligation to or interest in the client,
its management, or its owners.7 Integrity requires personnel to be honest and
candid within the constraints of client confidentiality. Service and the public
trust should not be subordinated to personal gain and advantage. Objectivity
is a state of mind and a quality that lends value to a firm’s services. The
principle of objectivity imposes the obligation to be impartial, intellectually
honest, and free of conflicts of interest.

Personnel Management
.11 A firm’s quality control system depends heavily on the proficiency of
its personnel. In making assignments, the nature and extent of supervision to
be provided should be considered. Generally, the more able and experienced
the personnel assigned to a particular engagement, the less direct supervision
is needed.

.12 The quality of a firm’s work ultimately depends on the integrity,
objectivity, intelligence, competence, experience, and motivation of personnel
who perform, supervise, and review the work. Thus, a firm’s personnel man
agement policies and procedures factor into maintaining such quality.
.13 Personnel Management encompasses hiring, assigning personnel to
engagements, professional development, and advancement activities. Accord
ingly, policies and procedures should be established to provide the firm with
reasonable assurance that—

a.

Those hired possess the appropriate characteristics to enable them
to perform competently.

b.

Work is assigned to personnel having the degree of technical training
and proficiency required in the circumstances.

c.

Personnel participate in general and industry-specific continuing
professional education and other professional development activities
that enable them to fulfill responsibilities assigned, and satisfy

6 Independence requirements are set forth in Rule 101 of the AICPA Code of Professional
Conduct [ET section 101] and the rules of applicable regulatory agencies such as state boards of
accountancy, the Securities and Exchange Commission, the U.S. General Accounting Office, and the
U.S. Department of Labor. [Footnote renumbered by the issuance of Statement on Quality Control
Standards No. 6, September 2002.]
7 See AU section 220.02. [Footnote renumbered by the issuance of Statement on Quality Control
Standards No. 6, September 2002.]
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applicable continuing professional education requirements of the
AICPA and regulatory agencies.8

d.

Personnel selected for advancement have the qualifications neces
sary for fulfillment of the responsibilities they will be called on to
assume.

Acceptance and Continuance of Clients and Engagements
.14 Policies and procedures should be established for deciding whether to
accept or continue a client relationship and whether to perform a specific
engagement for that client. Such policies and procedures should provide the
firm with reasonable assurance that the likelihood of association with a client
whose management lacks integrity is minimized. Establishing such policies
and procedures does not imply that a firm vouches for the integrity or reliabil
ity of a client, nor does it imply that a firm has a duty to any person or entity
but itself with respect to the acceptance, rejection, or retention of clients.
However, prudence suggests that a firm be selective in determining its client
relationships and the professional services it will provide.

.15 Such policies and procedures should also provide reasonable assur
ance that the firm—
a.

Undertakes only those engagements that the firm can reasonably
expect to be completed with professional competence.

b.

Appropriately considers the risks associated with providing profes
sional services in the particular circumstances.

.16 To minimize the risk of misunderstandings regarding the nature,
scope, and limitations of the services to be performed, policies and procedures
should provide for obtaining an understanding with the client regarding those
services. Professional standards may provide guidance in deciding whether the
understanding should be oral or written.

Engagement Performance
.17 Policies and procedures should be established to provide the firm with
reasonable assurance that the work performed by engagement personnel
meets applicable professional standards, regulatory requirements, and the
firm’s standards of quality.
.18 Policies and procedures for Engagement Performance encompass all
phases of the design and execution of the engagement. To the extent appropri
ate and as required by applicable professional standards, these policies and
procedures should cover planning, performing, supervising, reviewing, docu
menting, and communicating the results of each engagement. Where applica
ble, these policies and procedures should also address the concurring partner
review requirements applicable to SEC engagements as set forth in member
ship requirements of the SEC Practice Section of the AICPA. [As amended,
applicable to a CPA firm’s system of quality control for its accounting, auditing,
and attestation practice as of January 1, 2000, by Statement on Quality
Control Standards No. 4.]
.19 Policies and procedures should also be established to provide reason
able assurance that personnel refer to authoritative literature or other sources
Regulatory agencies that have established continuing education requirements include state
boards of accountancy and the U.S. General Accounting Office. [Footnote renumbered by the issuance
of Statement on Quality Control Standards No. 6, September 2002.]
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and consult, on a timely basis, with individuals within or outside the firm,
when appropriate (for example, when dealing with complex, unusual, or unfa
miliar issues). Individuals consulted should have appropriate levels of knowl
edge, competence, judgment, and authority. The nature of the arrangements
for consultation depends on a number of factors, including the size of the firm
and the levels of knowledge, competence, and judgment possessed by the
persons performing the work.

Monitoring
.20 Policies and procedures should be established to provide the firm with
reasonable assurance that the policies and procedures established by the firm for
each of the other elements of quality control described in paragraphs .07 through
.19 are suitably designed and are being effectively applied.9 Monitoring in
volves an ongoing consideration and evaluation of the—

a.

Relevance and adequacy of the firm’s policies and procedures.

b.

Appropriateness of the firm’s guidance materials and any practice aids.

c.

Effectiveness of professional development activities.

d.

Compliance with the firm’s policies and procedures. When monitor
ing, the effects of the firm’s management philosophy and the envi
ronment in which the firm practices and its clients operate should be
considered.

Administration of a Quality Control System
.21 To provide reasonable assurance that the firm’s quality control sys
tem achieves its objectives, appropriate consideration should be given to the
assignment of quality control responsibilities within the firm, the means by
which quality control policies and procedures are communicated, and the
extent to which the policies and procedures and compliance therewith should
be documented.

Assignment of Responsibilities
.22 Responsibility for the design and maintenance of the various quality
control policies and procedures should be assigned to an appropriate individual
or individuals in the firm. In making that assignment, consideration should be
given to the proficiency of the individuals, the authority to be delegated to
them, and the extent of supervision to be provided. However, all of the firm’s
personnel are responsible for complying with the firm’s quality control policies
and procedures.

Communication
.23 A firm should communicate its quality control policies and procedures
to its personnel in a manner that provides reasonable assurance that those
policies and procedures are understood and complied with. The form and
extent of such communications should be sufficiently comprehensive to provide
the firm’s personnel with an understanding of the quality control policies and
procedures applicable to them. In addition, a firm should establish a means of
communicating its established quality control policies and procedures, and the
changes thereto, to appropriate personnel on a timely basis.
9 See section 30, Monitoring a CPA Firm’s Accounting and Auditing Practice. [Footnote renum
bered by the issuance of Statement on Quality Control Standards No. 6, September 2002.]
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Documentation of Quality Control Policies and Procedures
.24 The size, structure, and nature of the practice of the firm should be
considered in determining whether documentation of established quality con
trol policies and procedures is required for effective communication and, if so,
the extent of such documentation. For example, documentation of established
quality control policies and procedures would generally be expected to be more
extensive in a large firm than in a small firm and in a multiofifice firm than in
a single-office firm. Although communication ordinarily is enhanced if it is in
writing, the effectiveness of a firm’s system of quality control is not necessarily
impaired by the absence of documentation of established quality control poli
cies and procedures.

Documentation of Compliance With Quality Control Policies and
Procedures
.25 A firm should prepare appropriate documentation to demonstrate
compliance with its policies and procedures for the quality control system
discussed herein. The form and content of such documentation is a matter of
judgment and depends on a number of factors, such as the size of a firm, the
number of offices, the degree of authority allowed its personnel and its offices,
the nature and complexity of the firm’s practice, its organization, and appro
priate cost-benefit considerations. Documentation should be retained for a
period of time sufficient to enable those performing monitoring procedures and
a peer review to evaluate the extent of the firm’s compliance with its quality
control policies and procedures.

Effective Date
.26 The provisions of this section are applicable to a CPA firm’s system of
quality control for its accounting and auditing practice as of January 1, 1997.
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QC Section 30

Monitoring a CPA Firm's Accounting and
Auditing Practice
Effective date: Applicable to a CPA firm's system of quality control for its accounting
and auditing practice as of January 1, 1997.

Statements on Quality Control Standards are issued by the Auditing
Standards Board. Firms that are enrolled in an Institute-approved
practice-monitoring program are obligated to adhere to quality control
standards established by the Institute.

Introduction
.01 This section provides guidance on how a CPA firm implements the
monitoring element of a quality control system in its accounting and auditing
practice.1

.02 Section 20, System of Quality Control for a CPA Firm’s Accounting
and Auditing Practice, describes Monitoring as one of the five elements of
quality control. It provides that a CPA firm1
2 should establish policies and
procedures to provide the firm with reasonable assurance that the policies and
procedures relating to each of the other elements of quality control are suitably
designed and are being effectively applied. Monitoring involves an ongoing
consideration and evaluation of the—
a.

Relevance and adequacy of the firm’s policies and procedures.

b.

Appropriateness of the firm’s guidance materials and any practice
aids.

c.

Effectiveness of professional development activities.

d.

Compliance with the firm’s policies and procedures.

When monitoring, the effects of the firm’s management philosophy and the
environment in which the firm practices and its clients operate should be
considered.

Monitoring Procedures
.03 Monitoring procedures taken as a whole should enable the firm to
obtain reasonable assurance that its system of quality control is effective.
1 Accounting and auditing practice refers to all audit, attest, accounting and review, and other
services for which standards have been established by the AICPA Auditing Standards Board or the
AICPA Accounting and Review Services Committee under rule 201 or 202 of the AICPA Code of
Professional Conduct. Standards may also be established by other AICPA senior technical commit
tees; engagements that are performed in accordance with those standards are not encompassed in the
definition of an accounting and auditing practice.

2 A firm is defined in the AICPA Code of Professional Conduct as “a form of organization
permitted by state law or regulation whose characteristics conform to resolutions of Council that is
engaged in the practice of public accounting, including the individual owners thereof”.
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Procedures that provide the firm with a means of identifying and communicat
ing circumstances that may necessitate changes to or the need to improve
compliance with the firm’s policies and procedures contribute to the monitoring
element. A firm’s monitoring procedures may include—

•

Inspection procedures. (See paragraphs .04 through .07.)

•

Preissuance or postissuance review of selected engagements. (See
paragraphs .08 and .09.)

•

Analysis and assessment of—

—

New professional pronouncements.

—

Results of independence confirmations.

—

Continuing professional education and other professional devel
opment activities undertaken by firm personnel.3

—

Decisions related to acceptance and continuance of client relation
ships and engagements.

—

Interviews of firm personnel.

•

Determination of any corrective actions to be taken and improvements
to be made in the quality control system.

•

Communication to appropriate firm personnel of any weaknesses
identified in the quality control system or in the level of understanding
or compliance therewith.

•

Follow-up by appropriate firm personnel to ensure that any necessary
modifications are made to the quality control policies and procedures
on a timely basis.

.04 Inspection procedures evaluate the adequacy of the firm’s quality
control policies and procedures, its personnel’s understanding of those policies
and procedures, and the extent of the firm’s compliance with its quality control
policies and procedures. Inspection procedures contribute to the monitoring
function because findings are evaluated and changes in or clarifications of
quality control policies and procedures are considered.
.05 The need for and extent of inspection procedures depends in part on
the existence and effectiveness of the other monitoring procedures. Factors to
be considered in determining the need for and extent of inspection procedures
include, but are not limited to—

•

The nature, complexity, and diversity of, and the risks associated with,
the firm’s practice.

•

The firm’s size, number of offices, degree of authority allowed its
personnel and its offices, and organizational structure.

•

The results of recent practice reviews4 and previous inspection proce
dures.

•

Appropriate cost-benefit considerations.5

3 The term personnel refers to all individuals who perform professional services for which the
firm is responsible, whether or not they are CPAs.
4 Practice reviews include, but are not limited to, peer reviews performed under standards
established by the AICPA and reviews conducted by regulatory agencies.
5 Although appropriate cost-benefit considerations may be considered in determining the need
for and extent of inspection procedures, a firm must still effectively monitor its practice.
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.06 The nature of inspection procedures will vary based on the firm’s
quality control policies and procedures and the effectiveness and results of
other monitoring procedures. The adequacy of and compliance with a firm’s
quality control system are evaluated by performing such inspection procedures
as—

•

Review of selected administrative and personnel records pertaining to
the quality control elements.

•

Review of engagement working papers, reports, and clients’ financial
statements. (See also paragraphs .08 and .09.)

•

Discussions with the firm’s personnel.

•

Summarization of the findings from the inspection procedures, at least
annually, and consideration of the systemic causes of findings that
indicate improvements are needed.

•

Determination of any corrective actions to be taken or improvements
to be made with respect to the specific engagements reviewed or the
firm’s quality control policies and procedures.

•

Communication of the identified findings to appropriate firm manage
ment personnel.

•

Consideration of inspection findings by appropriate firm management
personnel who should also determine that any actions necessary,
including necessary modifications to the quality control system, are
taken on a timely basis.

Inspection procedures with respect to the engagement performance element of
a quality control system are particularly appropriate in a firm with more than
a limited number of management-level individuals6 responsible for the conduct
of its accounting and auditing practice.

.07 Inspection procedures may be performed at a fixed time(s) during the
year covering a specified period(s) of time or as part of ongoing quality control
procedures, or a combination thereof.
.08 Procedures for carrying out preissuance or postissuance review of
engagement working papers, reports, and clients’ financial statements by a
qualified management-level individual (or by a qualified individual under his
or her supervision) may be considered part of the firm’s monitoring procedures
provided that those performing or supervising such preissuance or postissu
ance reviews are not directly associated with the performance of the engage
ment. Such preissuance or postissuance review procedures may constitute
inspection procedures provided—

a.

The review is sufficiently comprehensive to enable the firm to assess
compliance with all applicable professional standards and the firm’s
quality control policies and procedures.

h.

Findings of such reviews that may indicate the need to improve
compliance with or modify the firm’s quality control policies and
procedures are periodically summarized, documented, and commu
nicated to the firm’s management personnel having the responsibil
ity and authority to make changes in those policies and procedures.

6 The term management-level individual refers to all owners of a firm and other individuals
within the firm with a managerial position as described in Interpretation 101-9 of the Code of
Professional Conduct.
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c.

The firm’s management personnel consider on a timely basis the
systemic causes of findings that indicate improvements are needed
and determine appropriate actions to be taken.

d.

The firm implements on a timely basis such planned actions, com
municates changes to personnel who might be affected, and follows
up to determine that the planned actions were taken.

A preissuance and, except as described in paragraph .09, a postissuance review
of engagement working papers, reports, and clients’ financial statements by
the person with final responsibility for the engagement does not constitute a
monitoring procedure.
.09 In small firms with a limited number of qualified management-level
individuals, postissuance review of engagement working papers, reports, and
clients’ financial statements by the person with final responsibility for the
engagement may constitute inspection procedures, provided the provisions in
paragraph .08a-d are followed. (See also paragraph .11.)

Monitoring in Small Firms With a Limited Number of
Management-Level Individuals
.10 In small firms with a limited number of management-level individu
als, monitoring procedures may need to be performed by some of the same
individuals who are responsible for compliance with the firm’s quality control
policies and procedures. To effectively monitor one’s own compliance with the
firm’s policies and procedures, an individual must be able to critically review
his or her own performance, assess his or her own strengths and weaknesses,
and maintain an attitude of continual improvement. Changes in conditions and
in the environment within the firm (such as obtaining clients in an industry
not previously serviced or significantly changing the size of the firm) may
indicate the need to have quality control policies and procedures monitored by
another qualified individual.
.11 The performance of inspection procedures in firms with a limited
number of management-level individuals can assist the firm in the monitoring
process. An individual inspecting his or her own compliance with a quality
control system may be inherently less effective than having such compliance
inspected by another qualified individual. When one individual inspects his or
her own compliance, the firm may have a higher risk that noncompliance with
policies and procedures will not be detected. Accordingly, a firm in this circum
stance may find it beneficial to engage a qualified individual from outside the
firm to perform inspection procedures.

The Relationship of Peer Review to Monitoring
.12 A peer review does not substitute for monitoring procedures. How
ever, since the objective of a peer review is similar to that of inspection
procedures, a firm’s quality control policies and procedures may provide that a
peer review conducted under standards established by the AICPA may substi
tute for some or all of its inspection procedures for the period covered by the
peer review.

Effective Date
.13 The provisions of this section are applicable to a CPA firm’s system of
quality control for its accounting and auditing practice as of January 1, 1997.
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QC Section 40

The Personnel Management Element of
a Firm's System of Quality Control—
Competencies Required by a Practitionerin-Charge of an Attest Engagement
Introduction
.01 Section 20, System of Quality Control for a CPA Firm’s Accounting
and Auditing Practice, provides that a CPA firm shall have a system of quality
control for its accounting and auditing practice1 that should encompass the
following elements:

a.

Independence, integrity, and objectivity

b.

Personnel management

c.

Acceptance and continuance of clients and engagements

d.

Engagement performance

e.

Monitoring

The Personnel Management Element of Quality Control
.02 Personnel Management encompasses hiring, assigning personnel to
engagements, professional development, and .advancement activities. Accord
ingly, policies and procedures should be established to provide the firm with
reasonable assurance that—
a.

Those hired possess the appropriate characteristics to enable them
to perform competently. Examples of such characteristics may in
clude meeting minimum academic requirements established by the
firm, maturity, integrity, and leadership traits.

b.

Work is assigned to personnel having the degree of technical training
and proficiency required in the circumstances.

c.

Personnel participate in general and industry-specific continuing
professional education and other professional development activities
that enable them to fulfill responsibilities assigned, and satisfy
applicable continuing professional education requirements of the
AICPA, and regulatory agencies.1
2

1 Accounting and auditing practice refers to all accounting, audit, and attestation services for
which standards have been established by the AICPA Auditing Standards Board or the AICPA
Accounting and Review Services Committee under Rule 201 or 202 of the AICPA Code of Professional
Conduct. Standards may also be established by other AICPA senior technical committees; engage
ments that are performed in accordance with those standards are not encompassed in the definition
of an accounting, auditing, and attestation practice.

2 Regulatory agencies that have established continuing education requirements include state
boards of accountancy and the U.S. General Accounting Office.
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d.

Personnel selected for advancement have the qualifications neces
sary for fulfillment of the responsibilities they will be called on to
assume.

.03 This section clarifies the requirements of the personnel management
element of a firm’s system of quality control. In light of the significant respon
sibilities during the planning and performance of accounting, auditing, and
attestation engagements of individuals who are responsible for supervising
accounting, auditing, and attestation engagements and signing or authorizing
an individual to sign the accountants report on such engagements, a firm’s
policies and procedures related to the items noted in paragraph .02 above should
be designed to provide a firm with reasonable assurance that such individuals
possess the kinds of competencies that are appropriate given the circum
stances of individual client engagements. For purposes of this standard, such
an individual is referred to as the practitioner-in-charge of the engagement.

Competencies
.04 Competencies are the knowledge, skills, and abilities that enable a
practitioner-in-charge to be qualified to perform an accounting, auditing, or
attestation engagement. A firm is expected to determine the kinds of compe
tencies that are necessary in the individual circumstances. Competencies are
not measured by periods of time because such a quantitative measurement
may not accurately reflect the kinds of experiences gained by a practitioner in
any given time period. Accordingly, for purposes of this section, a measure of
overall competency is qualitative rather than quantitative.

Gaining Competencies
.05 A firm’s policies and procedures would ordinarily require a practitioner-in-charge of an engagement to gain the necessary competencies through
recent experience in accounting, auditing, and attestation engagements. In some
cases, however, a practitioner-in-charge will have obtained the necessary compe
tencies through disciplines other than the practice of public accounting, such
as in relevant industry, governmental, and academic positions. If necessary,
the experience of the practitioner-in-charge should be supplemented by con
tinuing professional education (CPE) and consultation. The following are
examples.
•

A practitioner-in-charge of an engagement whose recent experience
has consisted primarily in providing tax services may acquire the
competencies necessary in the circumstances to perform a compilation
or review engagement by obtaining relevant CPE.

•

A practitioner-in-charge of an engagement who did not have any
experience in auditing the financial statements of a public company
and only possessed recent prior experience in auditing the financial
statements of nonpublic entities may develop the necessary competen
cies by obtaining relevant CPE related to SEC rules and regulations
and consulting with other practitioners who possess relevant knowl
edge related to SEC rules and regulations.

•

A practitioner-in-charge of an engagement who did not have any
experience in auditing the financial statements of a public company
but possessed prior public accounting practice experience auditing
financial statements of nonpublic entities and who also has relevant
experience as the controller of a public company may have the neces
sary competencies in the circumstances.
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•

A practitioner-in-charge of an engagement whose actual experience
consists of performing review and compilation engagements may be
able to obtain the necessary competencies to perform an audit by
becoming familiar with the industry in which the client operates,
obtaining continuing professional education relating to auditing,
and/or using consulting sources during the course of performing the
audit engagement

•

A person in academia might obtain the necessary competencies to
perform accounting, auditing or attestation engagements by (a) ob
taining specialized knowledge through teaching or authorship of re
search projects or similar papers, and (b) a rigorous self-study program
or by engaging a consultant to assist on such engagements.

.06 Regardless of the manner in which a particular competency is gained,
a firm’s quality control policies and procedures should be adequate to provide
reasonable assurance that a practitioner-in-charge of an engagement possesses
the competencies necessary to fulfill his or her engagement responsibilities.
.07 The nature and extent of competencies established by a firm that are
expected of the practitioner-in-charge of an engagement should be based on the
characteristics of a particular client, industry, and the kind of service being
provided. For example, the following should be considered.

•

The competencies expected of a practitioner-in-charge of an engagement
to compile financial statements would be different than those expected of
a practitioner engaged to review or audit financial statements.

•

Supervising engagements and signing or authorizing others to sign
reports for clients in certain industries or engagements, such as
financial services, governmental, or employee benefit plan engage
ments, would require different competencies than what would be
expected in performing attest services for clients in other industries.

•

The practitioner-in-charge of an engagement to audit the financial
statements of a public company would be expected to have certain
technical proficiency in SEC reporting requirements, while a practi
tioner-in-charge who is not assigned to the audits of public companies
would not need to be proficient in this area. This would include, for
example, experience in the industry and appropriate knowledge of
SEC and ISB rules and regulations, including accounting and inde
pendence standards.

•

The practitioner-in-charge of an attestation engagement to examine
management’s assertion about the effectiveness of an entity’s internal
control over financial reporting would be expected to have certain
technical proficiency in understanding and evaluating the effective
ness of controls, while a practitioner-in-charge of an attestation en
gagement to examine investment performance statistics would be
expected to have different competencies, including an understanding
of the subject matter of the underlying assertion.

Competencies Expected in Performing Accounting, Auditing,
and Attestation Engagements
.08 In practice, the kinds of competency requirements that a firm should
establish for the practitioner-in-charge of an engagement are necessarily broad
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and varied in both their nature and number. However, the firm’s quality
control policies and procedures should ordinarily address the following compe
tencies for the practitioner-in-charge of an engagement. Firms policies and
procedures should also address other competencies as necessary in the circum
stances.
—

Understanding of the Role of a System of Quality Control and the
Code of Professional Conduct—Practitioners-in-charge of an engage
ment should possess an understanding of the role of a firm’s system
of quality control and the AICPA’s Code of Professional Conduct, both
of which play critical roles in assuring the integrity of the various
kinds of accountant’s reports.

—

Understanding of the Service to be Performed—Practitioners-incharge of an engagement should possess an understanding of the
performance, supervision, and reporting aspects of the engagement,
which is normally gained through actual participation in that kind
of engagement under appropriate supervision.

—

Technical Proficiency—Practitioners-in-charge of an engagement
should possess an understanding of the applicable accounting, audit
ing, and attest professional standards including those standards
directly related to the industry in which a client operates and the
kinds of transactions in which a client engages.

—

Familiarity with the Industry—To the extent required by profes
sional standards applicable to the kind of service being performed,
practitioners-in-charge of an engagement should possess an under
standing of the industry in which a client operates. In performing an
audit or review of financial statements, this understanding would
include an industry’s organization and operating characteristics
sufficient to identify areas of high or unusual risk associated with an
engagement and to evaluate the reasonableness of industry specific
estimates.

—

Professional Judgment—Practitioners-in-charge of an engagement
should possess skills that indicate sound professional judgment. In
performing an audit or review of financial statements, such skills
would typically include the ability to exercise professional skepticism
and identify areas requiring special consideration including, for
example, the evaluation of the reasonableness of estimates and
representations made by management and the determination of the
kind of report necessary in the circumstances.

—

Understanding the Organization’s Information Technology Sys
tems—Practitioners-in-charge of an audit engagement should have
an understanding of how the organization is dependent on or enabled
by information technologies; and the manner in which information
systems are used to record and maintain financial information.

Interrelationship of Competencies and Other Elements of a
Firm's System of Quality Control
.09 The competencies listed above are interrelated and gaining one par
ticular competency may be related to achieving another. For example, famili
arity with the client’s industry interrelates with a practitioner’s ability to make
professional judgments relating to the client.

QC §40.09
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.10 In establishing policies and procedures related to the nature of com
petencies needed by the practitioner-in-charge of an engagement, a firm may
need to consider the requirements of policies and procedures established for
other elements of quality control. For example, a firm would consider its
requirements related to engagement performance in determining the nature of
any competency requirements that assess the degree of technical proficiency
necessary in a given set of circumstances.

The Relationship of the Competency Requirement of
the Uniform Accountancy Act to the Personnel
Management Element of Quality Control
.11 The Uniform Accountancy Act (UAA) is a model legislative statute
and related administrative rules that the AICPA and the National Association
of State Boards of Accountancy (NASBA) designed to provide a uniform ap
proach to the regulation of the accounting profession. CPAs are not required to
follow the provisions of the UAA itself but rather the accountancy laws of the
individual licensing jurisdictions in the United States governing the practice
of public accounting, which may have adopted the UAA in whole or in part. The
UAA provides that “any individual licensee who is responsible for supervising
attest or compilation services and signs or authorizes someone to sign the
accountant’s report on the financial statements on behalf of the firm shall meet
the competency requirements set out in the professional standards for such
services.” A firm’s compliance with this section is intended to enable a practi
tioner who performs the services described in the preceding sentence on the
firm’s behalf to meet this competency requirement; however, this section’s
applicability is broader than what is required by the UAA since the definition
of an accounting and auditing practice in quality control standards encom
passes a wider range of attest engagements.

Effective Date
.12 The provisions of this section are applicable to a CPA firm’s system of
quality control for its accounting and auditing practice as of June 30, 2000.
Earlier implementation is encouraged.

QC §40.12
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STAFF QUESTIONS AND ANSWERS
AUDITING INTERNAL CONTROL OVER FINANCIAL REPORTING
JUNE 23, 2004 (Revised July 27, 2004)1

Summary: Staff questions and answers set forth the staffs opinions on issues
related to the implementation of the standards of the Public
Company Accounting Oversight Board (“PCAOB” or “Board”). The
staff publishes questions and answers to help auditors implement,
and the Board’s staff administer, the Board’s standards. The
statements contained in the staff questions and answers are not
rules of the Board, nor have they been approved by the Board.
The following staff questions and answers related to PCAOB Auditing
Standard No. 2, An Audit of Internal Control Over Financial Reporting
Performed in Conjunction with an Audit of Financial Statements (“Auditing
Standard No. 2”), were prepared by the Office of the Chief Auditor. Questions
should be directed to Laura Phillips, Associate Chief Auditor (202/207-9111;
phillipsl@pcaobus.org) or Greg Fletcher, Assistant Chief Auditor (202/2079203; fletcherg@pcaobus.org).

* * *

General
Q1. What is the authoritative status of the Background and Basis for Conclu
sions appendix in a Board’s standard?

Al. All appendices of auditing standards issued by the Board, including the
Background and Basis for Conclusions, are an integral part of the standard
and carry the same authoritative weight as the body of the standard.
Q2. What is the authoritative status of the Notes included within the body of
a Board’s standard?

A2. Both the Notes and footnotes to a Board standard are an integral part of
the standard and carry the same authoritative weight as any other information
in the body of, or appendices to, the standard.

Independence
Q3. Paragraph 33 of Auditing Standard No. 2 states: “The auditor must not
accept an engagement to provide internal control-related services to an issuer
for which the auditor also audits the financial statements unless that engage
ment has been specifically pre-approved by the audit committee.” Although the
word “non-audit” does not appear in that requirement, do only non-audit
internal control-related services need to be specifically pre-approved?
1 Paragraph A16 was revised on July 27, 2004 to more closely align the answer with the
directions in paragraph B6 of Auditing Standard No. 2 upon which the answer was based.
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A3. The pre-approval requirement in Auditing Standard No. 2 applies to
any internal control-related services, regardless of whether they are classi
fied as audit or non-audit services for proxy disclosure purposes or other
wise. Every proposed engagement by the issuer’s auditor to provide internal
control-related services merits specific attention by the audit committee so
that the audit committee can determine whether the performance of the
services would impair the auditor’s independence and whether manage
ment’s involvement in the services is substantive and extensive.

Q4. Under Auditing Standard No. 2, an auditor cannot accept an engagement
to provide internal control-related services unless the audit committee has
evaluated the actual, individual control-related service before the auditor was
engaged. An auditor might have been engaged by an issuer to perform internal
control-related services prior to the effective date of Auditing Standard No. 2,
at which time those services were pre-approved in a manner that would not
satisfy the requirement in Auditing Standard No. 2. Further, those services
might be ongoing such that the auditor continues to provide internal controlrelated services after the effective date of Auditing Standard No. 2 that were
pre-approved prior to the effective date of Auditing Standard No. 2 in a manner
that does not satisfy the auditor’s requirement in Auditing Standard No. 2. Is
there any grandfathering for these types of engagements in which their original
pre-approval would be considered sufficient under Auditing Standard No. 2?
A4. No, there is no grandfathering for internal control-related engage
ments that were pre-approved prior to the effective date of Auditing Stand
ard No. 2 in a manner that would not satisfy the requirement in Auditing
Standard No. 2 if the provision of services is ongoing after the effective date
of the standard. If the auditor has been engaged to perform internal
control-related services that were pre-approved prior to the effective date
of Auditing Standard No. 2 in a manner that does not satisfy the require
ments of Auditing Standard No. 2 and if those services are ongoing after
the effective date of Auditing Standard No. 2, the auditor should request
the audit committee to specifically evaluate the independence implications
of the continuation of those services as soon as practicable. This type of
remedial involvement of the audit committee is consistent with the empha
sis and vigilance that is appropriate for the audit committee to have
regarding approval of internal control-related services.

Scope and Extent of Testing
Q5. Several passages in Auditing Standard No. 2 refer to “financial state
ments and related disclosures.” Do these references to “related disclosures”
extend the auditor’s evaluation and testing of controls to controls over the
preparation of management’s discussion and analysis (“MD&A”)?

A5. No. References in Auditing Standard No. 2 to “financial statements
and related disclosures” refer to a company’s financial statements and notes
as presented in accordance with generally accepted accounting principles
(“GAAP”). These references do not extend to the preparation of MD&A or
other similar financial information presented outside a company’s GAAPbasis financial statements and notes.
Q6. If management implements, late in the year, a new accounting system
that significantly affects the processing of transactions for significant accounts,
and if the majority of the year’s transactions were processed on the old system,
does the auditor need to test controls over the new system? Given the same
scenario, does the auditor need to test controls over the old system?
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A6. To audit internal control over financial reporting, the auditor will need
to test controls over the new system. Paragraphs 147-149 of Auditing
Standard No. 2 provide relevant directions to the auditor in this situation.
Those paragraphs state that the auditor’s opinion on whether manage
ment’s assessment of the effectiveness of internal control over financial
reporting is fairly stated relates to the effectiveness of the company’s
internal control over financial reporting as of a point in time. Furthermore,
Section 404(a) of the Act requires that this assessment be as of the end of
the issuer’s most recent fiscal year. Because controls over the new system,
which significantly affect the processing of transactions for significant
accounts, are the controls that are operating as of the date of management’s
assessment, the auditor should test controls over the new system.

Although the auditor would not be required to test controls over the old
system to have sufficient evidence to support his or her opinion on manage
ment’s assessment of the effectiveness of internal control over financial
reporting as of the end of the issuer’s fiscal year, the old system is relevant
to the audit of the financial statements. In the audit of the financial
statements, the auditor should have an understanding of the internal
control over financial reporting, which includes the old system. Addition
ally, to assess control risk for specific financial statement assertions at less
than the maximum, the auditor is required to obtain evidence that the
relevant controls operated effectively during the entire period upon which
the auditor plans to place reliance on those controls. Paragraphs 150 and
151 of Auditing Standard No. 2 provide relevant directions to the auditor
in this situation.

Q7. Paragraph 140 of Auditing Standard No. 2 includes the following circum
stance as a significant deficiency and a strong indicator of a material weakness:
Identification by the auditor of a material misstatement in financial statements
in the current period that was not initially identified by the company’s internal
control over financial reporting. (This is a strong indicator of a material
weakness even if management subsequently corrects the misstatement.)

Historically, many auditors have worked with companies closely at year-end,
performing auditing procedures on preliminary drafts of the financial state
ments and providing feedback over a period of time on each successive draft. If
the auditor identifies a misstatement in a preliminary draft of financial
statements, does this represent a significant deficiency and a strong indicator
of a material weakness? Do discussions between management and the auditor
regarding the adoption of a new accounting principle or an emerging issue that
have, in the past, been seen as a normal part of a high quality audit, need to
be postponed until after the company has completed its related accounting?
A7. The inclusion of this circumstance in Auditing Standard No. 2 as a
significant deficiency and a strong indicator of a material weakness empha
sizes that a company must have effective internal control over financial
reporting on its own. More specifically, the results of auditing procedures
cannot be considered when evaluating whether the company’s internal
control provides reasonable assurance that the company’s financial state
ments will be presented fairly in accordance with generally accepted ac
counting principles. There are a variety of ways that a company can
emphasize that it, rather than the auditor, is responsible for the financial
statements and that the company has effective controls surrounding the
preparation of financial statements.
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Modifying the traditional audit process such that the company provides the
auditor with only a single draft of the financial statements to audit when
the company believes that all its controls over the preparation of the
financial statements have fully operated is one way to demonstrate man
agement’s responsibility and to be clear that all the company’s controls have
operated. However, this process is not necessarily what was expected to
result from the implementation of Auditing Standard No. 2. Such a process
might make it difficult for some companies to meet the accelerated filing
deadlines for their annual reports. More importantly, such a process,
combined with the accelerated filing deadlines, might put the auditor under
significant pressure to complete the audit of the financial statements in too
short a time period thereby impairing, rather than improving, audit quality.
Therefore, some type of information-sharing on a timely basis between
management and the auditor is necessary.

A company may share interim drafts of the financial statements with the
auditor. The company can minimize the risk that the auditor would deter
mine that his or her involvement in this process might represent a signifi
cant deficiency or material weakness through clear communications (either
written or oral) with the auditor about the following:
•

state of completion of the financial statements;

•

extent of controls that had operated or not operated at the time; and

•

purpose for which the company was giving the draft financial state
ments to the auditor.

For example, a company might give the auditor draft financial statements
to audit that lack two notes required by generally accepted accounting
principles. Absent any communication from the company to clearly indicate
that the company recognizes that two specific required notes are lacking,
the auditor might determine that the lack of those notes constitutes a
material misstatement of the financial statements that represents a signifi
cant deficiency and is a strong indicator of a material weakness. On the
other hand, if the company makes it clear when it provides the draft
financial statements to the auditor that two specific required notes are
lacking and that those completed notes will be provided at a later time, the
auditor would not consider their omission at that time a material misstate
ment of the financial statements.
As another example, a company might release a partially completed note to
the auditor and make clear that the company’s process for preparing the
numerical information included in a related table is complete and, therefore,
that the company considers the numerical information to be fairly stated
even though the company has not yet completed the text of the note. At the
same time, the company might indicate that the auditor should not yet
subject the entire note to audit, but only the table. In this case, the auditor
would evaluate only the numerical information in the table and the com
pany’s process to complete the table. However, if the auditor identifies a
misstatement of the information in the table, he or she should consider that
circumstance a misstatement of the financial statements. If the auditor
determines that the misstatement is material, a significant deficiency as
well as a strong indicator of a material weakness would exist.

This type of analysis, focusing on the company’s responsibility for internal
control, may be extended to other types of auditor involvement. For exam
ple, many audit firms prepare accounting disclosure checklists to assist both
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companies and auditors in evaluating whether financial statements include
all the required disclosures under GAAP. Obtaining a blank accounting
disclosure checklist from the company’s auditor and independently complet
ing the checklist as part of the procedures to prepare the financial state
ments is not, by itself, an indication of a weakness in the company’s controls
over the period-end financial reporting process. As another example, if the
company obtains the blank accounting disclosure checklist from its auditor,
requests the auditor to complete the checklist, and the auditor determines
that a material required disclosure is missing, that situation would repre
sent a significant deficiency and a strong indicator of a material weakness.
These evaluations, focusing on the company’s responsibility for internal
control over financial reporting, will necessarily involve judgment on the
part of the auditor. A discussion with management about an emerging
accounting issue that the auditor has recently become aware of, or the
application of a complex and highly technical accounting pronouncement in
the company’s particular circumstances, are all types of timely auditor
involvement that should not necessarily be indications of weaknesses in a
company’s internal control over financial reporting. However, as described
above, clear communication between management and the auditor about
the purpose for which the auditor is being involved is important. Although
the auditor should not determine that the implications ofAuditing Standard
No. 2 force the auditor to become so far removed from the financial reporting
process on a timely basis that audit quality is impaired, some aspects of the
traditional audit process may need to be carefully structured as a result of
this increased focus on the effectiveness of the company’s internal control
over financial reporting.
Q8. If an issuer decides to forego the required testing or documentation that
would form a sufficient basis for management’s assessment of the effectiveness
of internal control over financial reporting, may the auditor simply render an
adverse opinion on internal control over financial reporting? In this circum
stance, could the auditor render an adverse opinion on management’s assess
ment but render an unqualified opinion on the effectiveness of internal control
over financial reporting?

A8. No. Paragraph 20 of Auditing Standard No. 2 describes the responsi
bilities that management is required to fulfill for the auditor to satisfactorily
complete an audit of internal control over financial reporting. These respon
sibilities include management evaluating the effectiveness of the company’s
internal control over financial reporting and supporting its evaluation with
sufficient evidence, including documentation. If the auditor concludes that
management has not fulfilled these responsibilities, Auditing Standard No.
2 states that the auditor should communicate, in writing, to management
and the audit committee that the audit of internal control over financial
reporting cannot be satisfactorily completed and that he or she is required

to disclaim an opinion. Therefore, an auditor could not render either an
adverse opinion on management’s assessment or an unqualified opinion on
internal control over financial reporting because, in this situation, the
auditor would be precluded from expressing any opinion.

Additionally, management is required to fulfill these responsibilities under
Items 308(a) and (c) of Regulation S-B and S-K, 17 C.F.R. 228.308 (a) and
(c) and 229.308 (a) and (c), respectively. To the extent that management has
willfully decided not to fulfill these responsibilities, the auditor also may
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have responsibilities under AU sec. 317, Illegal Acts by Clients,2 and Section
10A of the Securities Exchange Act of 1934.

Q9. Is it necessary for the auditor to test controls directly if management
asserts that internal control over financial reporting is ineffective? If the
auditor identifies a material weakness, does the auditor need to complete his
or her testing of controls?
A9. Yes. Paragraph 27 of Auditing Standard No. 2 requires the auditor to
obtain sufficient competent evidence about the design and operating effec
tiveness of controls over all relevant financial statement assertions related
to all significant accounts and disclosures in the financial statements. That
paragraph also requires the auditor to plan and perform the audit to obtain
reasonable assurance that all material weaknesses are identified. There
fore, to complete an audit of internal control over financial reporting and
render an opinion, it is necessary for the auditor to test controls directly,
regardless of the company’s assessment or the auditor’s earlier identifica
tion of a material weakness.

Q10. Auditing Standard No. 2 describes five financial statement assertions
and describes the auditor’s responsibilities in terms of relevant assertions.
Some professional standards, such as the International Standards on Auditing,
include more than five financial statement assertions. Some companies are
using fewer than five assertions when making their assessments. For the
auditor to perform an audit of internal control over financial reporting in
accordance with Auditing Standard No. 2, must management and the auditor
use the five assertions described therein?
A10. No. For the auditor to perform an audit of internal control over
financial reporting in accordance with Auditing Standard No. 2, manage
ment and the auditor may base their evaluations on assertions that are
different from those specified in Auditing Standard No. 2. Paragraphs 69
and 70 of Auditing Standard No. 2 describe the identification of relevant
assertions. Relevant assertions are those that have a meaningful bearing
on whether the account is fairly stated. To identify relevant assertions, the
auditor should determine the sources of likely potential misstatements in
each significant account. Ultimately, management and the auditor should
identify and test controls over all relevant assertions for all significant
accounts. To the extent that management or the auditor bases his or her
work on assertions different from those in Auditing Standard No. 2, the
auditor would be required to determine that he or she had identified and
tested controls over all sources of likely potential misstatements in each
significant account and over all representations by management that have
a meaningful bearing on whether the account is fairly stated.

Evaluating Deficiencies
Q11. The definition of a significant deficiency is based, in part, on a magnitude
of financial statement misstatement that is “more than inconsequential.”
2 The Board adopted the generally accepted auditing standards, as described in the AICPA
Auditing Standards Board’s (“ASB”) Stateinent on Auditing Standards No. 95, Generally Accepted
Auditing Standards, as in existence on April 16, 2003, on an initial, transitional basis. The State
ments on Auditing Standards promulgated by the ASB have been codified into the AICPA Profes
sional Standards, Volume 1, as AU sections 100 through 900. References in Auditing Standard No. 2
and this Staff Questions and Answers document refer to those generally accepted auditing standards,
as adopted on an interim basis in PCAOB Rule 3200T.
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Paragraphs E87-E91 of Auditing Standard No. 2 describe the development of
the Board’s definition of the term inconsequential. The definition is based on
paragraph .41 of AU sec. 312, Audit Risk and Materiality in Conducting an
Audit, which states:
In aggregating likely misstatements that the entity has not corrected, pursuant
to paragraphs .34 and .35 [ofAU sec. 312], the auditor may designate an amount
below which misstatements need not be accumulated. This amount should be
set so that any such misstatements, either individually or when aggregated
with other such misstatements, would not be material to the financial state
ments, after the possibility of further undetected misstatements is considered.

In the audit of the financial statements, different auditors designate the
amount described in paragraph .41 of AU sec. 312 in various ways. Some
auditors quantify, during the planning phase of the audit, a specific dollar
amount above which likely misstatements will be accumulated. Others take a
more judgmental approach to determining which likely misstatements to
accumulate. Of the auditors who quantify a specific dollar amount above which
likely misstatements will be accumulated, different auditors use different
methodologies to arrive at different thresholds or specific dollar amounts.
Given the relationship of paragraph .41 of AU sec. 312 to the definition of
inconsequential, is a known or likely misstatement aggregated by the auditor
during the audit of the financial statements in response to the directions in
paragraph .41 of AU sec. 312 by definition “more than inconsequential”?
Furthermore, by virtue of having been aggregated by the auditor, such a
misstatement would have a “more than remote likelihood” of occurring; there
fore, by extension, does the aggregation of a difference by the auditor, by
definition, mean that there is a significant deficiency in the company’s internal
control over financial reporting?
A11. No. A known or likely misstatement aggregated by the auditor as part
of the audit of the financial statements is not, by definition, either “more
than inconsequential” or determinative of there being a significant defi
ciency. There are several reasons and circumstances why such a likely
misstatement aggregated by the auditor might or might not indicate the
existence of a significant deficiency.
The threshold for “more than inconsequential” when evaluating whether a
significant deficiency exists is not necessarily the same as the amount the
auditor establishes pursuant to paragraph .41 of AU section 312 for aggre
gating misstatements. The definition of inconsequential includes a combi
nation of concepts from both Staff Accounting Bulletin (“SAB”) No. 99,
Materiality, and AU sec. 312. The definition of inconsequential is largely
based on the discussion of magnitude in SAB No. 99 and on AU sec. 312
for its directions regarding both the consideration of misstatements indi
vidually and in the aggregate as well as the possibility of undetected
misstatements.

Also, as the Board indicated in paragraph E75 of the Background and Basis
for Conclusions of Auditing Standard No. 2, one reason that a significant
deficiency is defined differently from the previously used term “reportable
condition” is because the definition of reportable condition was solely a matter
of the auditor’s judgment. A definition dependent solely on the auditor’s
judgment was insufficient for purposes of the Sarbanes-Oxley Act because
management also needs a definition to determine whether a deficiency is
significant, and that definition should be the same as the definition used by
the auditor. Accordingly, Auditing Standard No. 2’s definition of significant
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deficiency is not, by definition, the same as the auditor’s threshold for
aggregating likely misstatements in the audit of the financial statements.
As indicated in the question, different auditors exercise their professional
judgment in different ways in different circumstances when accumulating
likely misstatements as part of the audit of the financial statements. Further
more, some auditors, as a matter of policy, tend to set their posting threshold
for accumulating likely misstatements lower than “inconsequential.” For
example, some auditors set their posting threshold for accumulating likely
misstatements at .25 percent of the company’s pre-tax income which would,
in most cases, be clearly inconsequential on a quantitative basis.
Because a likely misstatement aggregated by the auditor as part of the audit
of the financial statements is not, by definition, “more than inconsequential”
or determinative of the existence of a significant deficiency, the auditor need
not align the amount above which he or she aggregates misstatements with
the amount above which he or she believes a misstatement to be “more than
inconsequential” or determinative of the existence of a significant defi
ciency. Furthermore, the auditor should not, for example, change the types
of deficiencies that he or she determines to be significant deficiencies simply
by raising the auditor’s threshold for accumulating likely misstatements.
These determinations also need to take into consideration qualitative, as
well as quantitative, factors. The auditor might still determine that there
is a more than remote likelihood that a misstatement larger than the
difference on his or her summary of audit differences might occur and not
be prevented or detected. For these reasons, it is possible that a control
deficiency associated with a likely misstatement accumulated by the audi
tor on his or her summary of audit differences might indicate the existence
of a deficiency, a significant deficiency, or a material weakness.

Q12. When determining whether a control deficiency exists, should the audi
tor consider compensating controls?
A12. No. The Note to paragraph 10 of Auditing Standard No. 2 states that
“...in determining whether a control deficiency or combination of deficien
cies is a significant deficiency or a material weakness, the auditor should
evaluate the effect of compensating controls and whether such compensat
ing controls are effective.” An important part of the evaluation of whether
a significant deficiency or material weakness exists includes aggregating
deficiencies and considering their effect in combination. The logical exten
sion of this aggregation is to also consider compensating controls. However,
control deficiencies should be considered individually and in isolation;
therefore, the existence of compensating controls does not affect whether a
control deficiency exists.

Q13. Are all control testing exceptions, by definition, control deficiencies?
A13. No. Paragraph 107 of Auditing Standard No. 2 states: “A conclusion
that an identified exception does not represent a control deficiency is
appropriate only if evidence beyond what the auditor had initially planned
and beyond inquiry supports that conclusion.” Paragraph 133 also includes
the example that “a control with an observed non-negligible deviation rate
is a deficiency.” Both these passages in the standard recognize the inherent
limitations in internal control. Effective internal control over financial
reporting is a process designed to provide reasonable assurance regarding
the reliability of financial reporting. Because effective internal control over
financial reporting cannot, and does not, provide absolute assurance of
achieving financial reporting objectives, any individual control does not
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necessarily have to operate perfectly, all the time, to be considered effective.
Therefore, Auditing Standard No. 2 provides the auditor with directions
that allow the use of judgment in the circumstances in which he or she is
evaluating whether a control testing exception is a control deficiency.
Q14. When a control deficiency exists, what degree of precision is required for
a compensating control to effectively mitigate a significant deficiency or mate
rial weakness?
A14. As discussed in A13, Auditing Standard No. 2 provides that auditors
should evaluate the effect of compensating controls when determining
whether a control deficiency or combination of deficiencies is a significant
deficiency or a material weakness. However, to have a mitigating effect, the
compensating control should operate at a level of precision that would
prevent or detect a misstatement that was more than inconsequential or
material, respectively.

Q15. Paragraph 9 of Auditing Standard No. 2 defines a significant deficiency
as “a control deficiency, or combination of control deficiencies...” Paragraph 10
defines a material weakness as “a significant deficiency, or combination of
significant deficiencies...” The definition of a material weakness, therefore,
relies on the definition of significant deficiency. Does this mean that a control
deficiency, once determined to be only a control deficiency and not also a
significant deficiency, could be excluded from the evaluation of whether a
significant deficiency or combination of significant deficiencies constitutes a
material weakness?
A15. No. The definitions of significant deficiency and material weakness
delineate increasingly severe types of control deficiencies. All significant defi
ciencies are also deficiencies; all material weaknesses are also significant
deficiencies and deficiencies. If the auditor correctly aggregates control defi
ciencies when evaluating whether a significant deficiency exists, then all
related and salient control deficiencies will also be included in the auditor’s
evaluation of whether a combination of significant deficiencies represents a
material weakness. Therefore, whether the definition of a material weakness
is expressed as “a significant deficiency, or combination of significant
deficiencies...” or as “a control deficiency, or combination of control deficien
cies...” is unimportant. Both the meaning and the evaluation are the same.

Multi-Location Issues
Q16. Paragraph 87 of Auditing Standard No. 2 states:
Appendix B, paragraphs B1 through B17, provide additional direction to the
auditor in determining which controls to test when a company has multiple
locations or business units. In these circumstances, the auditor should deter
mine significant accounts and their relevant assertions, significant processes,
and major classes of transactions based on those that are relevant and signifi
cant to the consolidated financial statements. Having made those determina
tions in relation to the consolidated financial statements, the auditor should
then apply the directions in Appendix B.

Paragraph B4 states:
Because of the importance of financially significant locations or business units,
the auditor should evaluate management’s documentation of and perform tests
of controls over all relevant assertions related to significant accounts and
disclosures at each financially significant location or business unit, as discussed
in paragraphs 83 through 105 [of the standard].
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Does the combination of these directions mean that, for example, if the auditor
determines that accounts receivable is a significant account to the consolidated
financial statements, the auditor should test controls over all relevant asser
tions over accounts receivable at every financially significant location or busi
ness unit, even if accounts receivable at a particular financially significant
location is immaterial?

A16. No. The combination of these directions means that the auditor
should determine significant accounts and their relevant assertions based
on the consolidated financial statements and perform tests of controls over
all relevant assertions related to those significant accounts at each finan
cially significant location or business unit for which the selected accounts
are material at the account level. Therefore, the auditor need not test
controls over all relevant assertions for a significant account at a financially
significant location where the significant account is immaterial. However,
if accounts receivable at a location or business unit that is not otherwise
considered financially significant represents a risk of material misstate
ment to the consolidated financial statements, the auditor should test
controls over all relevant assertions for accounts receivable at that location.
This direction is consistent with the directions in paragraph B6 addressing
locations or business units that involve specific risks.
Q17. The multi-location guidance in Appendix B of Auditing Standard No. 2
states that the auditor should test controls over a “large portion” of the
company’s operations and financial position. Many auditors are referring to
specific percentages that represent coverage over a “large portion” of the
company’s operations and financial position, such as 60 percent or 75 percent.
Are these percentages set in Auditing Standard No. 2?

A17. No. Auditing Standard No. 2 does not establish specific percentages
that would achieve this level of testing. During the comment period on the
proposed standard for the audit of internal control over financial reporting,
several commenters suggested that the standard should provide more
specific directions regarding the evaluation of whether controls over
a “large portion” of the company’s operations and financial position had
been tested, including establishing specific percentages. The Board decided
that balancing auditor judgment with the consistency that would be enforced
by increased specificity would be best served by this direction remaining
“principles-based.” Therefore, Auditing Standard No. 2 leaves to the audi
tor’s judgment the determination of what exactly constitutes a “large
portion.”
Additionally, the Note to paragraph B11 states that, “the evaluation of
whether controls over a large portion of the company’s operations or finan
cial position have been tested should be made at the overall level, not at the
individual significant account level.” For example, if an auditor believes that
he or she should test controls over x percent of some measure, that auditor
should evaluate whether he or she had tested controls over x percent of the
company’s consolidated operations or financial position (e.g., x percent of
total assets or x percent of revenues) and not x percent of each individual
significant account.
Q18. Is any type of sampling strategy accommodated by the direction to test
controls over “a large portion” of financial position or operations?
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A18. Yes. The directions in paragraph B11 of Auditing Standard No. 2 that
the auditor should test controls over a large portion of the company’s
operations or financial position are intended as a fail-safe to ensure that
every audit of internal control over financial reporting is supported by
sufficient evidence. In no case should the auditor find that, in following the
directions in paragraphs B1-B10, the auditor could merely test companylevel controls without also testing controls over all relevant assertions
related to significant accounts and disclosures.
The direction to test controls over a large portion of financial position or
operations is easily satisfied at companies in which the auditor’s testing of
individual financially significant locations or business units clearly covers
a large portion. At these types of entities and others, the type of judgment
discussed in Q17 in which an auditor determines that he or she should test
controls over 60 percent or 75 percent of the company’s financial position or
operations are readily satisfied. However, in circumstances in which a
company has a very large number of individually insignificant locations or
business units, testing controls over 60 percent or 75 percent of the com
pany’s financial position or operations may result in an extensive amount
of work, in which the auditor would test controls over hundreds and even
thousands of individual locations to reach that type of percentage target. In
circumstances in which a company has a very large number of individually
insignificant locations or business units and management asserts to the audi
tor that controls have been documented and are effective at all locations or
business units, the auditor may satisfy the directions in paragraph B11 by
testing a representative sample of the company’s locations or business units.

The auditor may select the representative sample either statistically or
non-statistically. However, the locations or business units should be selected
in such a way that the sample is expected to be representative of the entire
population. Also, particularly in the case of a non-statistical sample, the audi
tor’s sampling will be based on the expectation of no, or very few, control
testing exceptions. In such circumstances, because of the nature of the
sample and the control testing involved, the auditor will not have an accurate
basis upon which to extrapolate an error or exception rate that is more than
negligible. Furthermore, the existence of testing exceptions would not support
management’s assertion that controls had been documented and were
effective at all locations or business units. Therefore, if the auditor elects to
use a representative sample in these circumstances and encounters testing
exceptions within the sample that exceed a negligible rate, the auditor might
decide that testing controls over a very large number of individual locations
or business units is necessary to adequately support his or her opinion.
Q19. Paragraphs B16 and B17 of Auditing Standard No. 2 provide direction
to the auditor in situations in which the SEC allows management to limit its
assessment of internal control over financial reporting by excluding certain
entities. The SEC staffs guidance, Office of the Chief Accountant and Division
of Corporation Finance: Management’s Report on Internal Control Over Finan
cial Reporting and Disclosure in Exchange Act Periodic Reports, Frequently
Asked Questions, dated June 23, 2004, discusses such situations in Questions
1 and 3. However, that document also instructs management to refer in its
report on internal control over financial reporting to disclosure in its Form 10-K
or Form 10-KSB regarding the scope of management’s assessment and any
entity excluded from the scope. How does this disclosure by management in its
report affect the directions in Auditing Standard No. 2 that instruct the auditor,
in these situations, to report without reference to the limitation in scope?
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A19. In these situations, the auditor’s opinion would not be affected by a
scope limitation. However, the auditor should include, either in an addi
tional explanatory paragraph or as part of the scope paragraph in his or her
report, a disclosure similar to management’s regarding the exclusion of an
entity from the scope of both management’s assessment and the auditor’s
audit of internal control over financial reporting.

Using the Work of Others
Q20. Auditing Standard No. 2 allows the auditor to use the work of others to
alter the nature, timing, or extent of the work the auditor would otherwise have
performed. If the auditor plans to use the work of others, he or she should,
among other things, test some of the work performed by others to evaluate the
quality and effectiveness of the work. In performing this testing, does the
auditor need to test the work of others in every significant account in which the
auditor plans to use their work?

A20. No. Auditing Standard No. 2 establishes a framework for using the
work of others based on evaluating the nature of the controls, evaluating
the competence and objectivity of the individuals who performed the work,
and testing some of the work performed by others to evaluate the quality
and effectiveness of their work. Within this framework, the amount of
testing of the work of others should be sufficient to enable the auditor to
evaluate the overall quality and effectiveness of their work. Auditing
Standard No. 2 provides flexibility in this regard; testing the work of others
in every significant account in which the auditor plans to use their work is
not required. Furthermore, if the auditor believes that extensive testing of
the work of others is necessary in every area in which the auditor plans to
use their work, the auditor should keep in mind the directions in paragraph
124 of Auditing Standard No. 2. Those directions state that the auditor
should also assess whether the evaluation of the quality and effectiveness
of the work of others has an effect on the auditor’s conclusions about the
competence and objectivity of the individuals performing the work. If the
auditor determines the need to test the work of others to a high degree, the
auditor should consider whether his or her original assessment of their
competence and objectivity is correct.

Q21. Paragraph 108 of Auditing Standard No. 2 requires the auditor to
perform enough of the testing himself or herself so that the auditor’s own work
provides the principal evidence for the auditor’s opinion. Does the auditor’s
testing of the work of others “ count” toward the auditor obtaining the principal
evidence supporting his or her opinion?

A21. No. As described in paragraph 109 of Auditing Standard No. 2, to
determine the extent to which the auditor may use the work of others to
alter the nature, timing, or extent of the work the auditor would have
otherwise performed, in addition to obtaining the principal evidence for his
or her opinion, the auditor should, among other things, test some of the work
performed by others to evaluate the quality and effectiveness of their work.
Therefore, the auditor’s testing of the work of others is not considered to be
part of the principal evidence obtained by the auditor. As described in A20,
if the auditor determines the need to test the work of others to a high degree,
the auditor should consider whether his or her original assessment of their
competence and objectivity is correct.
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Q22. Paragraph 123 of Auditing Standard No. 2 states that the auditor’s tests
of the work of others may be accomplished by either (a) testing some of the
controls that others tested or (b) testing similar controls not actually tested by
others. Based on the response in A21, regardless of whether the auditor tested
some of the controls tested by others or tested similar controls not actually
tested by others (“independent testing”), if the objective of that testing is to
evaluate the quality and effectiveness of the work of others, that testing should
not be considered as part of the principal evidence obtained by the auditor.
However, does the auditor’s independent testing in areas in which the auditor is
using the work of others count as principal evidence if the independent tests are
not for the purpose of assessing the quality and effectiveness of the work of others?

A22. Yes. The auditor’s independent testing in these circumstances may
be considered as work performed by the auditor when evaluating whether
the auditor obtained the principal evidence supporting his or her opinion,
but only if these independent tests are not for the purpose of assessing the
quality and effectiveness of the work of others. If the independent tests are
for the purpose of assessing the quality and effectiveness of the work of
others, then the independent tests should not be considered as work per
formed by the auditor when evaluating whether the auditor obtained the
principal evidence supporting his or her opinion.

Q23. Paragraphs 113 through 115 of Auditing Standard No. 2 describe the
auditor’s evaluation of the nature of the controls subjected to the work of others
when determining how to use the work of others to alter the nature, timing, or
extent of the work the auditor would otherwise have performed. Those para
graphs state that the auditor should not use the work of others to reduce the
amount of work he or she performs on controls in the control environment.
Further, those directions state that controls that are part of the control
environment include, but are not limited to, controls specifically established to
prevent and detect fraud that is at least reasonably possible to result in a
material misstatement of the financial statements. How do these directions
regarding the auditor’s testing of controls specifically established to prevent
and detect fraud relate to the auditor’s responsibilities in AU sec. 316, Consid
eration of Fraud in a Financial Statement Audit?

A23. Paragraph 26 of Auditing Standard No. 2 generally describes how the
auditor’s evaluation of controls in an audit of internal control over financial
reporting is interrelated with the auditor’s evaluation of fraud risks in a
financial statement audit as required by AU sec. 316. AU sec. 316 requires,
among other things, that the auditor identify risks that may result in a
material misstatement of the financial statements due to fraud and that
the auditor should respond to those identified risks. AU sec. 316 emphasizes
that the auditor’s response to the risks of material misstatement due to
fraud involves the application of professional skepticism when gathering
and evaluating evidence. The auditor also is required to respond to the
results of the fraud risk assessment in three ways:

a.

A response that has an overall effect on how the audit of the financial
statements is conducted, that is, a response involving more general
considerations apart from the specific procedures otherwise planned.

b.

A response to identified risks that involves the nature, timing, and
extent of auditing procedures to be performed.

c.

A response involving the performance of certain procedures to fur
ther address the risk of material misstatement due to fraud involving
management override of controls.
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The relationship of these requirements with the directions in Auditing
Standard No. 2 regarding the auditor’s use of the work of others may be
illustrated by several examples.

First, AU sec. 316 establishes a presumption that there is a risk of material
misstatement due to fraud relating to revenue recognition. If the auditor does
not overcome this presumption, as would frequently be the case with, for
example, software revenue recognition, the auditor should test the controls
specifically established to prevent and detect fraud related to a material mis
statement of the company’s revenue recognition himself or herself.
Because material misstatement due to fraud often involves manipulation
of the financial reporting process by management, AU sec. 316 also requires
the auditor to review journal entries and other adjustments for evidence of
material misstatement due to fraud. Paragraph 112 of Auditing Standard
No. 2 includes as one of the factors that the auditor should evaluate when
evaluating the nature of the controls subjected to the work of others “the
potential for management override of the control.” Taken together, these
directions mean that obtaining the understanding of the design of controls
over journal entries and other adjustments and determining whether they are
suitably designed and have been placed in operation, as required by AU sec.
316, and performing any associated testing of those controls that the auditor
determines is necessary when auditing internal control over financial report
ing under Auditing Standard No. 2, should be performed by the auditor
himself or herself. However, Auditing Standard No. 2 emphasizes that,
although the auditor should not use the work of others in this situation, the
auditor should consider the results of work performed in the area by others
because it might indicate the need for the auditor to increase his or her work.

Service Organizations
Q24. What types of outsourcing activities result in a service organization
arrangement addressed by Statement on Auditing Standards (“SAS”) No. 70,
Service Organizations (AU sec. 324)? What types of outsourcing activities are
part of a company’s internal control over financial reporting?

A24. As described in paragraph .03 of AU sec. 324, a service organization’s
services are part of a company’s information system if they affect any of the
following:
•

The classes of transactions in the company’s operations that are
significant to the company’s financial statements.

•

The procedures, both automated and manual, by which the company’s
transactions are initiated, authorized, recorded, processed, and reported
from their incurrence to their inclusion in the financial statements.

•

The related accounting records, whether electronic or manual, sup
porting information and specific accounts in the company’s financial
statements involved in initiating, authorizing, recording, processing
and reporting the company’s transactions.

•

How the company’s information system captures other events and
conditions that are significant to the financial statements.

•

The financial reporting process used to prepare the company’s financial
statements, including significant accounting estimates and disclosures.
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Paragraph .03 of AU sec. 324 also provides examples of situations in which
a service organization’s services affect a company’s information system. For
instance, the trust departments of banks and insurance companies often
serve as the custodian of an employee benefit plan’s assets, including
making investment decisions, maintaining records of each participants
account, allocating income amongst participants, and preparing other types
of recordkeeping; this type of servicing is a common example of a service
organization’s services that affect a company’s information system. In
contrast, AU sec. 324 does not apply to situations in which the services being
provided are limited to executing client organization transactions that the
client specifically authorizes. For example, the processing of checking
account transactions or wire transfer instructions by a bank would not
constitute a service organization arrangement. Paragraph .03 of AU sec.
324 also excludes other types of transactions, such as transactions arising
from joint ventures, from the scope of a service organization arrangement
addressed by AU sec. 324.
All of the examples of outsourcing activities in paragraph .03 of AU sec. 324
(which are not an exhaustive listing of all types of possible outsourcing
activities) are part of the company’s information system. However, not all
outsourcing activities are a part of the company’s information system. In
addition to the arrangements described in paragraph .03 of AU sec. 324 to
which AU sec. 324 does not apply, the use of a specialist is not part of a
company’s information system. For example, a company might outsource
actuarial services; however, the nature of the services represents the use of
a specialist, and the actuary is not a part of the company’s information
system.

If the service organization’s services are part of a company’s information
system, then they are part of the information and communication compo
nent of the company’s internal control over financial reporting. In those
circumstances, management should consider the activities of the service
organization in making its assessment of internal control over financial
reporting, and the auditor should consider the activities of the service
organization in determining the evidence required to support his or her
opinion. Appendix B of Auditing Standard No. 2 provides additional direc
tions regarding the procedures management and the auditor should per
form with respect to activities performed by the service organization.

Q25. Auditing Standard No. 2 indicates that evidence about the operating
effectiveness of controls at a service organization can be obtained from a Type
2 SAS No. 70 report. Is a Type 2 SAS No. 70 report issued more than six months
prior to the date of management’s assessment current enough to provide any
such evidence?

A25. Paragraphs B25 through B27 provide directions when a significant
period of time has elapsed between the time period covered by the tests of
controls in the service auditor’s report and the date of management’s
assessment. These directions do not establish any “bright lines.” In other
words, application of the directions does not result in a precise answer as
to whether a service auditor’s report issued more than six months prior to
the date of management’s assessment is not current enough to provide any
evidence. Rather, these directions state that, when a significant period of
time has elapsed between the time period covered by the tests of controls in
the service auditor’s report and the date of management’s assessment,
additional procedures should be performed.
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Paragraph B26 provides directions to the auditor in determining whether
to obtain additional evidence about the operating effectiveness of controls
at the service organization. The auditor’s procedures to obtain additional
evidence will typically be more extensive the longer the period of time that
has elapsed between the time period covered by the service auditor’s report
and the date of management’s assessment. Also, those auditor’s procedures
will vary depending on the importance of the controls at the service organi
zation to management’s assessment and on the level of interaction between
the company’s controls and the controls at the service organization.

The auditor’s procedures will be focused on, among other things, identifying
changes in the service organization’s controls subsequent to the period
covered by the service auditor’s report. The auditor should be alert for
situations in which management has not made changes to its procedures
and controls to respond to changes in procedures and controls at the service
organization. These situations might result in errors not being prevented
or detected in a timely manner.

Q26. Can a registered public accounting firm in the integrated audit of an
issuer obtain evidence from a service auditor’s report issued by a non-registered
public accounting firm?

A26. Yes. Paragraph B24 of Auditing Standard No. 2 directs the auditor
to make inquiries concerning the service auditor’s reputation, competence,
and independence in determining whether the service auditor’s report
provides sufficient evidence to support management’s assessment and the
auditor’s opinion on internal control over financial reporting. Auditing
Standard No. 2 does not require that the service auditor be a registered
public accounting firm.

The auditor should be aware of how evidence obtained from a service
auditor’s report issued by a non-registered firm interacts with the Board’s
registration rules. Any public accounting firm that “plays a substantial role
in the preparation or furnishing of an audit report” with respect to any
issuer must register with the Board. Because of the nature of the service
auditor’s report (the user auditor could have performed tests of controls at
the service organization himself or herself but, instead, may have chosen to
obtain evidence from a service auditor’s report), when a registered public
accounting firm obtains evidence from a service auditor’s report in the audit
of an issuer, the service auditor has participated in the audit of the issuer.
If the service auditor’s work, measured in terms of either services or
procedures, meets the “substantial role” threshold (as defined in Rule
1001(p)(ii)) for the audit of the user organization, the service auditor is
required to be registered with the Board.
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STAFF QUESTIONS AND ANSWERS
AUDITING INTERNAL CONTROL OVER FINANCIAL REPORTING
October 6, 2004

Summary: Staff questions and answers set forth the staffs opinions on issues
related to the implementation of the standards of the Public
Company Accounting Oversight Board (“PCAOB” or “Board”). The
staff publishes questions and answers to help auditors implement,
and the Board’s staff administer, the Board’s standards. The
statements contained in the staff questions and answers are not
rules of the Board, nor have they been approved by the Board.
The following staff questions and answers related to PCAOB Auditing Stand
ard No. 2, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements (“Auditing Standard No.
2”), were prepared by the Office of the Chief Auditor. The staff questions and
answers related to Auditing Standard No. 2 are sequentially numbered upon
issuance. Refer to the staff questions and answers dated June 23, 2004 for
questions numbered 1-26. Additional questions should be directed to Laura
Phillips, Associate ChiefAuditor (202/207-9111; phillipsl@pcaobus.org) or Greg
Fletcher, Assistant Chief Auditor (202/207-9203; fletcherg@pcaobus.org).
***

Scope and Extent of Testing
Q27. Paragraph .05 of AU sec. 317, Illegal Acts by Clients,1 states the following:
The auditor considers laws and regulations that are generally recognized by
auditors to have a direct and material effect on the determination of financial
statement amounts. For example, tax laws affect accruals and the amount
recognized as expense in the accounting period; applicable laws and regulations
may affect the amount of revenue accrued under government contracts.

Paragraph 15 of Auditing Standard No. 2 states:
Also, operations and compliance with laws and regulations directly related to
the presentation of and required disclosures in financial statements are encom
passed in internal control over financial reporting.... Accordingly, all controls
that could materially affect financial reporting, including controls that focus
primarily on the effectiveness and efficiency of operations or compliance with
laws and regulations and also have a material effect on the reliability of
financial reporting, are a part of internal control over financial reporting.
1 The Board adopted the generally accepted auditing standards, as described in the American
Institute of Certified Public Accountants’ (“AICPA”) Auditing Standards Board’s (“ASB”) Statement
on Auditing Standards No. 95, Generally Accepted Auditing Standards, as in existence on April 16,
2003, on an initial, transitional basis. The Statements on Auditing Standards promulgated by the
ASB have been codified into the AICPA Professional Standards, Volume 1, as AU sections 100
through 900. References in Auditing Standard No. 2 and this Staff Questions and Answers document
refer to those generally accepted auditing standards, as adopted on an interim basis in PCAOB Rule
3200T.
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Paragraph 15 of Auditing Standard No. 2 does not use the phrase, “direct and
material effect on the determination of financial statement amounts,” used in
AU sec. 317. Does the scope of internal control over financial reporting as it
relates to compliance with laws and regulations under Auditing Standard No.
2 encompass controls over a broader array of circumstance than those circum
stances described in AU sec. 317?

A27. Yes. Paragraph 15 of Auditing Standard No. 2 does not include the
phrase, “direct and material effect on the determination of financial state
ment amounts,” because this paragraph in Auditing Standard No. 2 encom
passes controls over a broader array of circumstances than those described
in AU sec. 317. Paragraph 15 of Auditing Standard No. 2 also is consistent
with the Securities and Exchange Commission (“SEC”) staff's views about
management’s responsibilities for assessing internal control over financial
reporting.
The statement in Auditing Standard No. 2 that “compliance with laws and
regulations directly related to the presentation of and required disclosures
in financial statements are encompassed in internal control over financial
reporting” includes the “direct and material” effects described in AU sec.
317, such as compliance with tax laws that affect accruals and the amount
recognized as expense in the accounting period, as well as some circum
stances that would be classified under AU sec. 317 as having only indirect
effects on the financial statements.

Regarding the possible accrual or disclosure of a contingency under Finan
cial Accounting Standards Board (“FASB”) Statement No. 5, Accounting for
Contingencies, related to the violation of laws or regulations, a circumstance
might have a material effect on the reliability of financial reporting and,
therefore, be encompassed by internal control over financial reporting under
Auditing Standard No. 2 and, at the same time, have a material, but
indirect, effect on the financial statements under AU sec. 317. AU sec.
317.07 states that if specific information comes to the auditor’s attention
that provides evidence concerning the existence of possible illegal acts that
could have a material indirect effect on the financial statements, the auditor
should apply auditing procedures specifically directed to ascertaining
whether an illegal act has occurred. In the absence of such information, the
auditor does not need to perform any procedures other than those proce
dures required by AU sec. 317.08. On the other hand, Auditing Standard
No. 2 encompasses controls over compliance with laws and regulations that
have a material effect on the reliability of financial reporting. Therefore,
internal control over financial reporting encompasses controls over the
identification, measurement, and reporting of all material actual loss events
which have occurred, including controls over the monitoring and risk
assessment of areas in which, given the nature of the company’s operations,
such actual loss events are reasonably possible. For example, internal
control over financial reporting at a waste disposal company ordinarily
would encompass controls for identifying and measuring environmental
liabilities for existing and newly acquired landfills, even if there is no
governmental investigation or enforcement proceeding underway.
As previously mentioned, this interpretation is consistent with the SEC
staff's views regarding management’s responsibilities for assessing internal
control over financial reporting. Question 10 of the SEC staffs guidance,
Office of the Chief Accountant and Division of Corporation Finance: Man
agement’s Report on Internal Control Over Financial Reporting and Certi-
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fication of Disclosure in Exchange Act Periodic Reports, Frequently Asked
Questions, dated June 23, 2004 (as amended October 6, 2004), discusses
these views.

Evaluating Deficiencies
Q28. Paragraph 20 of Auditing Standard No. 2 states that for the auditor to
satisfactorily complete an audit of internal control over financial reporting,
management must fulfill several responsibilities, including evaluating the
effectiveness of the company’s internal control over financial reporting and
supporting its evaluation with sufficient evidence.

Paragraphs 178 and 179 of Auditing Standard No. 2 describe situations in
which there are restrictions on the scope of the auditor’s engagement. Para
graphs B14-B17 of Appendix B of Auditing Standard No. 2 describe special
situations and address whether the scope of the evaluation of internal control
over financial reporting extends to controls in these special situations. Appen
dix B also describes the situation in which a service organization’s controls are
part of the company’s internal control over financial reporting.
There may be circumstances in which management’s assessment and the
auditor’s audit procedures do not encompass certain controls that should have
been encompassed because neither management nor the auditor has the ability
to evaluate those controls. For example, both management and the auditor may
determine that it is necessary in the circumstances to obtain evidence of
operating effectiveness of controls at a service organization used by the issuer
but are unable to obtain such evidence because a Type 2 Statement on Auditing
Standards (“SAS”) 70 report is not available, and neither management nor the
auditor is able to perform tests of controls at the service organization because
management does not have a contractual right to do so.

What effects do these circumstances have on the auditor’s evaluation of man
agement’s assessment and the auditor’s report?

A28. Question 19 of the SEC staffs guidance, Office ofthe ChiefAccountant
and Division of Corporation Finance: Management’s Report on Internal
Control Over Financial Reporting and Certification of Disclosure in Ex
change Act Periodic Reports, Frequently Asked Questions, dated June 23,
2004 (as amended October 6, 2004), states that management cannot issue
a report on internal control over financial reporting with a scope limitation,
subject to the exceptions in Questions 1, 2, and 3 of that document. Man
agement must determine whether the inability to assess controls over a
particular process is significant enough to conclude in their report that
internal control over financial reporting is ineffective. Consistent with the
answer to the aforementioned Question 19, management’s assessment of
the effectiveness of the company’s internal control over financial reporting
required by Section 404 of the Sarbanes-Oxley Act of2002 (the “Act”) is part
of the control environment and monitoring components of internal control
over financial reporting. Accordingly, management’s inability to assess
certain controls over financial reporting that should have been included in
management’s assessment, represents a control deficiency in the control
environment and monitoring components of internal control over financial
reporting. As described in paragraph 130 of Auditing Standard No. 2, the
auditor must evaluate the significance of all identified control deficiencies.
If the transaction or events subject to controls that management is unable
to assess are material to the company’s financial statements, the auditor
ordinarily would determine that this control deficiency represents a mate
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rial weakness. In this case, the auditor would not follow the directions in
paragraphs 178-179 of Auditing Standard No. 2 on scope limitations;
rather, he or she would follow the directions in paragraphs 175-177 on
material weaknesses.
The auditor also would need to determine whether management’s inability
to assess certain controls was such that management had not fulfilled its
responsibilities to evaluate the effectiveness of the company’s internal
control over financial reporting and support its evaluation with sufficient
evidence, as described in paragraph 20 of Auditing Standard No. 2. If the
auditor determines that management has not fulfilled its responsibilities,
paragraph 21 of Auditing Standard No. 2 requires the auditor to disclaim
an opinion. In making this determination, the auditor could evaluate factors
such as:

•

The date of the contract or other transaction documents that could
have provided management with the ability to assess controls or other
wise to obtain evidence of the operating effectiveness of relevant
controls (i.e., whether the contract was executed prior to the time man
agement became aware that the company would be required to make
an assessment of the effectiveness of internal control over financial
reporting).

•

The relative ease or difficulty with which management could renego
tiate the contract or transaction documents and the extent to which
management has attempted to do so.

•

The ability of management to assess the controls or obtain evidence of
operating effectiveness of relevant controls in the absence of having
access to the controls.

If the auditor determines that management has not fulfilled its responsi
bilities and that the auditor is required to disclaim an opinion, he or she
should follow the directions in paragraph 180 of Auditing Standard No. 2
that require the auditor’s report to include disclosure of the material
weakness. Further, as discussed in PCAOB Staff Question and Answer No.
8, because management is required to fulfill those responsibilities under
Items 308(a) and (c) of Regulation S-B and S-K, 17 C.F.R. 228.308 (a) and
(c) and 229.308 (a) and (c), respectively, to the extent that management has
willfully decided not to fulfill these responsibilities, the auditor also may
have responsibilities under AU sec. 317, Illegal Acts by Clients, and Section
10A of the Securities Exchange Act of 1934.
The following two examples illustrate how to apply these views in various
situations. These examples are for illustrative purposes only. Further, these
examples do not represent an exhaustive list of the situations in which these
directions might apply.

Example 1. In the service organization example in the question, manage
ment and the auditor determined that evidence of the operating effective
ness of controls at the service organization is necessary. If the transactions
or events subject to the controls at the service organization are material to
the company’s financial statements and management is unable to obtain
evidence about their operating effectiveness, the auditor ordinarily would
determine that this circumstance represents a material weakness in the
company’s internal control over financial reporting. If the servicing contract
was executed in 2001 (a time that is well before the existence of the
Sarbanes-Oxley Act), for example, and management already has negotiated
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with the service organization to provide a suitable Type 2 SAS 70 report to
provide the necessary evidence to support management’s assessment next
year, the auditor might determine that management had fulfilled its re
sponsibilities as described in paragraph 20 of Auditing Standard No. 2, and
thus be able to complete the audit of internal control over financial report
ing. On the other hand, if management recently renewed its contract with
the service organization and did not negotiate either an agreement about
obtaining a suitable Type 2 SAS 70 report or permission to test controls at
the service organization, or if the contract with the service organization is
long-dated and management has made no attempt to negotiate the ability
to obtain the necessary evidence of operating effectiveness of controls, the
auditor ordinarily would determine that management had not fulfilled its
responsibilities. Accordingly, the auditor would be required to disclaim an
opinion as directed by paragraph 21 of Auditing Standard No. 2. The auditor
also would need to evaluate whether he or she had additional responsibili
ties in this circumstance under AU sec. 317 and Section 10A.

Example 2. Another example relates to entities consolidated by virtue of
FASB Interpretation No. 46, Consolidation of Variable Interest Entities—
An Interpretation ofARB No. 51 (“FIN No. 46”). Paragraph 16 of Appendix
B of Auditing Standard No. 2 states that in situations in which the SEC
allows management to limit its assessment of internal control over financial
reporting by excluding certain entities, the auditor may limit the audit in
the same manner and report without reference to the limitation in scope.
Question 1 of the SEC staff’s guidance, Office of the Chief Accountant and
Division of Corporation Finance: Management’s Report on Internal Control
Over Financial Reporting and Certification of Disclosure in Exchange Act
Periodic Reports, Frequently Asked Questions, dated June 23, 2004 (as
amended October 6,2004), discusses such a situation. In this interpretation,
the SEC staff allows management to exclude from the scope of its assess
ment of internal control over financial reporting the controls of an entity in
existence prior to December 15, 2003, that is consolidated by virtue of FIN
No. 46, for which the company does not have the right or authority to assess
the controls and also lacks the ability, in practice, to make that assessment.
Management’s inability to assess the controls of an entity consolidated by
virtue of FIN No. 46 that came into existence subsequent to December 15,
2003, would represent a deficiency in the control environment and monitor
ing components of the company’s internal control over financial reporting.
If the variable interest entity consolidated under FIN No. 46 is material to
the company’s consolidated financial statements, the auditor ordinarily
would determine that this circumstance represents a material weakness in
internal control over financial reporting.
The auditor also needs to determine whether management has fulfilled its
responsibilities as described in paragraph 20 of Auditing Standard No. 2.
For an entity that came into existence subsequent to December 15, 2003,
consider the following additional details. Assume, for example, that in the
regular course of the company’s business, the company enters into option
contracts that constitute variable interests in variable interest entities. The
company is considered the primary beneficiary of the variable interest
entities and, therefore, is required to consolidate the entities; however,
management is unable to assess controls at these variable interest entities.
Additionally, the variable interest entities are, in the aggregate, material
to the company’s consolidated financial statements. As described above, the
auditor ordinarily would determine that this circumstance represents a
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material weakness in internal control over financial reporting. If the exist
ing option contracts that create the variable interests that require consoli
dation are short-dated (that is, with remaining terms of less than a year)
and cannot be amended to permit management to assess controls, and
management has already drafted option contracts that it plans to execute
next year for all future such transactions and these revised contracts
provide management with the ability to assess controls at the variable
interest entity, the auditor might determine that management has fulfilled
its responsibilities as described in paragraph 20 of Auditing Standard No.
2 and thus be able to complete the audit of internal control over financial
reporting. On the other hand, if the existing option contracts that create the
variable interests that require consolidation do not expire for a longer period
of time, for example, 10 years, and management has made no attempt to
negotiate the ability to assess controls at the variable interest entities, the
auditor ordinarily would determine that management had not fulfilled its
responsibilities. Accordingly, the auditor would be required to disclaim an
opinion as directed in paragraph 21 ofAuditing Standard No. 2. The auditor
also would need to evaluate whether he or she had additional responsibili
ties in this circumstance under AU sec. 317, Illegal Acts by Clients, and
Section 10A.

Service Organizations
Q29. Paragraph 79 of Auditing Standard No. 2 requires the auditor to perform
at least one walkthrough for each major class of transactions. Paragraph 80 states:
The auditor’s walkthroughs should encompass the entire process of initiating,
authorizing, recording, processing, and reporting individual transactions and
controls for each of the significant processes identified, including controls
intended to address the risk of fraud.

Paragraph B19 states:
When the service organization’s services are part of the company’s internal
control over financial reporting, management should consider the activities of
the service organization in making its assessment of internal control over
financial reporting, and the auditor should consider the activities of the service
organization in determining the evidence required to support his or her opinion.

If a service organization’s services involve the processing of a major class of
transactions, should the company’s auditor perform walkthroughs at the serv
ice organization?

A29. If the auditor is able to obtain sufficient evidence to achieve the
objectives of the walkthrough by other means, such as through a service
auditor’s report, the auditor would not need to perform a walkthrough at
the service organization.
The auditor performs walkthroughs to, among other things, obtain evidence
to confirm the auditor’s understanding of the process flow of transactions.
Paragraph B18 of Auditing Standard No. 2 states that the auditor may
apply the relevant concepts described in AU sec. 324, Service Organizations,
to the audit of internal control over financial reporting. Paragraph B20 of
Auditing Standard No. 2 specifically highlights several paragraphs of AU
sec. 324 that describe the procedures the auditor should perform to obtain
an understanding of the controls at the service organization that are relevant
to the entity’s internal control and the entity’s controls over the activities
of the service organization.
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These portions of AU sec. 324 state that information about the nature of the
services provided by a service organization that are part of the user organi
zation’s information system and the service organization’s controls over
those services may be available from a wide variety of sources, such as user
manuals, system overviews, technical manuals, the contract between the
user organization and the service organization, and reports by service
auditors, internal auditors, or regulatory authorities on the service organi
zation’s controls. Additionally, AU sec. 324 provides that, after considering
the available information, the user auditor may conclude that he or she has
the means to obtain a sufficient understanding of internal control. If the
user auditor concludes that information is not available to obtain a suffi
cient understanding, he or she may consider contacting the service organi
zation, through the user organization, to obtain specific information or to
request that a service auditor be engaged to perform the procedures that
will supply the necessary information, or the user auditor may visit the
service organization and perform such procedures.
Therefore, paragraphs 80 and B19 of Auditing Standard No. 2 do not, by
themselves, require the auditor to perform a walkthrough at the service
organization when the service organization’s activities involve the process
ing of a major class of transactions. The auditor may determine that it is
possible to obtain sufficient evidence to understand the process flow of
transactions at a service organization from a variety of sources, including a
service auditor’s report. For example, a service auditor’s report includes a
description of the service organization’s controls and the service auditor’s
opinion on whether the description presents fairly the relevant aspects of
the service organization’s controls that have been placed in operation as of
a specific date. The service auditor would have performed procedures compa
rable to those the user auditor would have performed during a walkthrough
to support the service auditor’s opinion on whether the description presents
fairly the relevant aspects of the service organization’s controls that have
been placed in operation. When the auditor plans to use a service auditor’s
report, he or she should evaluate whether the report provides evidence
sufficient to achieve the objectives of a walkthrough. The auditor should
follow the directions in paragraphs B21-B24 in obtaining evidence and
evaluating whether the service auditor’s report provides sufficient evidence.
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STAFF QUESTIONS AND ANSWERS
AUDITING INTERNAL CONTROL OVER FINANCIAL REPORTING
November 22, 2004

Summary: Staff questions and answers set forth the staff's opinions on issues
related to the implementation of the standards of the Public
Company Accounting Oversight Board (“PCAOB” or “Board”). The
staff publishes questions and answers to help auditors implement,
and the Board’s staff administer, the Board’s standards. The
statements contained in the staff questions and answers are not
rules of the Board, nor have they been approved by the Board.

The following staff questions and answers related to PCAOB Auditing Stand
ard No. 2, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements (“Auditing Standard No.
2”), were prepared by the Office of the Chief Auditor. The staff questions and
answers related to Auditing Standard No. 2 are sequentially numbered upon
issuance. Staff questions and answers numbered 1-26 were issued June 23,
2004, and staff questions and answers numbered 27-29 were issued October 6,
2004. Additional questions should be directed to Laura Phillips, Associate Chief
Auditor (202/207-9111; phillipsl@pcaobus.org) or Greg Fletcher, Assistant
Chief Auditor (202/207-9203; fletcherg@pcaobus.org).
* **

Scope and Extent of Testing
Q30. Paragraphs 182-185 of Auditing Standard No. 2 provide directions
regarding opinions based, in part, on the report of another auditor. Paragraph
182 of Auditing Standard No. 2 states that if the auditor decides it is appropri
ate to serve as the principal auditor of the financial statements, then that
auditor also should be the principal auditor of the company’s internal control
over financial reporting. When another auditor has been engaged to audit the
financial statements of a subsidiary, division, branch, or component of the
company, must the other auditor also audit internal control over financial
reporting in accordance with Auditing Standard No. 2? In other words, is the
other auditor required to perform an integrated audit of the financial state
ments and internal control over financial reporting to satisfy the principal
auditor’s obligation to report on the consolidated financial statements and
internal control over financial reporting?

A30. No. There are a number of ways in which the principal auditor can
satisfy his or her obligation to report on the consolidated financial state
ments and internal control over financial reporting, three of which are
described below.

•

The other auditor may be engaged to perform an integrated audit of
the financial statements and internal control over financial reporting.
In this instance, the principal auditor must decide whether he or she
will assume responsibility for the work of the other auditor. If the
principal auditor assumes responsibility for the work ofthe other auditor,
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the principal auditor will not refer to the work of the other auditor in
his or her report. If the principal auditor decides to divide responsibil
ity with the other auditor, the principal auditor will refer to the other
auditor in his or her report. The directions in paragraph 184 of
Auditing Standard No. 2 allow the principal auditor to assume respon
sibility for the audit of the financial statements or the audit of internal
control over financial reporting, or both, or neither. If the principal
auditor decides to make reference to the other auditor in his or her
report on the audit of internal control over financial reporting, then
the other auditor must perform an integrated audit of internal control
over financial reporting and the financial statements and separately
issue a report in accordance with Auditing Standard No. 2.

•

The principal auditor may direct the other auditor to perform specified
procedures related to internal control over financial reporting at the
subsidiary, division, branch, or component of the company based on
the significance of the internal control over financial reporting of the
subsidiary, division, branch, or component in relation to the internal
control over financial reporting of the consolidated entity as a whole.
This approach may save costs as compared to performing an inte
grated audit of the subsidiary while still achieving the same overall
reporting objective. In this case, the principal auditor must assume
responsibility for the specified procedures and should follow the direc
tions in Appendix B of Auditing Standard No. 2 regarding tests to be
performed when a company has multiple locations or business units.

•

The principal auditor may perform procedures at the subsidiary,
division, branch, or component of the company that he or she considers
necessary to be able to express an opinion on the internal control over
financial reporting on a consolidated basis. In this case, the principal
auditor should follow the directions in Appendix B of Auditing Stand
ard No. 2 regarding tests to be performed when a company has
multiple locations or business units.

Of course, if the subsidiary is itself an issuer subject to Section 404 of the
Act and is audited by another auditor, the other auditor must perform an
audit of internal control over financial reporting and the financial state
ments in accordance with Auditing Standard No. 2.

Q31. The Securities and Exchange Commission (“SEC”) and the staffs of the
Federal Deposit Insurance Corporation (“FDIC”), the Federal Reserve Board,
the Office of Thrift Supervision, and the Office of the Comptroller of the
Currency have stated that insured depository institutions (“IDIs”) that are

subject to the internal control reporting requirements of Section 112 of the
Federal Deposit Insurance Corporation Improvement Act (“FDICIA”)1 as well
as the internal control reporting requirements of Section 404 of the SarbanesOxley Act of 2002 (“the Act”) may choose either of the following two options for
satisfying both sets of requirements—

1.

They can prepare two separate management reports to satisfy the
requirements of FDICIA and Section 404 of the Act; or

1 See Section 36 of the Federal Deposit Insurance Act and its implementing regulation, 12 CFR
Part 363.
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They can prepare a single management report that satisfies both the
requirements of FDICIA and Section 404 of the Act.2

If an IDI or its holding company elects to prepare a single report to satisfy both
sets of requirements, the reports of management and the auditor on the IDI’s
or the holding company’s internal control over financial reporting must address
the requirements of both sets of rules.3
In Financial Institution Letter (“FIL”) 86-94, Additional Guidance Concerning
Annual Audits, Audit Committees and Reporting Requirements, the FDIC
indicated that financial reporting, at a minimum, includes financial statements
prepared under generally accepted accounting principles (“GAAP”) and the
schedules equivalent to the basic financial statements that are included in the
IDI’s appropriate regulatory report (for example, Schedules RC, RI and RI-A
in the Call Report). Accordingly, to comply with FDICIA, management of the
IDI (or holding company)4 and the auditor should identify and test controls
over the preparation of GAAP-basis financial statements as well as the sched
ules equivalent to the basic financial statements that are included in the IDI’s
(or holding company’s) appropriate regulatory report. Further, either manage
ment, or the auditor, or both, should include in their report on the IDI’s internal
control over financial reporting a specific description indicating that the scope
of internal control over financial reporting included controls over the prepara
tion of the IDI’s GAAP-basis financial statements as well the schedules equiva
lent to the basic financial statements that are included in the IDI’s appropriate
regulatory report.
As discussed in Staff Answer No. 5, references in Auditing Standard No. 2 to
“financial statements and related disclosures” refer to a company’s financial
statements and notes as presented in accordance with GAAP. When performing
an audit of internal control over financial reporting in accordance with Auditing
Standard No. 2 for the purpose of satisfying an IDI’s reporting obligations under
both Section 404 of the Act and FDICIA, may an auditor expand his or her
testing to include an IDI’s controls over the preparation of schedules equivalent
to the basic financial statements included in the IDI’s appropriate regulatory
report? May the auditor modify the wording of his or her report to communicate
this expansion?

A31. Yes. When performing an audit of internal control over financial
reporting in accordance with Auditing Standard No. 2 for the purpose of
satisfying an IDI’s reporting obligations under both Section 404 of the Act
as well as FDICIA, the auditor may expand his or her audit to include the
IDEs controls over the preparation of schedules equivalent to the basic
financial statements included in the IDEs appropriate regulatory report.

When expanding the audit of internal control over financial reporting in
this manner, the auditor should be aware that he or she should test controls
2 See Section II.H.4 of Securities and Exchange Commission Release No. 33-8238 (June 5, 2003)
[68 FR 36636], Final Rule: Management’s Reports on Internal Control Over Financial Reporting and
Certification of Disclosure in Exchange Act Periodic Reports.

3 See Section II.H.4 of Securities and Exchange Commission Release No. 33-8238 (June 5, 2003)
[68 FR 36636], Final Rule: Management’s Reports on Internal Control Over Financial Reporting and
Certification of Disclosure in Exchange Act Periodic Reports, for further discussion of how the
requirements of FDICIA and Section 404 of the Act differ and what a single report by management
would have to cover.
4 See FIL 86-94 for further discussion of the holding company exemption for FDICIA reporting
purposes and its application as it relates to controls over the preparation of “regulatory reports.”
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over the preparation of the schedules in the IDI’s regulatory report to
determine whether they are effective. Auditors of IDIs frequently perform
a substantive test of these schedules by reconciling the schedules that are
equivalent to the basic financial statements that are included in the IDI’s
appropriate regulatory report to the IDI’s GAAP-basis financial statements.
As discussed in paragraph 158 of Auditing Standard No. 2, the absence of
misstatements detected by substantive procedures does not provide evi
dence that controls related to the assertion being tested are effective. The
effectiveness of controls should be tested directly. Also, as discussed in
paragraph 96 of Auditing Standard No. 2, the nature of the tests of controls
should be beyond inquiry alone.
Additionally, paragraph 76 of Auditing Standard No. 2 describes the periodend financial reporting process as including the procedures for drafting
annual and quarterly financial statements and related disclosures. Accord
ingly, when the audit of internal control over financial reporting has been
expanded to include the IDI’s controls over the preparation of schedules
equivalent to the basic financial statements that are included in the IDI’s
appropriate regulatory report, the auditor should test controls over the
preparation of those schedules in the IDI’s annual and interim regulatory
reports.
When the auditor expands his or her audit of internal control over financial
reporting to include the IDI’s controls over the preparation of schedules
equivalent to the basic financial statements included in the IDI’s appropri
ate regulatory report, the auditor’s report may be modified to indicate this.
For example, the auditor could add the following sentence as the second
sentence of the definition paragraph of the auditor’s report for a bank
holding company:
Because management’s assessment and our audit were conducted to also
meet the reporting requirements of Section 112 of the Federal Deposit
Insurance Corporation Improvement Act (FDICIA), management’s as
sessment and our audit of W Company’s internal control over financial
reporting included controls over the preparation of financial statements
in accordance with the instructions to the Consolidated Financial State
ments for Bank Holding Companies (Form FR Y-9 C).5

The staff believes that this type of change to the auditor’s report would
communicate appropriately the expanded nature of the audit of internal
control over financial reporting to meet the requirements of both Section
404 of the Act and FDICIA and satisfy the reporting elements described in
paragraph 167 of Auditing Standard No. 2. The auditor might determine
that changes to his or her report other than the one illustrated above also
could accomplish the same objectives.

Evaluating Deficiencies
Q32. The definitions of significant deficiency and material weakness in para
graphs 9 and 10, respectively, of Auditing Standard No. 2 address the likelihood
5 This sentence would be modified if the reporting entity was an IDI rather than a bank holding
company to refer to the Federal Financial Institutions Examination Gouncil instructions for Consoli
dated Reports of Condition and Income (“call report instructions”) or Office of Thrift Supervision
Instructions for Thrift Financial Reports (“TFR instructions”) instead of to the FR Y-9C. This
sentence also would be modified if the IDI employed another approach to reporting on controls over
the preparation of regulatory reports as permitted by FIL 86-94.
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and magnitude of misstatements of the annual or interim financial statements.
Therefore, the auditor should evaluate the possible effects of identified control
deficiencies on both the annual and interim financial statements to determine
whether the control deficiencies, individually or in combination, represent
significant deficiencies or material weaknesses. Does this responsibility have
any effect on either the scope or timing of the auditor’s procedures in an audit
of internal control over financial reporting?

A32. No. As discussed in paragraph 147 of Auditing Standard No. 2, the
auditor’s opinion relates to the effectiveness of the company’s internal
control over financial reporting as of a point in time. Additionally, para
graph E92 of Auditing Standard No. 2 points out that an evaluation of
internal control over financial reporting as of year end encompasses controls
over the annual financial reporting and quarterly financial reporting as
such controls exist at that point in time. Although the auditor should obtain
evidence about the internal control over financial reporting over a sufficient
period of time, as discussed in paragraph 148 of the standard, the auditor
has flexibility in determining the timing of his or her testing. Further, the
auditor is required by paragraph 130 of Auditing Standard No. 2 to reach a
conclusion regarding the significance of all identified control deficiencies
only as of the date of the assessment (i.e., as of year end). This is consistent
with the directions in paragraphs 98-103 of Auditing Standard No. 2
regarding the timing of tests of controls. Although the auditor might reach
a conclusion regarding the significance of a control deficiency as of an earlier
date, an earlier conclusion is not required by Auditing Standard No. 2.

Q33. Paragraph 207 of Auditing Standard No. 2 states that the auditor must
communicate in writing to management and the audit committee all significant
deficiencies and material weaknesses identified during the audit. Paragraph
214 states that when timely communication is important, the auditor should
communicate significant deficiencies and material weaknesses during the
course of the audit rather than at the end of the engagement. In light of these
directions, can the auditor strictly limit his or her communication of significant
deficiencies and material weaknesses to those that exist of as the date of
management’s assessment? For example, can the auditor exclude from this
communication any significant deficiencies and material weaknesses of which
the auditor was aware during the course of his or her audit but that did not
exist as of the date of management’s assessment because they were corrected?

A33. No. The directions in paragraph 207 refer to “significant deficiencies
and material weaknesses identified during the audit”—not significant de
ficiencies and material weaknesses existing as of the date of management’s
assessment. The auditor, therefore, must include in his or her written
communication to management all significant deficiencies and material
weaknesses that exist as of the date of management’s assessment as well
as significant deficiencies and material weaknesses that the auditor be
comes aware of as of an interim date that have not yet been corrected as of
that interim date.

This communication requirement was designed with several objectives in
mind. First, it is important for the auditor to communicate all significant
deficiencies and material weaknesses that the auditor believes exist as of
year end to enable management and the audit committee to understand
whether the auditor, in his or her independent judgment, has reached
similar conclusions as management regarding the severity of deficiencies
that exist as of year end. It is also important for the auditor to communicate
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any conditions that the auditor believes are significant deficiencies and
material weaknesses as of an interim date (as described in paragraph 214)
so that management and the audit committee can take corrective action as
soon as possible. In this manner, management might be able to correct a
significant deficiency or material weakness identified by the auditor in
advance of the date of management’s annual assessment required by Sec
tion 404(a) of the Act.
The need to communicate significant deficiencies and material weaknesses
identified as of an interim date, however, is limited by several aspects of
Auditing Standard No. 2. As described in Staff Answer No. 32, the auditor
is required by paragraph 130 of Auditing Standard No. 2 to reach a
conclusion regarding the significance of all identified control deficiencies
only as of the date of the assessment (i.e., as of year end). Although the
auditor might reach a conclusion regarding the significance of a control
deficiency as of an earlier date, an earlier conclusion is not required by
Auditing Standard No. 2. The audit of internal control over financial
reporting is an annual, not a quarterly, process. Also, because the objective
of a timely auditor communication regarding significant deficiencies and
material weaknesses is to enable management and the audit committee to
take corrective action as soon as possible, there is no need for the auditor
to communicate significant deficiencies and material weaknesses as of an
interim date when the auditor becomes aware of their existence only
because management already has identified them as significant deficiencies
or material weaknesses and begun corrective action.
Therefore, the auditor’s responsibility to communicate in writing to man
agement and the audit committee all significant deficiencies and material
weaknesses identified during the audit encompasses (1) all significant
deficiencies and material weaknesses that exist as of the date of the
assessment and (2) any deficiencies that the auditor concludes, as of an
earlier date, are significant deficiencies or material weaknesses and that
management has not also identified as significant deficiencies or material
weaknesses and begun corrective action upon as of the interim date.

Q34. Paragraph 142 of Auditing Standard No. 2 states that the auditor should
obtain a representation from management that, among other matters, manage
ment has disclosed to the auditor all deficiencies in the design or operation of
internal control over financial reporting identified as part of management’s
assessment, including separately disclosing to the auditor all such deficiencies
that it believes to be significant deficiencies or material weaknesses. Can the
auditor accept this representation from management if management has
communicated only deficiencies, including those that are significant deficien
cies and material weaknesses, that exist as of the date of management’s
assessment?

A34. No. This representation contemplates that management has dis
closed to the auditor all deficiencies in internal control over financial
reporting identified as part of management’s assessment, regardless of
whether the deficiencies have been corrected as of the date of management’s
assessment.

Management already is required by other provisions of the Act and the
SEC’s associated implementing rules to communicate all significant defi
ciencies and material weaknesses to the auditor and the audit committee.
The representation in paragraph 142 was intended to close what some
commenters on the Board’s proposed internal control standard perceived as
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a loophole: that management could conceal a deficiency from the auditor by
concluding that it was only a deficiency and, therefore, was not captured by
other communication requirements for management to communicate sig
nificant deficiencies and material weaknesses to the auditor and the audit
committee. When the auditor obtains the representation from management
described in paragraph 142 that management has communicated to the
auditor all deficiencies in internal control over financial reporting identified
as part of management’s assessment, the auditor has the ability (and
responsibility) to evaluate, in his or her own judgment, (1) whether those
deficiencies exist as of the date of management’s assessment and, if so (2)
the severity of those deficiencies. This is an important part of the auditor
obtaining sufficient evidence supporting his or her opinion about the effec
tiveness of internal control over financial reporting.

Management may, of course, communicate all deficiencies in internal con
trol over financial reporting identified as part of management’s assessment
throughout the course of management’s assessment process and in a num
ber of different forms. The staff expects that management would not
ordinarily need to assemble a separate documentation package solely for
the purpose of representing that it has disclosed to the auditor all identified
deficiencies in internal control. In most circumstances, management’s docu
mentation of its assessment would be sufficient for communicating all
deficiencies to the auditor. For example, if management uses a database to
accumulate and document all identified control deficiencies, management
could grant the auditor continuous access to management’s database. Fur
ther, some issuers might correct identified control deficiencies prior to year
end without reaching a conclusion as to their severity. In this case, the
significance of the deficiency would be irrelevant in terms of management’s
year-end conclusion as part of its assessment of internal control over
financial reporting because the deficiency would not exist as of year end.
Management’s representation that it has separately disclosed to the auditor
all such deficiencies that it believes to be significant deficiencies or material
weaknesses does not, by itself, obligate management to conclude on the
severity of a deficiency that it otherwise would not have concluded upon.

Q35. Paragraph 50 of Auditing Standard No. 2 states that some controls might
have a pervasive effect on the achievement of many overall objectives of the
control criteria. For example, information technology (“IT”) general controls
over program development, program changes, computer operations, and access
to programs and data help ensure that specific controls over the processing of
transactions are operating effectively. IT general controls whose design or
operation is ineffective would, of course, be deficiencies. The definitions of
significant deficiency and material weakness, however, focus on the likelihood
and magnitude of financial statement misstatement. IT general controls, by
their nature, do not affect a company’s financial statements directly. How
should the significance of deficiencies in IT general controls be evaluated?

A35. To evaluate the significance of a deficiency in IT general controls, the
effect of the deficiency on application controls should be evaluated. Appli
cation controls can be automated control procedures (for example, calcula
tions, posting to accounts, generation of reports, edits, and control routines)
performed by IT. When IT is used to initiate, authorize, record, process, or
report transactions or other financial data for inclusion in financial state
ments, the systems and programs may include automated application
controls related to the corresponding assertions for significant accounts or
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disclosures. Application controls also may be manual controls that are
dependent on IT (for example, the review by an inventory manager of an
exception report when the exception report is generated by IT). Although
IT general control deficiencies do not result in financial statement misstate
ments directly, an associated ineffective application control may lead to
misstatements. Therefore, the significance of an IT general control defi
ciency should be evaluated in relation to its effect on application controls,
that is, whether the associated application controls are ineffective.
An application control might be effective even if deficiencies exist in IT
general controls. For example, in the presence of deficient program change
controls, management and the auditor might be able to determine that, in
the circumstances, the relevant application controls were operating effec
tively as of the date of management’s assessment. In this case, the deficiency
in IT general controls could be classified as only a deficiency. On the other
hand, deficient program change controls might result in unauthorized
changes to application controls, in which case the application controls are
ineffective. In this case, the ineffective program change controls, combined
with the ineffective application controls, should be evaluated in terms of
likelihood and magnitude of potential financial statement misstatement. In
this manner, the combined effect of the ineffective IT general control and
the ineffective application control(s) could be classified as either a signifi
cant deficiency or a material weakness for both the application control and
the related IT general control.
The definitions of significant deficiency and material weakness also contain
aggregation concepts: a control deficiency, or combination of control defi
ciencies, can represent a significant deficiency or material weakness. After
an IT general control deficiency has been evaluated in relation to its effect
on application controls, it also should be evaluated when aggregated with
other control deficiencies. For example, all deficiencies affecting the
control environment should be evaluated in the aggregate. Manage
ment’s decision not to correct an IT general control deficiency and its
associated reflection on the control environment, when aggregated with
other deficiencies affecting the control environment, could lead to the
conclusion that a significant deficiency or material weakness in the control
environment exists.

An IT general control deficiency in the absence of an application control
deficiency could be classified as only a control deficiency. Based on the
directions in paragraph 137, the auditor also could determine that a prudent
official in the conduct of his or her own affairs would conclude that the IT
general control deficiency, by itself, was a significant deficiency. In this
manner, an IT general control deficiency, by itself, could be covered by
paragraph 140 of Auditing Standard No. 2, which states that significant
deficiencies that have been communicated to management and the audit
committee that remain uncorrected after some reasonable period of time
are strong indicators of a material weakness.

Using the Work of Others
Q36. Auditing Standard No. 2 allows the auditor to use the work of others to
alter the nature, timing, and extent of work he or she otherwise would have
performed. Paragraph 109 of Auditing Standard No. 2 states that the auditor
may apply the relevant concepts of AU sec. 322, The Auditor’s Consideration of
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the Internal Audit Function in an Audit of Financial Statements,6 to using the
work of others in the audit of internal control over financial reporting. AU sec.
322 allows the auditor to use internal auditors to provide direct assistance in an
audit of the financial statements. Can the auditor use internal auditors to
provide direct assistance in the audit of internal control over financial reporting?

A36. Yes. The reference to AU sec. 322 in paragraph 109 of Auditing
Standard No. 2 means that the auditor can use internal auditors to provide
direct assistance in the audit of internal control over financial reporting.
AU sec. 322 further describes using internal auditors as direct assistance.
Paragraph 108 of Auditing Standard No. 2, however, states that the auditor
must perform enough of the testing himself or herself so that the auditor’s
own work provides the principal evidence for the auditor’s opinion. Because
the auditor is not performing the testing himself or herself when internal
auditors provide direct assistance, testing performed by internal auditors
as direct assistance does not qualify as part of the principal evidence
supporting the auditor’s opinion.

Similarly, paragraph 116 of Auditing Standard No. 2 states that the auditor
should perform the walkthroughs (described beginning at paragraph 79)
himself or herself because of the degree ofjudgment required in performing
this work. Therefore, the auditor may not use internal auditors as direct
assistance for the walkthroughs that the auditor determines are necessary.
Also, as described in paragraph 113, the auditor should not use the work of
others to reduce the amount of work he or she performs on controls in the
control environment because of the nature of the controls in the control
environment. Accordingly, the auditor cannot use direct assistance provided
by internal auditors to reduce the amount of work the auditor performs
himself or herself on controls in the control environment.
Therefore, when the auditor uses internal auditors to provide direct assis
tance in the audit of internal control over financial reporting, the auditor
should determine the extent to which this direct assistance alters the
nature, timing and extent of the work the auditor would otherwise have
performed by following the directions in paragraphs 108-126 of Auditing
Standard No. 2 regarding using the work of others. For example, consistent
with the example in paragraph 126 regarding management self-assessment
of controls, the auditor should not use internal auditors to provide direct
assistance to test controls the internal auditor tested as part of manage
ment’s assessment.

6 The Board adopted the generally accepted auditing standards, as described in the AICPA
Auditing Standards Board’s (“ASB”) Statement on Auditing Standards No. 95, Generally Accepted
Auditing Standards, as in existence on April 16, 2003, on an initial, transitional basis. The State
ments on Auditing Standards promulgated by the ASB have been codified into the AICPA Profes
sional Standards, Volume 1, as AU sections 100 through 900. References in Auditing Standard No. 2
and this Staff Questions and Answers document refer to those generally accepted auditing standards,
as adopted on an interim basis in PCAOB Rule 3200T.
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STAFF QUESTIONS AND ANSWERS
AUDITING INTERNAL CONTROL OVER FINANCIAL REPORTING
January 21, 2005

Summary: Staff questions and answers set forth the staffs opinions on issues
related to the implementation of the standards of the Public
Company Accounting Oversight Board (“PCAOB” or “Board”). The
staff publishes questions and answers to help auditors implement,
and the Board’s staff administer, the Board’s standards. The
statements contained in the staff questions and answers are not
rules of the Board, nor have they been approved by the Board.
The following staff question and answer related to PCAOB Auditing Standard
No. 2, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements (“Auditing Standard No. 2”),
was prepared by the Office of the Chief Auditor. The staff questions and answers
related to Auditing Standard No. 2 are sequentially numbered upon issuance. Staff
questions and answers numbered 1-36 are available on the Board’s web site at
http://www.pcaobus.org. Additional questions should be directed to Laura
Phillips, Associate Chief Auditor (202/207-9111; phillipsl@pcaobus.org) or
Greg Fletcher, Assistant Chief Auditor (202/207-9203; fletcherg@pcaobus.org).

***

Temporary Transitional Rule 3201T
Q37. The Board’s temporary transitional rule, Rule 320IT, Temporary Tran
sitional Provision for Auditing Standard No. 2, “An Audit of Internal Control
Over Financial Reporting Performed in Conjunction with an Audit ofFinancial
Statements,” provides that, notwithstanding Auditing Standard No. 2, in con
nection with the audit of an issuer that does not file management’s annual
report on internal control over financial reporting in reliance on the SEC’s
order,1 an auditor need not date the auditor’s report on management’s assess
ment of the effectiveness of internal control over financial reporting with the
same date as the auditor’s report on the issuer’s financial statements,2 as long
as the date of the auditor’s report on management’s assessment is later than
the date of the report on the financial statements.

Paragraph 14 of PCAOB Auditing Standard No. 3, Audit Documentation
(“Auditing Standard No. 3”), defines the “report release date” as the date the
auditor grants permission to use the auditor’s report in connection with the
issuance of the company’s financial statements. Paragraph 15 of Auditing
Standard No. 3 requires that a complete and final set of audit documentation
be assembled for retention as of a date not more than 45 days after the report
release date (defined as the “documentation completion date”).
When an auditor is engaged to perform an integrated audit of the financial
statements and internal control over financial reporting under Auditing Stand1 See Exchange Act Release No. 50754 (Nov. 30, 2004).
2 See, e.g., Paragraph 171, Auditing Standard No. 2.
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ard No. 2, the auditor may prepare a single set of integrated audit documenta
tion for the engagement.
If an auditor that has been engaged to perform an integrated audit of the
financial statements and internal control over financial reporting under Audit
ing Standard No. 2 releases his or her report on the financial statements before
releasing his or her report on management’s assessment of internal control over
financial reporting in reliance on Rule 3201T, does this action create two
separate documentation completion dates—one for the auditor’s report on the
financial statements and one for the auditor’s report on management’s assess
ment?

A37. No, there would not be two separate documentation completion dates
if the auditor releases his or her report on management’s assessment of
internal control in reliance on Rule 3201T within the time period de
scribed by the SEC’s order.3 In normal circumstances, an auditor engaged
to perform an integrated audit of the financial statements and internal
control over financial reporting under Auditing Standard No. 2 would
release his or her reports on the financial statements and management’s
assessment of internal control over financial reporting on the same date
and, as Auditing Standard No. 2 requires, both reports would be dated the
same. Therefore, normally, there would be a single documentation comple
tion date associated with the completion of an engagement performed under
Auditing Standard No. 2.

In the circumstance in which the auditor releases his or her report on the
financial statements before releasing his or her report on management’s
assessment of internal control over financial reporting in reliance on Rule
3201T, the 45-day period specified in paragraph 15 of Auditing Standard
No. 3 that determines the documentation completion date for the auditor’s
report on the financial statements begins on the earlier of (1) the release of
the auditor’s report on management’s assessment of internal control over
financial reporting or (2) the date that management was required, under
the SEC’s order, to file an amendment to its Form 10-K that was to include
the omitted management and auditor reports on internal control.

3 The SEC’s order, among other things, requires an issuer relying on the exemption in the order
to file all of the other information required in Form 10-K within the 75 day period specified in the
form and complete its Form 10-K by filing an amendment to include the omitted management and
auditor reports on internal control not later than 45 days after the end of that 75 day period. See
Exchange Act Release No. 50754 (Nov. 30, 2004) for further information.
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STAFF QUESTIONS AND ANSWERS
AUDITING INTERNAL CONTROL OVER FINANCIAL REPORTING
May 16z 2005

Summary: Staff questions and answers set forth the staffs opinions on
issues related to the implementation of the standards of the
Public Company Accounting Oversight Board (“PCAOB” or
“Board”). The staff publishes questions and answers to help audi
tors implement, and the Board’s staff administer, the Board’s
standards. The statements contained in the staff questions and
answers are not rules of the Board, nor have they been approved
by the Board.

The following staff questions and answers related to PCAOB Auditing
Standard No. 2, An Audit of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of Financial Statements (“Auditing
Standard No. 2”), were prepared by the Office of the Chief Auditor. The staff
questions and answers related to Auditing Standard No. 2 are numbered sequen
tially upon issuance. Staff questions and answers numbered 1-37 are available
on the Board’s Web site at http://www.pcaobus.org. Additional questions
should be directed to Laura Phillips, Associate Chief Auditor (202/207-9111;
phillipsl@pcaobus.org) or Sharon Virag, Assistant ChiefAuditor (202/207-9164;
virags@pcaobus. org).

***

General
Q38. What is a “top-down approach” to the audit of internal control over
financial reporting, and what are its benefits?

A38. In a top-down approach to auditing internal control over financial
reporting, the auditor performs procedures to obtain the necessary under
standing of internal control over financial reporting and to identify the
controls to test in a sequential manner, starting with company-level controls
and then driving down to significant accounts, significant processes, and,
finally, individual controls at the process, transaction, or application levels.
Auditing Standard No. 2 was designed to encourage the auditor to take this
type of top-down approach to his or her audit. A top-down approach prevents
the auditor from spending unnecessary time and effort understanding a
process or control that does not affect the likelihood that the company’s
financial statements could be materially misstated.
By following the top-down sequence summarized below, the auditor focuses
early in the process on matters, such as company-level controls, that can
have an effect on the auditor’s later decisions about scope and testing
strategy. This approach also helps the auditor to identify and eliminate from
further consideration accounts, disclosures, and assertions that have only
a remote likelihood of containing misstatements that could cause the
financial statements to be materially misstated.
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Top-down Approach Sequence

Auditing Standard No. 2 Direction

Identify, understand, and evaluate
the design effectiveness of
company-level controls

Paragraphs 52 through 59

Identify significant accounts,
beginning at the financial-statement
or disclosure level

Paragraphs 60 through 67

Identify the assertions relevant to
each significant account

Paragraphs 68 through 70

Identify significant processes and
major classes of transactions

Paragraphs 71 through 78

Identify the points at which errors or
fraud could occur in the process

This identification occurs during the
identification of significant accounts,
relevant assertions, and significant
processes, and is confirmed by
performing walkthroughs as
described in paragraphs 79-82

Identify controls to test that prevent
or detect errors or fraud on a timely
basis

Paragraphs 83 through 87

Clearly link individual controls with
the significant accounts and
assertions to which they relate

Paragraph 84

In this top-down approach, the auditor begins by identifying, understanding,
and evaluating the design of company-level controls. Company-level controls
include:

•

controls within thfe control environment, such as tone at the top, organ
izational structure, commitment to competence, human resource poli
cies and procedures;

•

management’s risk assessment process;

•

centralized processing and controls, such as shared service environ
ments;

•

controls to monitor other controls, including activities of the internal
audit function, the audit committee, and self-assessment programs;
and

•

the period-end financial reporting process.

Company-level controls function within all five COSO1 internal control
components and often have a pervasive effect on controls at the process,
transaction, or application level. Because of the pervasive effect of companylevel controls, in this top-down approach, the auditor tests and evaluates
the effectiveness of company-level controls first, because the results of this
work will affect the auditor’s testing strategy for controls at the process,
transaction, and application levels. Staff Question No. 43 further discusses
1 COSO refers to The Committee of Sponsoring Organizations (“COSO”) of the Treadway Com
mission’s publication, Internal Control-Integrated Framework (the “COSO Report”). Paragraph 49 of
Auditing Standard No. 2 and the COSO report describe these components.
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the role of company-level controls in the auditor’s decisions about the
nature, timing, and extent of tests of controls at the process, transaction, or
application levels.
This top-down approach is both effective and efficient. In terms of effective
ness, the identification of significant accounts at the financial statement
level (the “top”) is driving the audit process “down” to the individual control
level. In this manner, the auditor is assured of identifying controls to test
that address relevant assertions for significant accounts. In terms of effi
ciency, this process prevents the auditor from spending unnecessary time
and effort understanding a process or control that ultimately is not relevant
to whether the financial statements could be materially misstated.

Q39. Auditors generally employ a “risk-based” approach to auditing financial
statements. The auditor’s assessment of the risk that a financial statement
amount or disclosure is misstated affects the nature, timing, and extent of the
auditor’s work on that financial statement amount or disclosure. How is an
audit of internal control over financial reporting risk-based?

A39. Risk assessment underlies the entire audit process described by
Auditing Standard No. 2. A direct relationship exists between the degree of
risk that a material weakness could exist in a particular area of the
company’s controls and the amount of audit attention the auditor should
devote to that area. Accordingly, the lower the risk that a material weakness
could exist in a particular area, the less audit attention the auditor would
need to devote to the area. On the other hand, the higher the risk that a
material weakness could exist in a particular area, the greater the amount
of audit attention the auditor should devote to the area. This relationship
between risk and amount of audit attention is consistent with the auditor’s
responsibility to plan and perform the audit of internal control over finan
cial reporting so that the risk that he or she fails to find a material weakness
that does exist is appropriately low.

Q40. How does the auditor’s assessment of the risk of financial statement
misstatement affect the work that must be performed in an audit of internal
control over financial reporting?
A40. The auditor’s assessment of the risk that the financial statements
could be materially misstated is an integral part of an audit of internal
control over financial reporting conducted pursuant to Auditing Standard
No. 2. The auditor’s risk assessment, therefore, has a pervasive effect on
the amount of work the auditor must perform.

The effects of the auditor’s risk assessment are particularly significant in
four provisions of Auditing Standard No. 2 that are at the center of an audit
of internal control: (1) the identification of significant accounts, (2) the
identification of relevant assertions, (3) the nature, timing, and extent of
the auditor’s tests of controls, and (4) the auditor’s use of the work of others.
Significant accounts. Paragraph 65 of Auditing Standard No. 2 describes
quantitative and qualitative risk factors that the auditor should evaluate
in deciding whether an account is significant. Using these risk factors, the
auditor may eliminate from further consideration (unless the auditor later
identifies indications of a higher level of risk) those accounts and disclosures
that have only a remote likelihood of containing misstatements that could
cause the financial statements to be materially misstated.
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Staff Question No. 41 further discusses the identification of significant
accounts.

Relevant assertions. The auditor identifies relevant assertions related to
significant accounts by evaluating the risk that the assertions could be
misstated. An assertion that does not present a meaningful risk of potential
material misstatement should not be identified as a relevant assertion and
does not need to be subject to the auditor’s testing.
Nature, timing, and extent of tests of controls. Auditing Standard No. 2
provides the auditor with the ability to test a control less extensively and
farther from the “as-of” date when less risk is associated with the control.
Likewise, these provisions direct the auditor to test a control more exten
sively and closer to the as-of date of management’s assessment when more
risk is associated with the control.

Staff Question No. 43 further discusses the role of an assessment of risk on
the nature, timing, and extent of tests of controls.

Using the work of others. An important component of the framework for
using the work of others in an audit of internal control over financial
reporting relates to the nature of the controls subjected to the work of others.
Paragraph 112 of Auditing Standard No. 2 describes several risk factors
that the auditor should evaluate when evaluating the nature of the controls
subjected to the work of others. As these factors decrease in significance,
the need for the auditor to perform his or her own work on those controls
decreases. As these factors increase in significance, the need for the auditor
to perform his or her own work on those controls increases. In this manner,
the auditor’s degree of reliance on the work of others should be naturally
responsive to the degree of risk associated with the testing of those controls.
Staff Question No. 54 further discusses the role of risk assessment on the
auditor’s use of the work of others.

Scope and Extent of Testing
Q41. The identification of significant accounts plays a central role in the
scoping of an audit of internal control over financial reporting. What role do
qualitative factors and an assessment of risk have in the identification of
significant accounts?

A41. As discussed in Staff Question No. 40, the auditor should determine
that an account is significant based on an assessment of the risk that the
account could contain misstatements that individually, or when aggregated
with others, could have a material effect on the financial statements. Para
graph 65 of Auditing Standard No. 2 describes quantitative and qualitative
factors that the auditor should evaluate together to determine whether an
account is significant. It is important for the auditor to take into account
the total mix of information that is available in determining whether an
account is significant. Accordingly, quantitative measures alone are not
determinative of whether an account should be identified as significant.

For example, paragraph 66 of Auditing Standard No. 2 should not be
understood to require that the fixed asset account be identified as a signifi
cant account for the audit of internal control over financial reporting simply
because it is quantitatively large and without regard to the risk that the
account could be materially misstated. The example in paragraph 66 in
which the fixed asset account is determined to be significant is based on
considering both quantitative and qualitative factors.
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If the auditor determines that an account is a significant account for the
audit of internal control over financial reporting, the auditor should design
his or her control testing strategy to be responsive to his or her assessment
of the risk related to the account. Staff Question No. 43 further discusses
how the auditor may reduce the extent of his or her control testing for
accounts that are assessed as having lower risk.

The auditor also should consider that components of an account balance
may be subject to differing risks or different controls. Accordingly, the
auditor may be able to reduce or eliminate testing of controls for some
components. To take an obvious example, the petty cash component of the
financial statement line item “cash and cash equivalents” rarely presents a
more than remote risk that the financial statements could be materially
misstated.

Q42. At many companies, management identifies and tests what it describes
as “key” or “significant” controls as a part of its assessment of internal control
over financial reporting. Is the auditor required to test all the controls that
management tested because management described them as key or significant?
A42. No. Auditing Standard No. 2 does not define key or significant
controls. Depending on the way in which key or significant controls are
identified, testing all of those controls might result in the auditor testing
either more or fewer controls than necessary. Rather, paragraph 83 of
Auditing Standard No. 2 states that the auditor should obtain evidence
about the effectiveness of controls (either by performing tests of controls
himself or herself, or by using the work of others) for all relevant assertions
related to all significant accounts and disclosures in the financial state
ments. This direction encourages the auditor to focus on assertions that are
relevant to the accounts and disclosures that the auditor has determined
are significant before deciding which controls to test. This process is consis
tent with the top-down approach described in Staff Question No. 38.
There may be circumstances in which management identifies and tests
more controls than necessary for the purpose of its assessment of internal
control over financial reporting. Such a decision on the part of management
should not affect the scope of the auditor’s work. The auditor need test only
those controls that the auditor identifies as controls over relevant assertions
related to significant accounts. This direction applies to the auditor’s tests
of design effectiveness as well as operating effectiveness of controls.
Staff Question No. 49 further discusses the independent nature of manage
ment’s decisions regarding controls to test compared with the auditor’s
decisions related to the testing of controls.

Q43. How does the auditor’s assessment of risk affect the auditor’s decisions
about the nature, timing, and extent of testing of controls?

A43. As discussed further in Staff Question No. 40, a direct relationship
exists between the degree of risk that a material weakness could exist in a
particular area of a company’s controls and the amount of audit attention
the auditor should devote to that area. Accordingly, the provisions of
Auditing Standard No. 2 discussed below provide the auditor with the
ability to reduce his or her testing for lower-risk areas.
Nature. As the risk associated with the control being tested decreases, the
persuasiveness of the evidence that the auditor needs to obtain also de
creases. On the other hand, as the risk associated with the control being
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tested increases, the persuasiveness of the evidence that the auditor needs
to obtain also increases.
Paragraphs 89 and 93 of Auditing Standard No. 2 describe the nature of the
procedures the auditor might choose to perform to test the effectiveness of
a control. These procedures include inquiry, observation, inspection of
relevant documentation, and reperformance of the application of the con
trol. The auditor also may perform walkthroughs, which ordinarily consist
of some combination of these types of procedures, as tests of design and
operating effectiveness. These procedures are listed in the order of the
general level of persuasiveness of the evidence that they ordinarily would
produce, from lowest to highest. Although inquiry alone is not sufficient,
the auditor has significant latitude to determine what work should be done.

Timing. Generally, as the risk associated with the control being tested
decreases, the testing may be performed farther from the as-of date; on the
other hand, as the risk associated with the control increases, the testing
should be performed closer to the as-of date. Paragraphs 100 and 101 of
Auditing Standard No. 2 describe factors that the auditor should evaluate
when determining the timing of his or her testing.

In determining that the testing of a control should be performed closer to
the as-of date because of increased risk associated with the control, the
auditor still may test those controls as of an interim date and correspond
ingly adjust the nature and extent of his or her roll-forward procedures to
be more extensive.
Staff Question No. 51 further discusses determining adequate roll-forward
procedures.

Also, as described in paragraph 101 of Auditing Standard No. 2, the auditor
should balance performing tests of controls closer to the as-of date with the
need to obtain sufficient evidence of operating effectiveness. For example,
if the auditor determined that he or she should test 25 operations of a control
that operated multiple times per day, the auditor should not test that
control 25 times on the last day of the company’s fiscal year.

Extent. As the risk associated with a control decreases, the extensiveness of
the auditor’s testing should decrease; as the risk associated with a control
increases, the extensiveness of the auditor’s testing also should increase.
Paragraph 105 of Auditing Standard No. 2 describes three primary factors
that the auditor should evaluate when determining the extent of testing the
auditor should perform on a given control: (1) the nature of the control, (2)
the frequency of operation, and (3) the importance of the control. Evaluating
the nature of the control, and especially the importance of the control, is
related directly to the auditor’s assessment of risk associated with the
control.
Company-level controls. As described in Staff Question No. 38 regarding the
top-down approach, the auditor’s evaluation of company-level controls also
will affect the auditor’s decisions regarding the nature, timing, and extent
of testing a control. Because company-level controls have a bearing on the
auditor’s evaluation of risk associated with the controls operating at more
detailed levels than the company-level controls, the auditor’s evaluation of
company-level controls can result in increasing or decreasing the testing
that the auditor otherwise would have performed on controls at the process,
transaction, or application levels. Although testing company-level controls
alone is not sufficient, pervasive company-level controls can have a signifi
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cant effect on the auditor’s testing of other controls, particularly when
strong company-level controls that have a direct relationship with lowerlevel controls result in the auditor decreasing the testing he or she otherwise
would have performed.

Q44. The Background and Basis for Conclusions of Auditing Standard No. 2
indicates that the requirements in Auditing Standard No. 2 reflect the Board’s
decision that “each year’s audit must stand on its own.” Does this mean that
the auditor must ignore the results of the previous year’s audit of internal
control over financial reporting and conduct subsequent audits as though they
were an initial audit?

A44. No. The statement that each year’s audit must stand on its own does
not mean that audit knowledge obtained in prior years should be ignored
in subsequent years’ audits. Importantly, the auditor should use previous
knowledge about the company’s internal control over financial reporting to
inform his or her assessments of risk in the current-year’s audit. For
example, during the first audit of internal control over financial reporting,
the auditor might have determined his or her sample size for testing a
control by planning for several exceptions—a sampling strategy that would
have resulted in a larger sample size than if no exceptions were expected.
Based on favorable audit results, the auditor might reduce his or her sample
size to reflect the expectation of no exceptions in the next year.

Staff Question Nos. 39, 40, and 43 further discuss how the auditor’s
assessment of risk could affect his or her audit approach.

Also, as described in paragraph E120 of Auditing Standard No. 2, some
natural efficiency will emerge as the auditor repeats the audit process. For
example, the auditor likely will spend less time obtaining the requisite
understanding of the company’s internal control over financial reporting in
subsequent years compared with the time that was necessary in the first
year. This use of previous knowledge also means that the auditor’s evalu
ation of the design effectiveness of controls in subsequent years should be
substantially more efficient.

Additionally, the statement that each year’s audit must stand on its own
accommodates both benchmarking automated application controls (See
Staff Question No. 45) and alternating tests of controls (See Staff Question
No. 46).

Q45. Since each year’s audit must stand on its own, can a benchmarking
strategy for testing automated application controls be employed? How would
the auditor properly execute such a testing strategy?

A45. Yes, a benchmarking strategy for testing automated application
controls can be used and presents an area of potential audit efficiency for
those companies that have made investments in effective Information
Technology (“IT”) general controls. As such, paragraph E122 of Auditing
Standard No. 2 specifically acknowledges benchmarking as a testing strat
egy that is permitted by the standard.

In general, to render an opinion as of the date of management’s assessment,
the auditor needs to test controls every year. This type of evidence is needed
regardless of whether controls were found to be effective at the time of the
prior annual assessments or whether those controls have changed since that
time because even if nothing significant changed about the company—the
business model, employees, organizational structure, etc.—controls that
were effective last year may not be effective this year due to error, compla
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cency, distraction, and other human conditions that result in the inherent
limitations in internal control over financial reporting. Automated applica
tion controls, however, will continue to perform a given control (for example,
aging of accounts receivable, extending prices on invoices, performing edit
checks) in exactly the same manner until the program is changed. Entirely
automated application controls, therefore, are generally not subject to
breakdowns due to human failure and this feature allows the auditor to
“benchmark,” or “baseline,” these controls.
If general controls over program changes, access to programs, and computer
operations are effective and continue to be tested, and if the auditor verifies
that the automated application control has not changed since the auditor
last tested the application control, the auditor may conclude that the
automated application control continues to be effective without repeating
the prior year’s specific tests of the operation of the automated application
control. The nature and extent of the evidence that the auditor should obtain
to verify that the control has not changed may vary depending on the
circumstances, including depending on the strength of the company’s pro
gram change controls.

When using a benchmarking strategy for a particular control, the auditor
also should consider the importance of the effect of related files, tables, data,
and parameters on the consistent and effective functioning of the automated
application control. For example, an automated application for calculating
interest income might be dependent on the continued integrity of a rate
table used by the automated calculation.
To determine whether to use a benchmarking strategy, the auditor should
evaluate the following factors. As these factors increase in significance, the
control being evaluated should be viewed as well suited for benchmarking.
As these factors decrease in significance, the control being evaluated should
be viewed as less suited for benchmarking. These factors are:

•

the extent to which the application control can be matched to a defined
program within an application;

•

the extent to which the application is stable (i.e., there are few
changes from period to period); and

•

whether a report of the compilation dates of all programs placed in
production is available and is reliable. (This information may be used
as evidence that controls within the program have not changed.)

Benchmarking automated application controls can be especially effective
for companies using purchased software when the possibility of program
changes is remote—for example, when the vendor does not allow access or
modification to the source code.

At some point, the benchmark of an automated application control should
be reestablished. To determine whether to reestablish a benchmark, the
auditor should evaluate the following factors:
•

the effectiveness of the IT control environment, including controls over
application and system software acquisition and maintenance, access
controls and computer operations;

•

the auditor’s understanding of the effects of changes, if any, on the
specific programs that contain the controls;
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•

the nature and timing of other related tests; and

•

the consequences of errors associated with the application control that
was benchmarked.

Q46. In the context of an audit of internal control over financial reporting,
what does “alternating tests of controls” mean?

A46. Alternating tests of controls relates to using the work of others and
other variations in testing from year to year. The statement that each year’s
audit must stand on its own is a guiding principle, and one that permits
significant flexibility in varying the nature, timing, and extent of work in
particular areas from year to year.

The auditor may use the work of others in a particular area to a large extent,
perhaps entirely, in one or more years and to a lesser extent in other years.
This decision to use the work of others as the entirety of the audit evidence
for a given area would be made using the principles described in paragraphs
108 through 125 of Auditing Standard No. 2, including evaluating the
nature of the controls being tested and the competence and objectivity of
the individuals who performed the work.
Variation in the auditor’s testing, as paragraph 104 of Auditing Standard
No. 2 explains, includes the concept that the auditor “should vary from year
to year the nature, timing, and extent of testing of controls to introduce
unpredictability into the testing and respond to changes in circumstances.”
In a particular area, from year to year, the auditor may vary the time period
over which controls are tested, the number and types of procedures per
formed, or the combination of procedures used. Each year’s audit must stand
on its own, but each year’s audit does not have to include the same scope of
testing.

Q47. As companies refine their approach to complying with the reporting
requirements of Section 404 in subsequent years, many companies are expected
both to improve their processes and procedures for monitoring the operation of
controls and to make further use of control self-assessments. Management also
plays a role as part of internal control itself. How should these factors affect
the auditor’s evaluation of management’s assessment?

A47. Management’s daily interaction with the system of internal control
provides it with a broader array of procedures to achieve reasonable assur
ance for its assessment of internal control over financial reporting than the
auditor has available. The auditor should recognize this difference when
evaluating the adequacy of management’s assessment.
Paragraph 40 of Auditing Standard No. 2, which addresses the auditor’s
evaluation of management’s assessment process, recognizes the important
difference between management’s assessment and the auditor’s testing.
The fifth bullet of that paragraph cites as examples of procedures that
management could use to obtain sufficient evidence of the operating effec
tiveness of controls “inspection of evidence of the application of controls, or
testing by means of a self-assessment process, some of which might occur
as part of management’s ongoing monitoring activities.” For example,
management might be able to determine that controls operate effectively
through its direct and ongoing monitoring of the operation of controls. This
determination might be accomplished through performing regular manage
ment and supervisory activities, monitoring adherence to policies and proce
dures, and performing other routine actions. For instance, a supervisor’s
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review of a monthly account reconciliation prepared by one of his or her
subordinates could be a monitoring control that also provides management
with evidence supporting its assessment of internal control over financial
reporting, if the results of the supervisor’s review were evaluated and
documented as part of management’s assessment. To appropriately evalu
ate the adequacy of management’s assessment as directed by the standard,
the auditor needs to recognize these other types of procedures that are
available to management as part of the basis for its assessment.
Q48. Paragraph 126 of Auditing Standard No. 2 states that the auditor should
not use management “self-assessment” of controls as part of the auditor’s
evidence supporting his or her opinion. Does this mean that the auditor cannot
use any procedures that are labeled or characterized as a self-assessment?

A48. No. Simply labeling management tests as self-assessment does not
preclude the auditor from using that work. Self-assessment, as the term is
currently used by issuers and auditors, has become a broad term that refers
to different types of procedures performed by various parties. Accordingly,
the auditor should evaluate the nature of the self-assessment process used
by management when considering whether to use this work.
Although it does not provide an explicit definition of the term self-assess
ment, paragraph 126 of Auditing Standard No. 2 uses the term in a specific
and narrow way to mean an assessment made by the same personnel who
are responsible for performing the control. The auditor should not use this
type of self-assessment as a basis for the auditor’s opinion because this type
of work lacks sufficient objectivity for the auditor’s purposes. On the other
hand, the broader set of procedures that some issuers and auditors currently
label as self-assessment includes assessments and tests of controls per
formed by persons who are members of management but are not the same
personnel who are responsible for performing the control. In this manner,
an assessment may be carried out with varying degrees of objectivity,
depending on how far the person performing the assessment is removed
from the person performing the control.
When the self-assessment is being performed by persons who are members
of management but are not the same personnel who are responsible for
performing the control, the auditor should evaluate this work using the
provisions in Auditing Standard No. 2 for using the work of others—evalu
ating the nature of the controls subjected to the work of others and the
competence and objectivity of the individuals who performed the work. In
this circumstance, the decision about whether the auditor may use the work
labeled as a self-assessment, and the extent to which the auditor uses that
work, involve judgment in the circumstances beyond simply whether the
work is labeled self-assessment.

Q49. Should the auditor evaluate the adequacy of management’s assessment
of internal control over financial reporting by determining whether, on a controlby-control level, management’s testing was at least as extensive as the auditor’s?

A49. No. The auditor should not evaluate the adequacy of management’s
assessment by simply comparing, on a control-by-control level, whether
management’s testing was at least as extensive as the auditor’s. The nature
and extent of the procedures that management uses to support its assess
ment should be determined by management, independent of the auditor’s
decisions about the nature, timing, and extent of the auditor’s procedures.
The procedures that management performs to support its assessment might
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be different from the auditor’s procedures, yet still provide management
with an adequate basis for its assessment, for several reasons.

First, as discussed in Staff Question No. 47, management has a broader
array of procedures available to support its assessment than the auditor.
As discussed further in Staff Question No. 48, management also may use
self-assessment in particular areas to support its overall assessment of
internal control over financial reporting. In this circumstance, the auditor
should evaluate whether management’s overall assessment process in
cludes periodic, objective validation of the effectiveness of self-assessments
in individual areas, such as testing by internal auditors, to verify the
effectiveness of self-assessments. This type of validation of self-assessments
need not occur every period for every area in which a self-assessment is
performed. Management’s overall assessment process, however, should
include a rational approach for determining how frequently and extensively
to verify the effectiveness of self-assessments.
The work that management performs in connection with its assessment can
have a significant effect on the nature, timing, and extent of the work of the
auditor. The more extensive and reliable management’s assessment is, the
less extensive and costly the auditor’s work will need to be.

Q50. The auditor’s opinion on the effectiveness of internal control over finan
cial reporting is rendered as of a point in time (i.e., at year-end), whereas the
auditor’s opinion on the financial statements covers the financial results over
a period of time (i.e., for the entire year). In an integrated audit of internal
control over financial reporting and the financial statements, how should the
auditor generally structure his or her testing of controls—throughout the entire
period under audit or compressed toward year-end?
A50. In most circumstances, testing controls throughout the year will
provide several benefits, perhaps the most important of which will be to
fully integrate the audit of internal control over financial reporting with the
audit of the financial statements.

In an integrated audit of internal control over financial reporting and the
financial statements, the auditor ordinarily would design his or her testing
of controls to accomplish the objectives of both audits simultaneously: (1) to
obtain sufficient evidence to support his or her opinion on internal control
over financial reporting as of year-end, and (2) to obtain sufficient evidence
to support a control risk assessment of low for purposes of the audit of
financial statements. By obtaining sufficient evidence to support a control
risk assessment of low for purposes of the financial statement audit, the
auditor will be able to reduce the amount of audit work that otherwise would
have been necessary to opine on the financial statements.
To further promote an integrated approach to the audit of internal control
over financial reporting and the audit of the financial statements (and,
therefore, testing controls over a period of time), paragraph 160 of Auditing
Standard No. 2 directs the auditor to document the reasons for assessing
control risk as other than low for any relevant assertions related to signifi
cant accounts. This documentation requirement reflects the expectation
that the benefits associated with an integrated audit ordinarily will best be
achieved by the auditor testing controls over a period of time. There may be
circumstances in which it is appropriate and efficient, however, for the
auditor not to test controls throughout the period and, therefore, not to
assess control risk in the audit of the financial statements as low, such as
when a material weakness is eliminated late in the year.
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Q51. If the auditor performs procedures to test the effectiveness of controls as
of an interim date, how should the auditor determine the nature and extent of
roll-forward procedures that are necessary to support the auditor’s opinion as
of year-end?

A51. The auditor should evaluate the factors described in paragraph 100
of Auditing Standard No. 2 when evaluating the nature and extent of
procedures to perform to update the results of his or her testing from an
interim date to the company’s year-end. As these factors decrease in signifi
cance, the evidence that needs to be obtained can be less persuasive, and
the necessary updating procedures, accordingly, become less extensive. As
these factors increase in significance, the necessary updating procedures
become more extensive. These factors include:
•

The specific controls tested prior to the as-ofdate and the results of those
tests. This factor takes into consideration the nature of the control and
the risks associated with the control. The lower the overall risk
associated with a given control, the less extensive the auditor’s
updating procedures should be. Controls tested as of an interim
date and for which testing exceptions were identified are an example
of controls considered to be of higher risk if the auditor expects to
conclude that those controls were effective as of year- end. This factor
also includes the direction in paragraph 101 of Auditing Standard
No. 2 that, for controls over significant non-routine transactions,
controls over accounts or processes with a high degree of subjectivity
or judgment in measurement, or controls over the recording of periodend adjustments (all areas of higher risk), the auditor should perform
tests of controls closer to or at the as-of date rather than at an interim
date.

•

The degree to which evidence about the operating effectiveness of those
controls was obtained. The more persuasive the evidence obtained as
of an interim date, the less extensive should be the updating proce
dures. On the other hand, the less persuasive the evidence obtained
as of an interim date is, the more extensive the updating procedures
need to be.

•

The length of the remaining period. The updating procedures should
be less extensive if the updating period of time is shorter. In other
words, the updating procedures for a control tested through October
would need to be less extensive than the updating procedures for a
control tested through May for a calendar year-end company.

•

The possibility that there have been any significant changes in internal
control over financial reporting subsequent to the interim date. The
more indicators the auditor has that signal that a control has not
changed since the interim testing date, the less extensive the updating
procedures should be. For example, if the auditor understands that
there have been no changes in the design of the control, the business
operations surrounding the control, the personnel performing the
control, or other factors, the less extensive the updating procedures
need to be. On the other hand, if management has implemented a
restructuring of significant processes that affect several significant
accounts after the auditor’s interim testing, such as when personnel
are replaced or positions are lost, the auditor’s updating procedures
would need to be more extensive.
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In selecting the nature of the tests to perform, the auditor might choose to
perform the following procedures: inquiry, observation, inspection of rele
vant documentation, and reperformance of a control. The auditor also may
perform walkthroughs, which ordinarily consist of some combination of
these types of procedures. These procedures are listed in the order of the
general level of persuasiveness of the evidence that they ordinarily would
produce, from lowest to highest. For example, “inspection” might include
scanning monthly account reconciliations to determine that the control was
performed on a timely basis during the period between the interim testing
and year-end.
Specific examples ofroll-forward procedures. Appendix B of Auditing Stand
ard No. 2 contains four examples of how to apply the requirements in
paragraphs 88 through 107 of the standard regarding the nature, timing,
and extent of testing of internal control over financial reporting. Those
examples should be read in their entirety; however, the table below sum
marizes the timing of the interim testing and the roll-forward procedures
illustrated in the examples.
Examples of
Extent-of-Testing
Decisions

Timing of
Interim Testing

Nature and Extent
of Roll-forward
Procedures

Through September

Inquiry and observation

May and July

Inquiry and inspection

Through September

Walkthrough of one
December transaction

Through July

Inquiry, observation,
and inspection

Example B-1

Daily programmed
application control and
daily information
technology-dependent
control
Example B-2

Monthly manual
reconciliation
Example B-3

Daily manual
preventive control
Example B-4

Programmed prevent
control and weekly
information
technology-dependent
manual detective control

Q52. How should the auditor evaluate a company’s internal control over
financial reporting when a company has implemented a significant change to
IT that affects the company’s preparation of its financial statements?

A52. To evaluate the effect that a change to the company’s IT has on the
company’s internal control over financial reporting, the auditor should
evaluate the company’s controls over program development and program
changes over the specific planned change to IT, as well as any controls that
the company might put in place temporarily during the conversion period.
The temporary controls referred to here would include the various proce
dures, many of which would be manual or IT-dependent manual procedures,
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that management puts in place to detect and correct errors during the time
immediately after the conversion (often referred to as the “shake-down”
period).

To evaluate whether the company’s controls provide management with
reasonable assurance that the company can produce complete and accurate
financial statements before, during, and after the change to IT, the auditor
should evaluate the combination of all these various types of controls.
As further discussed in Staff Question No. 43, the auditor’s evaluation of
company-level controls (and their relative strength or weakness), such as
IT general controls, will affect the auditor’s assessment of risk and, there
fore, the nature, timing, and extent of the auditor’s testing of more detailed
controls.

It would be inappropriate for the auditor to conclude, as a rule, that
management should not implement changes to IT for some arbitrary period
of time before year-end.
Q53. Does Auditing Standard No. 2 encourage a mindset that in the absence
of documentation evidencing the performance of a control, the control should
be presumed to be ineffective in its operation?
A53. No. Auditing Standard No. 2 does not contain a presumption that a
control is ineffective solely because there is no documentation evidencing
the operation of the control. Such a presumption might suggest an emphasis
on a “sign-and-file” mentality for management’s approach to maintaining
effective internal control—that a signature or other evidence of the perform
ance of a control might become more important than the performance of the
control itself. Rather, Auditing Standard No. 2 emphasizes the importance
of obtaining evidence that is sufficiently persuasive to support a conclusion
about whether a control is operating effectively. Accordingly, the absence of
documentation evidencing the operation of an individual control is not
determinative that the control is not operating effectively. The auditor must
be satisfied, however, that the control actually operated.

Using the Work of Others
Q54. How does the auditor’s assessment of risk associated with particular
controls and the decision to use the work of others relate to the auditor’s
determination of whether he or she has obtained the principal evidence sup
porting his or her opinion?
A54. As discussed in Staff Question No. 40, the auditor’s degree of reliance
on the work of others should be naturally responsive to the degree of risk
associated with the testing of those controls. The requirements in paragraph
116 of Auditing Standard No. 2 that the auditor perform the walkthroughs
himself or herself, and the requirements in paragraph 113 that the auditor
not use the work of others to reduce the amount of work that he or she
performs on controls in the control environment, directly relate to the degree
of risk associated with these areas. In other words, because these areas of
testing are at the very high end of the scale of audit risk, the auditor should
perform this work himself or herself. These specific directions ensure that
what should have been a natural result from the auditor’s assessment of
risk would, in fact, occur in all circumstances.
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Having followed the principles in the standard regarding evaluating the
nature of the controls subjected to the work of others and evaluating the
competence and objectivity of the individuals who performed the work, the
auditor should have (1) naturally allocated his or her own work to the areas
of highest risk, and (2) generally, already obtained the principal evidence
supporting his or her opinion. The note to paragraph 108 of Auditing
Standard No. 2 states the following;
Because the amount of work related to obtaining sufficient evidence to
support an opinion about the effectiveness of controls is not susceptible
to precise measurement, the auditor’s judgment about whether he or she
has obtained the principal evidence for the opinion will be qualitative as
well as quantitative. For example, the auditor might give more weight
to work he or she performed on pervasive controls and in areas such as
the control environment than on other controls, such as controls over
low-risk, routine transactions.

This note means that the auditor’s evaluation of whether he or she has
obtained the principal evidence supporting his or her opinion is primarily
qualitative. As described above, the auditor should perform more work
himself or herself in areas that represent higher risk. Likewise, the auditor
should ascribe more weight to work he or she performs in higher-risk areas.
In this manner, in most circumstances, following the other risk-based
principles regarding using the work of others will result in the auditor
having obtained the principal evidence supporting his or her opinion.

Auditor's Responsibilities With Respect to
Management's Certification Disclosures
Q55. Paragraphs 202 through 206 of Auditing Standard No. 2 describe the
auditor’s responsibilities as they relate to management’s quarterly certifica
tions on internal control over financial reporting. Is the auditor required to
perform the same types of tests of controls that support his or her opinion on
internal control over financial reporting as of year-end on a quarterly basis to
determine whether any change in internal control over financial reporting has
materially affected the company’s internal control over financial reporting?

A55. No. The procedures that the auditor is required to perform on a
quarterly basis by paragraph 203 of Auditing Standard No. 2 ordinarily are
limited to inquiry and observation and an evaluation of the implications of
any misstatements identified by the auditor during the auditor’s required
review of interim financial information. Paragraphs 202 though 206 of
Auditing Standard No. 2 do not require—and should not be read to encour
age—what might amount to a quarterly audit of internal control over
financial reporting. Rather, the auditor’s responsibilities related to man
agement’s quarterly certifications on internal control over financial report
ing are analogous to the auditor’s responsibilities related to the company’s
financial statements in an interim review of financial statements in accord
ance with AU sec. 722, Interim Financial Information.

For example, in conducting the inquiries and observations, the auditor
ordinarily would limit these procedures to members of management within
the company who would be expected to have knowledge about significant
changes in the design or operation of internal control over financial report
ing. These inquiries and observations should not result in the auditor
interviewing every one of the company’s employees with whom the auditor
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would interact during a complete audit of internal control over financial
reporting.
As another example, if management plans, in connection with a quarterly
certification, to disclose that it has eliminated a previously reported mate
rial weakness, the auditor’s procedures would be limited to inquiry and
observation. In connection with management’s quarterly certification, the
auditor is not required to test the design or operating effectiveness of
controls that management believes eliminate a material weakness beyond
inquiry and observation.
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STAFF QUESTIONS AND ANSWERS
AUDITS OF FINANCIAL STATEMENTS OF NON-ISSUERS
PERFORMED PURSUANT TO THE STANDARDS OF THE PUBLIC
COMPANY ACCOUNTING OVERSIGHT BOARD
June 30, 2004

Summary: Staff questions and answers set forth the staff's opinions on issues
related to the implementation of the standards of the Public
Company Accounting Oversight Board (“PCAOB” or “Board”). The
staff publishes questions and answers to help auditors implement,
and the Board’s staff administer, the Board’s standards. The
statements contained in the staff questions and answers are not
rules of the Board, nor have they been approved by the Board.
The following staff questions and answers related to PCAOB Auditing Stand
ard No. 1, References in Auditors’Reports to the Standards of the Public Company
Accounting Oversight Board (“Auditing Standard No. 1”), were prepared by the
Office of the Chief Auditor. Questions should be directed to C. Gregory Scates,
Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org), or Thomas Ray,
Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org).

* * *
The Sarbanes-Oxley Act of 2002 (the “Act”) directs the Public Company Ac
counting Oversight Board to establish auditing and related attestation, quality
control, ethics and independence standards, to be used by registered public
accounting firms in the preparation and issuance of audit reports of issuers.1
The Act and PCAOB Rules require audits of issuers to be conducted in
accordance with PCAOB standards. When issuing an audit report on the
financial statements of an issuer, PCAOB Auditing Standard No. 1 requires
registered public accounting firms to include a reference to “the standards of
the Public Company Accounting Oversight Board (United States).” In contexts
other than an audit of the financial statements of an issuer, however, auditors,
whether registered or not, may be legally required to, or may agree voluntarily
to, perform an engagement in accordance with PCAOB standards or some
portion of those standards.1
2 Auditors and other interested persons have raised
questions about the implications of Auditing Standard No. 1, as well as the Act
and other PCAOB rules, for such engagements. The following staff questions
and answers seek to answer some of those questions.

Ql. Must a public accounting firm be registered with the PCAOB to perform
an audit of a non-issuer according to PCAOB standards?
1 Section 2(a) of the Act defines “issuer” as “an issuer (as defined in Section 3 of the Securities
Exchange Act of 1934 (15 U.S.C. 78c)), the securities of which are registered under Section 12 of the
Act (15 U.S.C. 781), or that is required to file reports under Section 15(d)(15 U.S.C. 780(d)), or that
files or has filed a registration statement that has not yet become effective under the Securities Act
of 1933 (15 U.S.C. 77a et seq.), and that it has not withdrawn.”

2 See, e.g.. Securities Exchange Act of 1934 Rule 17i-6(d), 17 CFR 240.17i-6(d) (requiring super
vised investment bank holding companies to obtain an audit and review “in accordance with the rules
promulgated by the Public Company Accounting Oversight Board”).
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A1. No. The Sarbanes-Oxley Act requires only that those public accounting
firms that prepare or issue, or participate in the preparation or issuance of,
audit reports on the financial statements of issuers be registered.3

Q2. The PCAOB’s Auditing Standard No. 1 requires the auditor to include a
reference to “the standards of the Public Company Accounting Oversight Board
(United States)” in audit reports on the financial statements of issuers. May
an auditor refer to “the auditing standards of the Public Company Accounting
Oversight Board (United States)” rather than to “the standards of the Public
Company Accounting Oversight Board (United States)” in an audit report on
an audit of the financial statements of a non-issuer that was performed in
accordance with the Board’s auditing standards?

A2. Yes. In an audit of the financial statements of a non-issuer, an auditor
may wish to be clear that he or she adhered to only the auditing standards
of the PCAOB; accordingly, the auditor may include the word “ auditing” in
the reference to the standards of the PCAOB. Registered public accounting
firms, however, are not permitted to limit their reference to the “auditing
standards” of the PCAOB in their audit reports on the financial statements
of issuers.

Q3. What standards are included in a reference to “the standards of the Public
Company Accounting Oversight Board (United States)”?

A3. A reference to “the standards of the Public Company Accounting
Oversight Board (United States)” includes the standards of the Board that
are applicable in the circumstances of the engagement. For example, in an
audit of financial statements that does not involve the use of a specialist,
the auditor would not be expected to follow the Board’s interim auditing
standard, Statement of Auditing Standards No. 73, “Using the Work of a
Specialist.” Similarly, in an audit of an entity that has immaterial inventory
balances, the auditor would not be expected to follow the Board’s interim
auditing standard, AU Section 331, “Inventories,” of Statement on Auditing
Standards No. 1, “Codification of Auditing Standards and Procedures.” On
the other hand, the Board’s interim auditing standard, Statement on
Auditing Standards No. 99, “Consideration of Fraud in a Financial State
ment Audit,” would be applicable in all audits of financial statements
conducted pursuant to the Board’s standards. As another example, quality
control standards generally apply to a firm’s system of quality control over
its accounting and auditing practice and not to individual audit engage
ments. Thus, a breakdown in the system of quality control does not neces
sarily mean that a particular audit was not conducted in accordance with
the standards of the PCAOB. However, such a breakdown might result in
a deficient audit if it caused or contributed to an audit deficiency. In
addition, an auditor who states that he or she has performed the audit in
accordance with the standards of the PCAOB must be in compliance with
the applicable interim independence standards of the Board. These are
examples only, and not an exhaustive list of standards that may be appli
cable to an engagement. While not required by PCAOB rules, auditors of
issuers and other entities subject to the SEC’s jurisdiction are reminded
3 The SEC has ordered that broker-dealers that are not issuers need not file with the Commis
sion, and send to their customers, financial statements certified by a registered public accounting
firm until January 1, 2005, unless rules are in place regarding Board registration of auditors of such
broker-dealers that set an earlier date. See Notice, Broker-Dealer Financial Statement Requirements
under Section 17 of the Exchange Act, Rel. No. 34-48281 (August 4, 2003).
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that they must also comply with applicable Commission requirements,
including the Commission’s auditor independence requirements.

Q4. By referring to “the auditing standards of the Public Company Accounting
Oversight Board (United States)” in an audit report on the financial statements
of a non-issuer, does the auditor represent that he or she has adhered to the
Board’s interim independence standards?

A4. No. Auditors of the financial statements of non-issuers, including
nonprofit organizations, government agencies, municipalities and other
governments, should look to relevant state and federal laws and regulations
relating to auditor independence. Auditors of nonpublic companies should
bear in mind, however, that any company that becomes an issuer, as defined
in Section 2(a)(7) of the Act, must file with the SEC an audit report prepared
and issued by an independent registered public accounting firm, and there
fore it may behoove an auditor of a nonpublic company that intends to
become an issuer to comply with SEC and PCAOB independence require
ments.

Q5. By referring to “the auditing standards of the Public Company Accounting
Oversight Board (United States)” or to “the standards of the Public Company
Accounting Oversight Board (United States)” in an audit report on the financial
statements of a non-issuer, does the auditor represent that he or she has
complied with the Commission’s auditor independence requirements?

A5. No. A Note to the PCAOB’s rule on interim independence standards,
PCAOB Rule 3600T, reminds auditors of issuers and other entities subject
to the SEC’s jurisdiction of their separate obligations under the SEC’s rule
on auditor independence. The PCAOB’s rule on interim independence
standards does not, however, incorporate the SEC’s auditor independence
requirements.

Q6. What are the PCAOB’s independence requirements and to whom do they
apply?

A6. The PCAOB adopted interim independence standards when it adopted
PCAOB Rule 3600T, which is a temporary rule in effect until the Board
adopts permanent independence standards. Rule 3600T requires that,
when a registered public accounting firm conducts an audit of the financial
statements of an issuer, the firm comply with—

•

Rule 101 of the AICPA’s Code of Professional Conduct, and interpre
tations and rulings thereunder, as in existence on April 16, 2003; and

•

Standards Nos. 1, 2 and 3, and Interpretations 99-1, 00-1, and 002, of
the Independence Standards Board.

Registered public accounting firms must also comply with SEC require
ments, including its Rule 2-01 of Regulation S-X, relating to auditor inde
pendence, when they conduct audits required by the federal securities laws,
including audits of financial statements of issuers. The Board did not adopt
the SEC’s Rule 2-01 because that rule already governs auditor inde
pendence from issuers. As a Note to Rule 3600T makes clear, however, in
an audit of the financial statements of an issuer, to the extent that a
provision of the SEC’s rule is more restrictive—or less restrictive—than the
Board’s interim independence standards, a registered public accounting
firm must comply with the more restrictive rule.
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Q7. Does a reference to “the auditing standards of the Public Company
Accounting Oversight Board (United States)” or to “the standards of the Public
Company Accounting Oversight Board (United States)” in an auditor’s report
on the financial statements of a non-issuer imply that the non-issuer is subject
to, or otherwise complied with, some or all of the provisions of the Act and other
securities laws or the Commission’s rules and regulations thereunder?
A7. No. An auditor’s reference to PCAOB standards in an audit report on
the financial statements of a non-issuer does not subject the auditor or the
non-issuer to any laws that the auditor or the non-issuer would not other
wise have been required to comply with. Unless the non-issuer is involved
in an activity that subjects it to the Act or other securities laws, such as the
laws governing broker-dealers, compliance by the auditor or the non-issuer
with the Act or other securities laws would be strictly voluntary.

Q8. Does inclusion of a reference to the Board’s standards in an auditor’s
report on the financial statements of a non-issuer cause the audit to become
eligible for review as a part of a Board inspection?
A8. No. An audit of the financial statements of a non-issuer does not
become subject to PCAOB inspection solely because the auditor performed
and reported on the audit in accordance with the standards of the PCAOB.
Auditors of the financial statements of non-issuers may, nevertheless, be
subject to various forms of state and federal oversight, such as review by
federal banking regulators, the U.S. General Accounting Office, or a state
board of accountancy.

Q9. If a non-issuer elects to have its financial statements audited pursuant to
the Board’s standards, must it also have its internal control over financial
reporting audited pursuant to the Board’s Auditing Standard No. 2, “An Audit
of Internal Control Over Financial Reporting Conducted in Conjunction with
an Audit of Financial Statement”?
A9. No. Only certain issuers that are subject to Section 404 of the Act are
required to include within the scope of the audit an audit of internal control
over financial reporting. Although the Board’s standards provide for an
integrated audit of financial statements and internal control for those
issuers that are subject to Section 404 of the Act, the Board’s standards also
permit auditors to conduct a financial statement-only audit under circum
stances, for example, when Section 404 of the Act is not applicable.

Q10. If an auditor refers to either “the standards of the Public Company
Accounting Oversight Board (United States)” or “the auditing standards of the
Public Company Accounting Oversight Board (United States)” in an audit
report on an audit of the financial statements of a non-issuer, is the auditor
also required to subject the audit to a “concurring partner review” as required
by the Board’s adoption of certain of the requirements of the AICPA’s former
Securities and Exchange Commission Practice Section (“SECPS”)?

A10. No. The Board may at some time adopt a standard requiring the
performance of a second partner review. At this time, however, the PCAOB
interim quality control standards only require registered firms that were
members of the SECPS as of April 16, 2003, to have a concurring partner
review on audits of issuers. (See PCAOB Release No. 2003-006.)
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STAFF QUESTIONS AND ANSWERS
ATTEST ENGAGEMENTS REGARDING XBRL FINANCIAL
INFORMATION FURNISHED UNDER THE XBRL VOLUNTARY
FINANCIAL REPORTING PROGRAM ON THE EDGAR SYSTEM
May 25, 2005

Summary: Staff questions and answers set forth the staff’s opinions on issues
related to the implementation of the standards of the Public
Company Accounting Oversight Board (“PCAOB” or “Board”). The
staff publishes questions and answers to help auditors implement,
and the Board’s staff administer, the Board’s standards. The
statements contained in the staff questions and answers are not
rules of the Board, nor have they been approved by the Board.
The following staff questions and answers related to attest engagements
regarding XBRL financial information furnished under the XBRL Voluntary
Financial Reporting Program on the EDGAR System were prepared by the
Office of the Chief Auditor. Additional questions should be directed to Keith
Wilson, Associate Chief Auditor (202/207-9134; wilsonk@pcaobus.org).
***

Q1. What is XBRL?
A1. XBRL (extensible Business Reporting Language) is an open standard
for electronic communication of business and financial data. The XBRL
standard provides a format for tagging that data so users can extract,
exchange, analyze, and present the information.

XBRL information is commonly distributed in the form of XBRL instance
documents. These documents are electronic files consisting of financial data
along with their corresponding XBRL tags.

To facilitate electronic communication of financial information among many
parties, XBRL instance documents must be created using a common set of
standards that all parties can understand and use. In XBRL, this is
accomplished through taxonomies and specifications. An XBRL taxonomy
(or tag list) provides a data structure and vocabulary for interpreting
financial information, such as all of the items comprising “net income.” An
entity may extend the taxonomy by creating additional custom tags for its
own use. XBRL specifications have been developed by the XBRL Consor
tium for creating and extending taxonomies. (See the XBRL website,
www.xbrl.org, for more information about XBRL.)
Q2. What is the XBRL Voluntary Financial Reporting Program on the EDGAR
System?
A2. The Securities and Exchange Commission (“SEC”) has adopted rule
amendments1 allowing issuers to voluntarily submit supplemental tagged
1 Final Rule: XBRL Voluntary Financial Reporting Program on the EDGAR System, Securities
and Exchange Commission Release Nos. 33-8529, 34-51129, 3527944, 39-2432, IC-26747; File Num
ber S7-35-04 (February 3, 2005) [70 FR 6556].
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financial information using the XBRL2 format as exhibits to specified
EDGAR filings under the Securities Exchange Act of 1934 and the Invest
ment Company Act of 1940. The amendments include certain requirements
regarding the information in those exhibits. This SEC initiative is referred
to in the SEC Release as the “XBRL Voluntary Financial Reporting Program
on the EDGAR System” (hereinafter referred to as the “SEC Voluntary
Program”).

The XBRL documents furnished under the SEC Voluntary Program are
referred to in the SEC Regulations3 as “XBRL-Related Documents.” The
XBRL-Related Documents must contain only certain specified content
(“mandatory content” and “optional content”) that appears in a specified
format (“voluntary program format”), as set forth in the SEC Regulations.
According to the EDGAR Filer Manual,4 issuers who file under the SEC
Voluntary Program must create their XBRL-Related Documents using one
of the US Generally Accepted Accounting Principles (“US GAAP”) taxono
mies, based on XBRL Specification Version 2.1. Issuers also may use one of
the Stand Alone Add-on taxonomies provided in the US Financial Reporting
Taxonomy Framework for certain content. Any company extensions of those
taxonomies must conform to XBRL Specification Version 2.1.

Q3. May an auditor5 examine and report on whether the XBRL-Related
Documents accurately reflect the information in the corresponding part of the
official EDGAR filings? If so, what are the primary engagement standards that
apply to those engagements?

A3. Yes, an auditor may be engaged to examine and report on whether the
XBRL-Related Documents accurately reflect the information in the corre
sponding part of the official EDGAR filings. That engagement is an exami
nation under AT section 101 of the PCAOB’s interim attestation standards,
Attest Engagements (“AT section 101”), as amended.

Q4. The second general attestation standard in paragraph .21 of AT section
101 indicates that the engagement shall be performed by an auditor “having
adequate knowledge of the subject matter.” How does this general standard
apply to examination engagements regarding XBRL-Related Documents?

A4. In examination engagements regarding XBRL-Related Documents,
the auditor must have sufficient knowledge of the applicable SEC Regula
tions, EDGAR Filer Manual requirements, and XBRL taxonomies and
specifications to perform the examination. The auditor must also have
sufficient knowledge of the company’s financial statements and underlying
financial records to understand how the financial data in the XBRL-Related
Documents relates to the corresponding information in the official EDGAR
filing.
2 The SEC’s website, www.sec.gov, has more information about the SEC’s XBRL initiative.
3 §232.401 of Regulation S-T, 17 C.F.R 232.401; and SEC Final Rule Release No. 33-8529
(February 3, 2005).
4 EDGARLink Filer Manual, Appendix L. (The EDGARLink Filer Manual comprises Volume 1 of
the EDGAR Filer Manual.)

5 These PCAOB Staff Questions and Answers assume that the auditor who is engaged to perform
this examination has also audited, in accordance with PCAOB standards, the financial statements
for at least the latest period to which the XBRL financial information relates and the financial
statements for the other periods covered by the XBRL financial information have been audited by the
auditor or a predecessor auditor. Therefore, the word “auditor” is used instead of “practitioner.”
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Q5. The third general attestation standard in paragraph .23 of AT section 101
states that the auditor “shall perform the engagement only if he or she has reason
to believe that the subject matter is capable of evaluation against criteria that are
suitable and available to users.” How does this general standard apply to exami
nation engagements regarding XBRL-Related Documents?

A5. Paragraphs .24 through .34 of AT section 101 discuss the attributes of
suitable and available criteria. The US GAAP Version 2.1 based taxonomies,
Stand Alone Add-on taxonomies, and XBRL Specification Version 2.1 would
be considered suitable and available criteria because (a) they were devel
oped by a panel of widely recognized experts that follow due process
procedures, including exposure for public comment, and (b) they are avail
able free of charge through the XBRL Consortium.
Company extensions of those taxonomies normally do not go through the
same development processes as described in the preceding paragraph.
Accordingly, the auditor should evaluate whether company extensions
represent suitable and available criteria as described in AT section 101.

Q6. May the auditor assist a company with the creation or tagging of its
XBRL-Related Documents and still perform an examination regarding those
documents?
A6. The fourth general attestation standard requires the auditor to be
independent in order to perform an attest engagement. When evaluating
independence, the auditor should apply the independence principles for
financial statement audits to the context of the examination engagement.
For example, although the auditor may provide technical advice on matters
related to the application of the XBRL taxonomy and specifications, the
auditor’s independence would be impaired (and thus the auditor would be
unable to examine a company’s XBRL-Related Documents) if he or she
prepared those documents or made decisions about the documents for
management.

Q7. What are the objectives of the examination procedures regarding the
XBRL-Related Documents, and what procedures should be performed to
achieve those objectives?

A7. In performing the examination as set forth in AT section 101, the
auditor should apply procedures as necessary to obtain sufficient evidence
to provide a reasonable basis for an opinion on whether the XBRL-Related
Documents accurately reflect the information in the corresponding part of
the official EDGAR filings. Thus, the objectives of the examination proce
dures are to determine whether—

a.

the XBRL data agrees with the official EDGAR filings, and

b.

the XBRL-Related Documents are in conformity with the applicable
XBRL taxonomies and specifications, as well as with the SEC require
ments for format and content.

The following are examination procedures that the auditor should consider
to achieve the engagement objectives:

•

Compare the rendered6 XBRL-Related Documents to the information
in the official EDGAR filing, and agree the corresponding content.

6 A rendered XBRL-Related Document has been converted from machine readable form into
human readable form using a software tool.
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•

Determine whether the content in the XBRL-Related Documents
conforms to the SEC voluntary program content requirements.

•

Determine whether the XBRL-Related Documents (and the related
taxonomy documents, as necessary) conform to the SEC voluntary
program format requirements. To accomplish this, the auditor should
consider the following procedures:

a.

Test whether the data elements (i.e., text and line item names and
associated values, dates and other labels) in the XBRL-Related
Documents reflect the same information as the corresponding
official EDGAR filing (i.e., the HTML or ASCII version).

b.

Verify that the data elements in the corresponding official
EDGAR filing have not been changed, deleted, or summarized in
the XBRL-Related Documents.

c.

Evaluate whether the XBRL-Related Documents comply with the
appropriate XBRL specification and EDGAR-supported XBRL
taxonomies.

d.

Evaluate whether any company extensions of the taxonomy are
consistent with the SEC voluntary program format requirements,
including conformity with XBRL specifications.

e.

Test whether data elements in the XBRL-Related Documents are
matched with appropriate tags in accordance with the applicable
taxonomy.

•

Read the EDGAR filing to determine whether it contains the disclo
sures regarding XBRL-Related Documents required by SEC Regula
tions.7

•

Obtain a representation letter from management that includes a
statement that the XBRL-Related Documents comply with SEC re
quirements.

Q8. What are the reporting requirements for examination engagements re
garding XBRL-Related Documents?

A8. The report for this engagement should comply with the requirements
of AT section 101, as amended.

If the underlying information in the XBRL-Related Documents has been
audited, the examination report should refer to the audit report. If the
underlying information was reviewed, and the review report was filed with
the SEC, the examination report should refer to the review report. If the
underlying information was reviewed, but the review report was not filed
with the SEC, the examination report need not refer to the review report
but should indicate that the underlying information has not been audited
and no opinion is expressed on it. The auditor should disclaim an opinion
on any underlying information in the XBRL-Related Documents that is not
covered by an audit report or review report.

The auditor may be engaged to report on management’s assertion or on the
subject matter of the assertion. The following are examples of examination
reports for these engagements.
7 §232.401(d) of Regulation S-T, 17 C.F.R. 232.401(d).
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Report on the Subject Matter of the Assertion

Report of Independent Registered Public
Accounting Firm on XBRL-Related Documents

We have examined the accompanying XBRL-Related Documents of Sample
Volunteer Company, presented as Exhibit [number] to the Company’s [Identify
EDGAR filing, such as Form 10-K], which reflect the data presented in the
[Identify corresponding information in the official EDGAR filing] as of [Month
and Day], [Year] and [Year] and for each of the years in the [number]-year period
ended [date], Sample Volunteer Company’s management is responsible for the
XBRL-Related Documents. Our responsibility is to express an opinion based
on our examination.
We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the financial statements of Sam
ple Volunteer Company as of [Month and Day], [Year] and [Year] and for each
of the years in the [number]-year period ended [date], and in our report dated
[date], we expressed an unqualified opinion on those financial statements.8 In
addition, we have audited, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the effectiveness of
Sample Volunteer Company’s internal control over financial reporting as of
[Month and Day], [Year], based on [Identify control criteria], and our report
dated [date], expressed [Include nature of opinion].9,10, 11,12

Our examination was conducted in accordance with the standards of the Public
Company Accounting Oversight Board (United States) and, accordingly, in
cluded examining, on a test basis, evidence supporting the XBRL-Related
Documents. Our examination also included evaluating the XBRL-Related
Documents for conformity with the applicable XBRL taxonomies and specifica
tions and the content and format requirements of the Securities and Exchange
Commission. We believe that our examination provides a reasonable basis for
our opinion.
If the auditor’s opinion on the related financial statements is other than unqualified, this
report should disclose that fact along with the reason for the modified report.

9 This sentence is necessary if (a) the XBRL-Related Documents include information about the
effectiveness of internal control over financial reporting, and (b) that information was covered by an
audit report.
10 If the financial statements have been reviewed and the review report was filed with the SEC,
this paragraph should read: “We have also reviewed, in accordance with the standards of the Public
Company Accounting Oversight Board (United States), the financial statements of Sample Volunteer
Company as of [date], and for the three months then ended, the objective of which was the expression
of limited assurance on such financial statements, and issued our report thereon dated [date],
[Describe any modifications of such report]. A review of financial statements is substantially less in
scope than an audit conducted in accordance with the standards of the Public Company Accounting
Oversight Board, the objective of which is the expression of an opinion regarding the financial
statements taken as a whole. Accordingly, we do not express such an opinion.”

11 If the financial statements have been reviewed but the review report was not filed with the
SEC, this paragraph should read: “We did not audit the financial statements of Sample Volunteer
Company (or examine [Identify any other underlying information]), the objective of which would have
been the expression of an opinion on them. Accordingly, we do not express an opinion on them.”
12 If the XBRL-Related Documents contain both (a) financial statements that are covered by an
audit report or review report filed with the SEC and (b) other information that is not covered by an
audit or review report, this paragraph should include a statement such as the following: “We were not
engaged to and did not conduct an audit (or review) of [Identify information], the objective of which
would have been the expression of an opinion (or limited assurance) on such [Identify information].
Accordingly, we do not express an opinion or any other assurance on [it] [them].”
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In our opinion, the XBRL-Related Documents of Sample Volunteer Company
referred to above accurately reflect, in all material respects, the data presented
in the [Identify corresponding information in the official EDGAR filing] in
conformity with [Identify the criteria—for example, the taxonomy, such as “US
GAAP—Commercial and Industrial Taxonomy,” and where applicable, the
Stand Alone Add-on Taxonomy such as “US Financial Reporting—Management
Report Taxonomy,” and the specifications, such as “XBRL Specifications (Ver
sion 2.1)”].

[Signature]

[City and State or Country]
[Date]
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Report on Managements Assertion13

Report of Independent Registered Public

Accounting Firm on XBRL-Related Documents

We have examined management’s assertion that [Identify the assertion—for
example, the accompanying XBRL-Related Documents, presented as Exhibit
[number] to Sample Volunteer Company’s [Identify EDGAR filing, such as Form
10-K] accurately reflect the data presented in the [Identify corresponding infor
mation in the official EDGAR filing] as of [Month and Day], [Year] and [Year]
and for each of the years in the [number]-year period ended [date,] in conformity
with [Identify the criteria—for example, the taxonomy, such as “US GAAP—
Commercial and Industrial Taxonomy, ” and where applicable, the Stand Alone
Add-on Taxonomy such as “US Financial Reporting—Management Report
Taxonomy,”and the specifications, such as “XBRL Specifications (Version 2.1)”].
Sample Volunteer Company’s management is responsible for the assertion.
Our responsibility is to express an opinion on the assertion based on our
examination.
We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the financial statements of
Sample Volunteer Company as of [Month and Day], [Year] and [Year] and for
each of the years in the [number]-year period ended [date], and in our report
dated [date], we expressed an unqualified opinion on those financial state
ments. In addition, we have audited, in accordance with the standards of the
Public Company Accounting Oversight Board (United States), the effectiveness
of Sample Volunteer Company’s internal control over financial reporting as of
[Month and Day], [Year], based on [Identify control criteria], and our report
dated [date], expressed [Include nature of opinion].
Our examination was conducted in accordance with the standards of the Public
Company Accounting Oversight Board (United States) and, accordingly, in
cluded examining, on a test basis, evidence supporting the XBRL-Related
Documents. Our examination also included evaluating the XBRL-Related
Documents for conformity with the applicable XBRL taxonomies and specifica
tions and the content and format requirements of the Securities and Exchange
Commission. We believe that our examination provides a reasonable basis for
our opinion.

In our opinion, management’s assertion referred to above is fairly stated, in all
material respects, in conformity with [Identify the criteria—for example, the
taxonomy, such as “US GAAP—Commercial and Industrial Taxonomy,” and
where applicable, the Stand Alone Add-on Taxonomy such as “US Financial
Reporting—Management Report Taxonomy,” and the specifications, such as
“XBRL Specifications (Version 2.1)”].

[Signature]

[City and State or Country]
[Date]

13

See the footnotes to the preceding report example.
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POLICY STATEMENT REGARDING
IMPLEMENTATION OF AUDITING STANDARD
NO. 2, AN AUDIT OF INTERNAL CONTROL
OVER FINANCIAL REPORTING PERFORMED
IN CONJUNCTION WITH AN AUDIT OF
FINANCIAL STATEMENTS
PCAOB Release No. 2005-009

May 16, 2005

Summary
This Policy Statement discusses some of the issues raised during the first
year of auditors’ implementation of the PCAOB’s Auditing Standard No. 2, An
Audit of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements (“Auditing Standard No. 2”), which
implements Sections 103 and 404 of the Sarbanes-Oxley Act of 2002 (the “Act”)
by establishing a process for auditing public companies’ internal control over
financial reporting in conjunction with an audit of financial statements. Many
of these issues were raised, among other occasions, at the Securities and
Exchange Commission’s (“SEC” or “Commission”) Roundtable on Implementa
tion of Internal Control Reporting Provisions, on April 13, 2005. While Round
table participants generally supported the objectives of Section 404, many
expressed concerns about compliance costs and offered constructive comments
about how the implementation process can be improved.
This Policy Statement considers several of the auditing practices observed
in the first year of implementation that may be ineffective or inefficient means
of meeting the objectives of Auditing Standard No. 2. It also describes how the
PCAOB intends to supervise implementation of the standard, from providing
additional guidance to make audits of internal "control more effective and
cost-efficient to driving improvements in implementation through our inspec
tions of registered public accounting firms.

Specifically, this Policy Statement expresses the Board’s view that, to
properly plan and perform an effective audit under Auditing Standard No. 2,
auditors should—

•

integrate their audits of internal control with their audits of the
client’s financial statements, so that evidence gathered and tests
conducted in the context of either audit contribute to comple
tion of both audits;

•

exercise judgment to tailor their audit plans to the risks facing
individual audit clients, instead of using standardized “checklists”
that may not reflect an allocation of audit work weighted toward
high-risk areas (and weighted against unnecessary audit focus in
low-risk areas);
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•

use a top-down approach that begins with company-level controls,
to identify for further testing only those accounts and processes that
are, in fact, relevant to internal control over financial reporting, and
use the risk assessment required by the standard to eliminate
from further consideration those accounts that have only a remote
likelihood of containing a material misstatement;

•

take advantage of the significant flexibility that the standard allows
to use the work of others; and

•

engage in direct and timely communication with audit clients
when those clients seek auditors’ views on accounting or internal
control issues before those clients make their own decisions on such
issues, implement internal control processes under consideration, or
finalize financial reports.

Background
The Sarbanes-Oxley Act has had a profound effect on the integrity of
financial reporting in U.S. capital markets. The Act has strengthened and
reformed almost every aspect of the financial reporting process, from the
composition and role of the audit committee to preparers’ certifications of
accuracy, covering the integrity of gatekeepers such as analysts, lawyers and
auditors in between. Although some of these changes have been in place for
some time, the participants in the financial reporting process are now imple
menting one of the most challenging—but also one of the most promising—pro
visions of the Act.
Section 404 of the Act aims to strengthen the internal controls that underpin
the accuracy and reliability of a company’s published financial information.
That section, along with the SEC’s implementing rule, requires a public
company to annually report its assessment of the effectiveness of its internal
control over financial reporting. The section also requires such a company to
provide its auditor’s attestation to, and report on, the company’s assessment.
Auditing Standard No. 2 governs the auditor’s responsibilities under Section
404.

In the simplest terms, investors can have much more confidence in the
reliability of a corporate financial statement if corporate management demon
strates that it maintains adequate internal control over the preparation of
accurate financial statements. Companies have been required to have internal
control over their accounting since the Congress enacted the Foreign Corrupt
Practices Act in 1977. There is no doubt, however, that the Act’s requirement
for annual assessments, and auditor attestations to those assessments, has led
to a renewed emphasis on internal control over financial reporting and signifi
cant improvements in companies’ controls.
Many of the larger public companies have recently filed their first assess
ments of the effectiveness of their internal controls, as well as the related
reports from their auditors. There is evidence that the benefits of the internal
control requirements are already being realized,1 and investors have expressed
1 Seventy-nine percent of the 222 financial executives surveyed by Oversight Systems, Inc.
reported that their companies have stronger internal controls after complying with Section 404.
Seventy-four percent said that their companies benefited from compliance with Sarbanes-Oxley, and,
of those, 33 percent said that compliance lessened the risk of financial fraud. See Oversight Systems,
Inc., The 2004 Oversight Systems Financial Executive Report on Sarbanes-Oxley (December 2004).
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strong support for the goals of Section 404, including the increased transpar
ency that the provision provides.2 Section 404 has, however, proven to be an
enormous challenge for those involved in its implementation. Companies have
found the requirements costly and demanding, and many have questioned
whether the benefits are worth the cost.
We take these concerns seriously and are committed to learning from the
first year’s experience implementing Section 404. As part of this effort, on April
13,2005, we participated in the Commission’s Roundtable. The Roundtable was
an opportunity for us and the Commission to hear directly from issuers,
auditors, and investors on the front line of the Section 404 implementation
process. Many participants at the Roundtable expressed their support for
Section 404’s purpose. One of the most valuable aspects of the Roundtable,
however, has been the constructive criticism provided by many of those cur
rently involved in the implementation process.
The cost of Section 404 compliance was the primary concern raised at the
Roundtable.3 Among other reasons, commenters suggested that costs were too
high because companies and their auditors did not sufficiently focus their
efforts on higher risk areas of internal control over financial reporting. In
addition, commenters expressed the view that auditors did not use the work of
others sufficiently or fully integrate the audit of internal control with the audit
of the financial statements. Some Roundtable participants also stated that
auditors are often less willing than they were previously to provide guidance
to clients on accounting issues for fear of compromising independence or
triggering a material weakness finding.

At the conclusion of the Roundtable, the Board agreed to take several steps
to promote an internal control audit process that is both effective and cost-ef
ficient. Today, we take the first two of these steps.4 First, we are separately
publishing a series of additional staff questions and answers related to Auditing
Standard No. 2.5 These questions and answers further explain and clarify
provisions in Auditing Standard No. 2. In particular, these questions and
answers seek to correct the misimpression that certain provisions of Auditing
Standard No. 2 need to be applied in a rigid manner that constrains professional
judgment and prevents the conduct of an audit in a manner that is both effective
and cost-efficient. Second, we are also issuing today this Policy Statement,
which amplifies some of the themes in those questions and answers and
articulates our policy with respect to administering Auditing Standard No. 2.
2 See, e.g., Remarks of Mark Anson, Chief Investment Officer, California Public Employees’
Retirement System, Transcript of SEC Roundtable on Implementation of Internal Control Reporting
Provisions (Apr. 13, 2005) (“Roundtable Tr.”); Remarks of Ann Yerger, Executive Director, Council of
Institutional Investors, Roundtable Tr.; Remarks of Damon Silvers, Associate General Counsel,
American Federation of Labor and Congress of Industrial Organizations, Roundtable Tr.; Letter from
Laurie Fiori Hacking, Executive Director, Ohio Public Employees’ Retirement System, to William H.
Donaldson, Chairman, SEC (Mar. 1, 2005); see also Remarks of Gregory Jonas, Managing Director of
Accounting Specialists Group, Moody’s Investors Service, Roundtable Tr.

3 One survey found that for 217 public companies with average revenues of $5 billion, first year
Section 404 compliance cost, on average, $4.36 million and consumed an average of nearly 27,000
hours. See Financial Executives International, FEI Special Survey on SOX Section 404 Implementa
tion (March 2005).
4 The Board also intends to devote the agenda of the upcoming meeting of its Standing Advisory
Group, scheduled for June 8 and 9, 2005, to a discussion about implementation of Auditing Standard
No. 2.
5 The Staff Questions and Answers are available on the Board’s Web site, at http://www.pcaobus.
org/Standards/Staff_Questions_and_Answers/index.asp.
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Failure to apply the concepts discussed in this Policy Statement may reflect
poor audit planning and result in unnecessary cost. Indeed, although we have
not performed a detailed analysis, it is sufficiently clear to us that the costs to
date associated with the implementation of Section 404 have been too high. For
the Section 404 process to be sustainable, these costs must be reduced in future
years. Some of this excess expense is attributable to first-year, start-up costs
that should not recur in future years; nevertheless, we are concerned that
auditors may not sufficiently be using several features of our standard, de
scribed below, that are designed to reduce costs without sacrificing quality.

The Integrated Audit Concept
As auditing has evolved over the last century from a process of detailed
examination of individual transactions and account balances into a process of
testing samples, internal control over financial reporting has emerged as the
foundation not only of the financial reporting process but also of the financial
statement audit. Since 1941, the SEC’s regulations have required auditors to
consider a company’s internal controls in planning an audit.6 In addition, if
controls had been adequately designed and were operating effectively, then
longstanding auditing standards permitted the auditor to rely on less costly
and time-consuming procedures.7 Conversely, if an auditor determined that a
control was inadequate in its design or operation (or elected not to test the
control), then the auditor could not rely upon that control.8 In this event, the
auditor would take a considerably more detailed approach by relying almost
exclusively on detailed tests of account balances and transactions.

Sections 103 and 404 of the Act, and Auditing Standard No. 2, changed that
audit model. Today, auditors of companies subject to Section 404 must not only
obtain an understanding of internal control, but they must also examine the
design and operating effectiveness of internal control sufficient to render an
opinion as to that effectiveness, as required by Section 103(a)(2)(A)(iii). To reap
the most benefit from this examination, and to make the overall audit process
as efficient as possible, we designed in Auditing Standard No. 2 an integrated
audit model.
An integrated audit combines an audit of internal control over financial
reporting with the audit of the financial statements, such that the objectives of
the two audits are achieved simultaneously through a single coordinated
process. In an integrated audit, the auditor’s examination of internal control is
validated by the findings in the audit of the financial statements. In addition,
the auditor’s findings and conclusions reached during the audit of internal
control help the auditor better plan and conduct the auditing procedures designed
to determine whether the financial statements are fairly presented. The two
processes are mutually reinforcing. In this way, the integrated audit helps to
6 Amendment of Rules 2-02 and 3-07 of Regulation S-X, Accounting Series Release No. 21, 11
Fed. Reg. 10921 (Feb. 5, 1941) (amending Regulation S-X to provide that “[i]n determining the scope
of the audit necessary, appropriate consideration shall be given to the adequacy of the system of
internal check and control. Due weight may be given to an internal system of audit regularly
maintained by means of auditors employed on the registrant’s own staff.”).
7 See AU Section 319.03, Consideration of Internal Control in a Financial Statement Audit.
Effective April 16, 2003, the PCAOB adopted, on an initial, transitional basis, temporary rules that
refer to pre-existing professional standards of auditing, attestation, quality control, ethics, and
independence (the “interim standards”), including AU Section 319. These standards are reproduced
on our Web site at http://www.pcaobus.org/Standards/Interim_Standards/index.asp.

8 See AU Section 319.04, Consideration of Internal Control in a Financial Statement Audit.
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improve the quality and integrity of both corporate controls over financial
reporting and independent financial statement audits. We also believe that an
integrated audit is more cost-effective than performing two distinct processes
to audit internal control and the financial statements separately.
As a practical matter, integration of the two audits means that evidence
gathered and tests conducted in the context of either audit contribute to
completion of both audits. This kind of coordination of work requires an auditor
to plan and conduct his or her work with both audits in mind. Failing to
integrate these audits not only wastes resources, but it also jeopardizes the
quality of the overall audit and, potentially, misses key insights that could
identify and uproot a budding accounting or reporting problem.9

Some auditors have acknowledged that, for a variety of reasons, they did
not achieve fully integrated audits this year. As a result, audit costs may
have been substantially higher than necessary. According to a recent survey
commissioned by the largest U.S. accounting firms, auditors believe that
the total costs of compliance with Section 404 will decline by 46 percent next
year.1011Among the factors cited to support this prediction was auditors’
expectations that integration will be improved.11 We, too, expect that audi
tors will better integrate their audits in the coming years. This should mean
ingfully affect both audit costs and audit quality.

The Importance of Professional Judgment
Auditing Standard No. 2 is no different from any other auditing standard
in that it does not prescribe detailed audit programs. For as long as the
profession has established auditing standards, auditors have used those stand
ards to tailor their own audit plans, in a manner that addresses the nature and
complexity of the audit client.

Many participants in the Roundtable, as well as others, have noted, how
ever, that some auditors have in fact failed to use tailored audit plans in their
first year of auditing internal control over financial reporting under Section
404 of the Act and Auditing Standard No. 2. Those auditors have instead used
a one-size-fits-all audit plan driven by standardized checklists that may have
little to do with the unique issues and risks of the particular client’s financial
reporting processes. This is a disappointing development indicative of poor
training and audit planning. Not only do audit fees increase when, for example,
an audit plan calls for less experienced auditors on the engagement team to devote
endless hours to process-level control testing, but audit quality also decreases,
because such a plan contributes little to the search for material weaknesses in
internal control that could identify a financial reporting problem.
The overall objective of Auditing Standard No. 2 is for the auditor to obtain
evidence that a company’s control system reasonably assures that its financial
statements do not contain material misstatements. To accomplish this, the
auditor must not only exercise judgment to determine how to apply the
standard to audit clients in different industries and of different sizes, but also
9 PCAOB Staff Question and Answer No. 50 issued today provides additional guidance on
integrating the audit of internal control over financial reporting with the audit of the financial
statements.
10 See Charles River Associates, Sarbanes-Oxley Section 404 Costs and Remediation of Deficien
cies: Estimates from a Sample of Fortune 1000 Companies (Apr. 2005).

11 See Letter from Deloitte & Touche, Ernst & Young, KPMG, and PricewaterhouseCoopers to
Jonathan G. Katz, Secretary, SEC (Apr. 11, 2005).
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exercise judgment to focus their work on areas that pose higher risks of
misstatement, due either to errors or fraud. Reliance on standardized checklists
that lead to a focus on controls in low-risk areas obviously fails to meet this
objective.

The Top-down Approach and Role of Risk Assessment
Auditing Standard No. 2 was designed to be applied from the top down. That
is, the standard focuses the auditor first on company-level controls and then on
significant accounts, which lead the auditor to significant processes and,
finally, individual controls at the process, transaction, or application levels.
Knowledge obtained at each step guides the auditor toward the higher risk
areas within the next succeeding level of controls. By approaching the task in
this way, the auditor is naturally steered toward higher risk areas and away
from those with less potential to have a material impact on the financials. This
approach also provides a road map through the control system to ensure that
the individual controls selected for testing are, in fact, relevant to internal
control over financial reporting.

An auditor who chooses another approach needlessly risks adding to the
audit’s cost and reducing its quality. For example, starting at the bottom
increases the risk that the auditor will become bogged down in testing that may
ultimately prove pointless, in light of the primary objective of preventing or
detecting material misstatements of the financial statements, resulting in
increased and unnecessary costs.
A risk-based approach to the auditor’s testing strategy can further reduce
costs while increasing audit effectiveness. The auditor should consider the
overall risk related to each significant account identified to determine whether
he or she should alter the nature, timing, and extent of testing of the controls
over that specific account. By doing so, the auditor will be able to eliminate
from further consideration accounts that have only a remote likelihood of
containing a material misstatement and, in any event, devote less audit
attention to areas of low risk. In addition, the auditor should look to the
individual control being tested and consider the nature, frequency, and impor
tance of that specific control in order to determine whether the testing strategy
should be revised further.

Finally, the auditor should consider, as part of his or her risk assess
ment, the strength of the company-level controls, to determine whether the
result of testing these controls will alter the nature, timing, and extent of
testing. Although the auditor may not rely solely on testing company-level
controls,12 strong company-level controls should lead the auditor to do less
work than he or she otherwise would have performed or rely to a greater degree
on the work of others.

Using the Work of Others
An auditor who applies Auditing Standard No. 2 from the top down and
appropriately assesses risk should naturally identify areas where use of the
work of others is not only appropriate but is also the most efficient way to
perform the audit. Redoing work in these areas may unnecessarily increase
12 See Auditing Standard No. 2, paragraph 54. PCAOB Staff Questions and Answers Nos. 38-43
issued today provide additional guidance on how to plan and perform an audit of internal control over
financial reporting using both a top-down and a risk-based approach.
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costs without producing a corresponding increase in audit quality. Spending
auditor resources in areas in which the auditor could rely on the work of others
also may cause the auditor to focus too much on low-risk controls. As discussed
earlier, this could be an early warning sign of poor audit planning.

Auditing Standard No. 2 provides the auditor with considerable flexibility
to use the work of others, consistent with the profession’s longstanding auditing
standard on using the work of internal auditors in the financial statement
audit.13 There is some concern that auditors have been reluctant to use
Auditing Standard No. 2’s flexibility to rely on the work of others because the
standard also requires the external auditor to obtain the principal evidence
supporting his or her opinion as to whether internal control is effective overall.
These provisions are not in conflict. The principal evidence provision of Audit
ing Standard No. 2 requires the auditor to perform sufficient auditing to reach
his or her own, independent opinion as to the effectiveness of a company’s
internal control over financial reporting. In broad terms, it prevents auditors
from merely passing on to investors the judgments and opinion of others.
As one of the questions and answers issued today explains, the principal
evidence requirement is “primarily qualitative.”14 Indeed, under Auditing
Standard No. 2 the amount of work necessary to meet the principal evidence
test “is not susceptible to precise measurement.”15

In practical terms, this means two things. First, the auditor should perform
more work directly in high-risk areas and seek to use the work of others in areas
of lesser risk. Second, in evaluating whether the auditor has met the principal
evidence test, the auditor should ascribe more weight to the work he or she
performs in high-risk areas.16 In this manner, following the risk-based princi
ples regarding using the work of others will, in most circumstances, result in
the auditor having obtained the principal evidence supporting his or her
opinion.

The Auditor's Ability to Provide Advice to Audit Clients
Finally, we are concerned about a misconception that, as a result of Auditing
Standard No. 2, companies may no longer look to their auditors for advice on
difficult accounting and internal control issues. This misconception appears to
13 See AU Section 322, The Auditor’s Consideration of the Internal Audit Function in an Audit of
Financial Statements. This standard provides that the work of competent and objective internal
auditors may affect the nature, timing and extent of the audit. Specifically, if internal auditors are
competent and objective, then external auditors may rely on work performed by internal auditors in
the ordinary course of their duties. For example, “for certain assertions related to less material
financial statement amounts where the risk of material misstatement or the degree of subjectivity
involved in the evaluation of the audit evidence is low, the auditor may decide, after considering the
circumstances and the results of work .. . performed by internal auditors ..., that. .. testing of the
assertions directly by the auditor may not be necessary.” See id. at paragraph 22. In addition, this
standard also permits auditors to request direct assistance from the internal auditors, such that
internal auditors will work under the direct supervision of the external auditor. See id. at paragraph
27. PCAOB Staff Question and Answer No. 54 issued today provides additional guidance on using the

work of others. See also PCAOB Staff Question and Answer No. 36 (Nov. 22, 2004) (stating that
external auditors may “use internal auditors to provide direct assistance in the audit of internal
control over financial reporting”).
14 PCAOB Staff Question and Answer No. 54 (May 16, 2005).
15 See Auditing Standard No. 2, note to paragraph 108.
16 In other words, principal evidence is not meant to be assessed by simply adding up hours or
numbers of controls tested in a mechanical fashion; rather, such an approach would likely detract
from the standard’s goal of allowing the auditor to use the work of others in an efficient and
appropriate manner.
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manifest itself in two particularly problematic ways. First, we have heard at
the Roundtable and elsewhere that auditors have been unwilling to provide
accounting advice to their audit clients; second, auditors have apparently
encouraged audit clients to finish their assessments of internal control and
their financial statements before the auditor begins audit work to attest to the
fairness of those assessments and financial statements. Such practices are
neither necessary nor advisable.
Auditing Standard No. 2 provides that an auditor’s detection of a material
misstatement in financial statements is a “strong indicator” of a material
weakness in internal control. In addition, longstanding rules on auditor inde
pendence prohibit the auditor from preparing a client’s financial statements
and from making financial reporting decisions on behalf of management.17 The
prospect of PCAOB inspectors examining for compliance with these inde
pendence rules seems to have led some to conclude that management and the
auditor should not consult on accounting and internal control questions or that
the auditor should not review draft financial statements that, because they are
not finished or complete, may contain misstatements or misapplications of
Generally Accepted Accounting Principles (“GAAP”). When auditors are unwill
ing, or believe that they are unable, to provide advice on accounting or internal
control, management may be forced to retain other accounting experts, or to
make accounting decisions without the benefit of access to the auditor’s tech
nical knowledge.

Nothing in Auditing Standard No. 2 requires this result. Determining when
it is appropriate for the auditor to provide accounting advice requires profes
sional judgment and common sense. Auditors may not, of course, make account
ing decisions for their clients, and management may not abandon its
responsibility for quality financial reporting and simply rely on auditors to
catch errors. Where management makes its own informed decisions regarding
how applicable accounting principles apply to its company’s circumstances,
however, the auditor may discuss freely with management the meaning and
significance of those principles.
To help dispel confusion on this issue, our staff addressed last June the
question of whether audit clients may—or should—share draft financial state
ments with their auditors. The answer is decidedly yes. Indeed, information
sharing on a timely basis between management and the auditor is necessary.
When reviewing draft financial statements, in determining the point at which
the auditor must draw the line for purposes of identifying when a deficiency
exists, the auditor should be concerned primarily about instances in which the
company completed its financial statements and disclosures without recogniz
ing a potential material misstatement. If it is clear that all applicable controls
have not yet operated, then a conclusion as to whether a material misstatement

in draft financial statements demonstrates a control deficiency would be
premature.18
17 See Rule 2-01(c)(4)(i) of Regulation S-X, 17 C.F.R. § 210.2-01(c)(4)(i) (stating that an auditor is
not independent of an audit client if it “prepar[es] the audit client’s financial statements”); Rule
2-01(c)(4)(vi) of Regulation S-X, 17 C.F.R. § 210.2- 01(c)(4)(vi) (stating that an auditor is not inde
pendent of an audit client if it “perform[s] any decision-making, supervisory, or ongoing monitoring
function for the audit client”); see also Meeting of PCAOB Standing Advisory Group, February 16,
2005, available on the Board’s Web site http://www.pcaobus.org.
18 See PCAOB Staff Question and Answer No. 7 (revised July 27,2004) (explaining that Auditing
Standard No. 2 requires an auditor to judge whether, once all applicable controls have operated, the
company is able to prepare financial statements that are free of material misstatements).
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Auditors may also provide audit clients technical advice on the proper
application of GAAP, including offering suggestions for management’s consid
eration to improve disclosure and financial statement quality and giving
updates on recent developments with accounting standards-setters. In addi
tion, management may provide and discuss with the auditor preliminary drafts
of accounting research memos, spreadsheets, and other working papers in order
to obtain the auditor’s views on the assumptions and methods selected by
management. Although the auditor may determine that some of these commu
nications need to be made in writing, timely and open communication will often
be best accomplished orally.
For example, a company that is contemplating a transaction may ask the
auditor for assistance in determining the proper accounting for the transaction.
In this situation, the auditor may provide substantial help, including explain
ing how applicable accounting principles apply to the transaction, offering
sample journal entries, and reviewing management’s preliminary conclusions.
This is very different from a situation in which the auditor identifies a potential
misapplication of applicable accounting principles in connection with a trans
action that the auditor learns of outside of the consultation process, such as
during a quarterly review, or after management has completed its financial
statements and disclosures, in which case the auditor would have to consider
whether management’s failure to recognize the potential misapplication of
applicable accounting principles constitutes a significant deficiency or material
weakness.

The Board's Approach to Oversight of Implementation
of Auditing Standard No. 2
We take seriously our responsibility to oversee implementation of Auditing
Standard No. 2. This includes issuing additional guidance to explain or inter
pret the standard as necessary, as well as supervising auditors’ implementation
of the standard. In particular, we intend to use our upcoming inspections to
evaluate how firms have conducted the first round of audits under Auditing
Standard No. 2.

Our inspections should drive improvements in the effectiveness and effi
ciency of registered firms’ audits of internal control in two ways. First, as we
have described above, Auditing Standard No. 2 leaves auditors considerable
flexibility to apply the standard in a manner that is appropriate to each audit.
Indeed, the standard requires auditors to use professional judgment to tailor
their audit plans to the specific risks facing each audit client. In our inspections,
we will look for audits that suffer from poor planning and risk assessment, such
as by using standardized checklists without appropriately tailoring the proce
dures to the circumstances or focusing the audit on areas that are unlikely to
lead to the discovery of material weaknesses in internal control at the expense
of adequately auditing high-risk areas. When we detect such shortcomings, we
will demand improvements.
Second, we have also described above, as well as in the staff questions and
answers issued today and in the past, several approaches to the audit of
internal control that we believe improve both the effectiveness and the effi
ciency of these audits. When we review audits that do not apply the approaches
described above, we will expect auditors to justify their decisions and to be able
to explain how the audit plan nevertheless met the objectives of the standard.

At the Roundtable, a number of the participants focused on the role our
inspections will play in shaping implementation of Auditing Standard No. 2.
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Some suggested that our inspections should require auditors to reduce costs
overall. Others suggested that, if our inspections are narrowly focused on
technical compliance, they could have the perverse effect of promoting a
checklist mentality and discouraging the use of judgment and tailored audit
planning.
We intend for our inspections to do neither. By focusing on the conduct of a
high-quality audit as described above, we believe our inspections will promote
efficiency without the need for us to get involved in auditors’ billing practices.
And, by focusing on appropriate use of judgment and risk assessment, we are
deliberately planning our inspections in a manner that promotes an audit of
internal control that is both thoughtful and risk-focused. In other words, we do
not intend to second-guess good faith audit judgments. If we believe, however,
that an auditor has approached the audit in a way that is mechanistic and does
not reflect the application of professional judgment to the specific risks associ
ated with the audit client’s financial reporting system, we will not hesitate to
demand changes to the auditor’s approach to implementing Auditing Standard
No. 2.

Conclusion
The first year’s implementation of Section 404 required a tremendous effort
on the part of management and auditors, as well as the commitment of
substantial corporate resources. The lessons learned so far—and to be learned
as we complete our first cycle of inspections of audits under Auditing Standard
No. 2—should provide a solid basis for substantial improvement in the process,
including significant cost reduction in the future.
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REPORT ON THE INITIAL IMPLEMENTATION
OF AUDITING STANDARD NO. 2, AN AUDIT
OF INTERNAL CONTROL OVER FINANCIAL
REPORTING PERFORMED IN CONJUNCTION
WITH AN AUDIT OF FINANCIAL STATEMENTS
PCAOB Release No. 2005-023
November 30, 2005

Overview
This report discusses issues identified in the course of the Board’s monitor
ing of the implementation of Auditing Standard No. 2, An Audit of Internal
Control Over Financial Reporting Performed in Conjunction with an Audit of
Financial Statements (“Auditing Standard No. 2” or “AS 2”). That standard
implements Sections 103 and 404 of the Sarbanes-Oxley Act of 2002 (the “Act”)
by establishing a process for auditing a public company’s internal control over
financial reporting (‘Internal control”) in conjunction with an audit of financial
statements.

The Board’s monitoring has focused on whether firms’ audit methodologies,
as well as firms’ execution of those methodologies, have resulted in audits of
internal control that are effective and efficient. The Board found that both firms
and issuers faced enormous challenges in the first year of implementation,
arising from the limited timeframe that issuers and auditors had to implement
Section 404; a shortage of staff with prior training and experience in designing,
evaluating, and testing controls; and related strains on available resources.
These challenges were compounded in those companies that needed to make
significant improvements in their internal control systems to make up for
deferred maintenance of those systems.
The Board’s monitoring revealed that audits performed under these difficult
circumstances were often not as effective or efficient as Auditing Standard No.
2 intends (and as the Board expects they can be in the future, given the benefits
of experience, adequate time and resources).1 Accordingly, the Board has
identified, in its inspections and other monitoring,1
2 areas in which auditors
should be able to make their audits more effective and efficient in the future,
1 This report uses the term “effectiveness” to refer to the auditor achieving the objectives
described in the Board’s standards. An effective audit culminates in the auditor obtaining reasonable
assurance that his or her opinion is correct. This report uses the term “efficiency” to refer to the
auditor achieving the objectives described in the Board’s standards with the least expenditure of
effort and resources. For the reasons described in this report, the Board expects that auditors will
increase both the effectiveness and efficiency of their audits in future years.

2 The Board’s observations in this report are based in significant part, but not exclusively, on
information obtained by the Board in the Board’s inspection process, which in the 2005 cycle included
review of portions of a limited selection of audits of internal control. Information received or prepared
by the Board in connection with any inspection of a registered public accounting firm is subject to
certain confidentiality restrictions set out in Sections 104(g)(2) and 105(b)(5) of the Act. Under the
Board’s Rule 4010, however, the Board may publish summaries, compilations, or general reports
concerning the results of its various inspections, provided that no such published report may identify
the firm or firms to which any quality control criticisms in the report relate. The Board’s reports
under Rule 4010 also may include information that was not gathered during the inspection process.
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by obtaining sufficient evidence for an opinion in a manner that appropriately
conserves time and other resources. These areas are summarized below and
detailed in the body of the report along with further explanation about certain
aspects of Auditing Standard No. 2. The Board understands that, based on
first-year experiences and on previous Board guidance, firms are already modify
ing their audit methodologies and training materials in a number of these areas,
to improve the effectiveness and efficiency of their internal control audits.

Summary of the Board's Observations
The inefficiencies observed by the Board varied in form and degree among
firms and engagement teams. The most common reasons why audits were not
as efficient as the Board expects them to be include the following—

•

Some auditors did not integrate their audits of internal control with
their audits of financial statements. Consequently, the amount of
reliance placed on controls in establishing the nature, timing, and
extent of financial statement audit work was limited. The Board
expects that auditors will better integrate their audits in the future.

•

Some auditors did not effectively apply a top-down approach. To
varying degrees, auditors often approached the audit of internal
control from the bottom up. Using a top-down approach, the auditor
begins by evaluating company-level controls and significant accounts
at the financial statement level and then works down to relevant
individual controls at the process, transaction, or application levels.
The results of the auditors’ testing at each level help the auditor tailor
the remainder of the work. The Board expects that auditors will use a
top-down approach to a greater extent in the future, which will make
audits both more effective and more efficient.

•

Some auditors did not alter the nature, timing, and extent of their
testing to reflect the level of risk. Auditors often appeared to take a
uniform approach to their testing, inadequately considering the
unique risk factors within each company. As a result, some auditors
appeared to have expended more effort than was necessary in lowerrisk areas. This approach also compromised audit effectiveness be
cause, in some cases, a higher-risk area should have received more
audit attention than it did. The Board expects that auditors will tailor
their procedures to focus on the particular risks facing audit clients’
systems of internal control as they gain more experience in auditing
internal control.

•

Some auditors performed inefficient, and sometimes ineffective, walk
throughs of major classes of transactions because they used different
transactions to test each control separately rather than walking a
single transaction through the entire process. In addition, some audi
tors did not ask sufficiently probing questions of the company’s per
sonnel to gain a complete understanding of the transaction process.
Making such inquiries assists the auditor in identifying any points at
which a necessary control is missing or inadequate. In the future, the
Board expects auditors, in most cases, to simplify their walkthroughs
by following a single transaction.

•

Some auditors did not use the work of others to the extent permitted
by Auditing Standard No. 2. Auditors who more effectively use the
work of others as permitted by AS 2 will likely be able to make more
efficient use of their own time in performing their audits of internal
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control. The Board expects auditors to use the work of others more
consistently in the manner intended by the Board as they gain more
experience in applying the standard.

In addition, the Board identified areas in which, on the whole, auditors could
have performed their work more effectively. While varying among firms and
engagement teams, the most common reasons why audits were not as effective
as the Board expects them to be include the following—
•

In the face of identified control deficiencies, often discovered late in
the audit process, some auditors failed to sufficiently evaluate the
adequacy of compensating controls. For example, in some cases, audi
tors relied on management assertions about compensating controls
without testing those controls in operation. The Board expects that, in
future years, auditors and issuers alike will have more time to address
identified control deficiencies and evaluate compensating controls.

•

Some auditors did not perform sufficient testing of the controls over
preparing financial statement disclosures. The controls in this area
are among the most important in the financial reporting process
because of the relatively high risk of material misstatement or omis
sion due to fraud or error. Sufficient testing of controls in this area
also can make the auditor’s substantive testing of financial statement
disclosures more efficient.

This report also explains certain aspects of Auditing Standard No. 2 and
amplifies the guidance issued by the Board on May 16, 2005 on effective and
efficient implementation of the standard, as follows—
•

The term “more than remote,” which appears in the standard’s definitions
of “significant deficiency” and “material weakness,” means “at least
reasonably possible.” These definitions, based in part on longstanding
accounting terms, are designed to lead to a determination as to whether
there is a deficiency that would prevent a prudent official from concluding
that he or she has reasonable assurance that transactions are recorded
as necessary to permit the preparation offinancial statements in conform
ity with generally accepted accounting principles.

•

Circumstances identified in Auditing Standard No. 2 as “strong indi
cators” of a material weakness are not automatically material weak
nesses; rather, these circumstances require heightened auditor
scrutiny to determine whether a material weakness, in fact, exists.

•

The objective of an audit of internal control is to identify whether any
material weaknesses exist in the company’s internal control over
financial reporting. Therefore, an audit in accordance with AS 2 should
not be designed to detect deficiencies that, individually or in the
aggregate, are less severe than a material weakness.

•

When the auditor identifies control deficiencies, Auditing Standard
No. 2 requires the auditor to evaluate the existence and effectiveness
of any compensating controls. Such an evaluation is important because
compensating controls may mitigate the effects of deficiencies that
would otherwise be considered significant deficiencies or material
weaknesses.

•

In performing an integrated audit of internal control and the financial
statements, the auditor may perform tests of controls that simultane
ously satisfy the objectives of both audits. Auditing Standard No. 2
does not require or suggest that the auditor perform separate tests of
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controls for the purposes of the audit of internal control and for the
purposes of the audit of financial statements. To the contrary, AS 2
encourages such integration of testing.

$

Background
Section 404 of the Act aims to assure that the controls that underpin the
accuracy and reliability of a company’s published financial information are
adequate. That section, along with the Securities and Exchange Commission’s
(the “Commission” or “SEC”) implementing rules, requires a public company
to annually report its assessment of the effectiveness of its internal control. The
section also requires such a company to provide investors its auditor’s attesta
tion to, and report on, that assessment.

It would be difficult to overstate the efforts expended by both corporate
managements and auditors to comply with Section 404’s new requirements,
especially given the short deadline for compliance that many of the largest
companies confronted. Since 1977, the Foreign Corrupt Practices Act has
required public companies to maintain internal controls. Nevertheless, in 2004,
many companies had to undertake the daunting task of making significant
improvements to their internal controls as part of their preparation for com
plying with Section 404. For many companies, this involved documenting
controls for the first time and identifying and remediating control deficiencies
(in some cases, numerous deficiencies) under severe time pressure. In addition,
managements had to simultaneously devise and execute procedures to assess
the effectiveness of their controls. For most companies, this assessment was an
entirely new process. As a result of the scope of this undertaking, many
companies completed their management assessment processes later than an
ticipated. This, in turn, compressed the time for the audit even more, in many
cases forcing auditors to plan their audits before companies had established a
stable and complete set of controls.
Given the importance of Auditing Standard No. 2 and the challenges of a
compressed timeframe for implementation, the Board made the monitoring of
firms’ implementation of the standard one of its top priorities. Based on early
questions from auditors and their audit clients, on June 23, 2004, the Board’s
staff issued 26 questions and answers on how to interpret provisions of the
standard related to, among other things, scope and extent of testing, using the
work of others, and evaluating deficiencies. The Board’s staff issued additional
questions and answers on October 6, 2004; November 22, 2004; and January
21, 2005. In addition, on May 16, 2005, the Board issued a policy statement
regarding the implementation of the standard, accompanied by additional staff
questions and answers.3 Both May 16 documents addressed how auditors can
make the internal control audit more effective and efficient, and provided
guidance on integrating the audits, using a top-down approach, using the work
of others, assessing risk, and other topics. At that time, the Board also indicated
its intention to use its 2005 inspections to evaluate how efficiently and effec
tively firms conducted the first round of audits under the standard.4
3 See PCAOB Release No. 2005-009, Policy Statement Regarding Implementation of Auditing
Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction
with an Audit of Financial Statements (May 16, 2005) (available at http://www.pcaobus.org/
Standards/Standards_and_Related_Rules/Auditing_Standard_No.2.aspx); Staff Questions and An
swers, Auditing Internal Control Over Financial Reporting. Staff Questions and Answers are avail
able at http://www.pcaobus.org/Standards/Staff_Questions_and_Answers/index.aspx.
See PCAOB Release No. 2005-009.
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The Board’s monitoring has taken two forms. First, to ensure that firms’
internal policies and procedures related to AS 2 implement the standard
effectively and efficiently, the Board’s staff met with several large firms in June
and July 2005. The purpose of these meetings was to evaluate portions of their
audit methodologies, as well as their internal training materials, and to
understand whether and, if so, how these firms intended to modify their
methodologies and training in light of experience gained in the first year of
implementation. Each of these firms represented that it had made changes to
its policies, procedures, and training materials in various areas, including areas
addressed in the Board’s May 16 policy statement.
Second, the Board included in its 2005 annual inspections of firms whose
audit clients were subject to Section 404 during the first year an evaluation of
a limited selection of those firms’ audits of internal control. One of the Board’s
objectives in conducting these inspections was to provide auditors with timely
feedback on their first year’s implementation of this significant standard. The
inspection process has, therefore, involved ongoing discussions with engage
ment teams and firm leadership about the matters described in this report.
Each inspection began with a visit to the firm’s headquarters, in order to
probe and understand the firm’s leadership’s perspective on its first year of
implementation. During this part of the inspection, inspectors also evaluated
the firm’s documented audit policies, tools, and training materials to gain an
understanding of both the firm’s method of communicating with its field
auditors on individual engagements and its policies regarding consultations on
internal control matters. Next, the Board’s inspectors visited practice offices to
evaluate the performance of individual audit engagements, focusing on specific
areas deemed to be high-risk for most engagements, such as controls over
revenue and the evaluation of deficiencies.

The audits selected for inspection were conducted—and most were com
pleted—prior to the issuance of the Board’s additional guidance on May 16,
2005. Many of the observations described in this report, therefore, relate to
matters that were addressed in that guidance. Further, many auditors acknow
ledged before the start of these inspections that they had not implemented
certain areas of Auditing Standard No. 2 as well as they could have and that
they planned to make improvements in subsequent years. Areas that auditors
recognized needed improvement included integrating the audits, taking a
top-down approach, and using the work of others to a greater extent. The Board
understands that many firms already have undertaken significant efforts to
refine their methodologies, provide additional training to their personnel, and
otherwise identify and implement improvements in the second-year audits of
internal control.

Board Observations Regarding the Performance of
Audits of Internal Control
The Board’s inspections and other monitoring revealed that, on the whole,
there are opportunities for greater effectiveness and efficiency, as both issuers
and auditors gain more experience evaluating and testing internal control.
More time to meet regulatory deadlines and adequate resources in the future
also should help issuers and auditors become more effective and efficient in
their work. Specific performance issues observed by the Board’s inspectors are
described below.
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The Integrated Audit
As described in the Board’s May 16, 2005 guidance, Auditing Standard No.
2 encourages integration of the financial statement audit and the internal
control audit. In an integrated audit of the financial statements and internal
control, the auditor designs and simultaneously executes procedures that
accomplish the objectives of both audits. These objectives are not identical, but
are interrelated. By obtaining sufficient evidence to support a control risk assess
ment of low during the audit of internal control, the auditor may reduce the
amount of audit work that otherwise would have been necessary to opine on
the financial statements. At the same time, integration of the two audits means
that evidence gathered and tests conducted in the context of either audit
contribute to the completion of both audits. For example, the knowledge of a
company’s controls and procedures derived from the audit of internal control
may lead to improvements in the design of financial statement audit procedures.

Due largely to externally imposed timing constraints, most auditors were
unable to integrate their first-year audits under Auditing Standard No. 2. The
Board’s inspectors observed that in most of the engagements selected for
inspection, auditors performed two separate, parallel audit processes. This
approach may have been used because, in many cases, auditors were concerned
that they might not be able to complete the evaluation and testing of controls
until late in the audit period and that unfavorable results of testing of controls
would require last-minute increases in audit procedures related to the financial
statement audit. In these cases, the result was a less efficient process than AS
2 intends.

In some cases, auditors’ failure to integrate the two audits also reduced audit
effectiveness. For example, in some of the engagements reviewed by inspection
teams, auditors identified deficiencies in internal control as a result of discov
ering misstatements during the audit of the financial statements. In a signifi
cant number of these cases, however, the auditors did not re-evaluate the
original risk assessments used in planning the audit of internal control. In
other cases, some auditors identified a control deficiency during the audit of
internal control but did not determine the effect of the deficiency on the nature,
timing, and extent of substantive procedures to be performed as part of the
financial statement audit.

Top-down Approach
Auditing Standard No. 2 was designed to encourage the auditor to take a
top-down approach to the audit. As described in the Board’s May 16, 2005
guidance, in a top-down approach, the auditor performs procedures to obtain
the necessary understanding of internal control and to identify the controls to
test in a sequential manner, starting with company-level controls and signifi

cant accounts at the financial statement level and then working down to
relevant individual controls at the process, transaction, or application levels.
Successful implementation of a top-down approach requires the auditor to
evaluate company-level controls (such as the control environment, the periodend financial reporting process, controls to monitor other controls, and man
agement’s risk assessment process) early in the audit.5 By doing this, the
auditor is able to tailor the remainder of his or her testing of controls over
significant accounts to reflect the conclusions reached while evaluating com
pany-level controls. In this way, when companies have well-designed controls
See Auditing Standard No. 2, paragraphs 52-59.
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at the higher levels that operate effectively, auditors may be able to reduce tests
of internal control over individual processes, transactions and applications. (Of
course conversely, if companies have poorly designed controls or controls that
do not operate effectively at the company level, auditors will need to focus more
closely on lower-level controls.)
Most of the audit engagements reviewed by the Board’s inspectors did not
use a top-down approach. Rather, to varying degrees, auditors approached the
audit of internal control from the bottom up, focusing first on performing
detailed tests of controls at the process, transaction, and application levels,
much as many of their audit clients had approached their assessments. Audi
tors who used a bottom-up approach often spent more time and effort than was
necessary to complete the audit.

Moreover, even in those cases in which auditors spent a significant amount
of time testing and evaluating company-level controls, inspectors observed that
most auditors did not alter their testing of controls at the process, transaction,
or application levels in response to the results of that testing. Other audit
engagement teams appeared to have spent relatively little time testing and
evaluating company-level controls and instead relied almost exclusively on de
tailed tests of controls over individual processes, transactions and applications.

Risk-Based Approach
An auditor’s assessment of the risk that the financial statements could be
materially misstated has a pervasive effect on the amount of work that the
auditor performs. Thus, as explained in the Board’s May 16, 2005 guidance,
risk assessment allows the auditor to focus on higher-risk areas while expend
ing less effort in areas of lower risk.

In most of the engagements reviewed, the nature, timing, and extent of the
auditor’s testing were not altered to reflect the level of risk assessed within a
given area. Instead, auditors on the whole appeared to take a uniform approach
to their testing. As a result, some auditors appeared to have expended more
effort than was necessary in lower-risk areas. Inspectors noted that this
approach also compromised audit effectiveness because, in some cases, a
higher-risk area should have received more audit attention than it did.6
Ineffective use of standardized firm tools may have contributed to audit
engagement teams’ failure to vary the scope and extent of testing in response
to the assessed risks. Inspectors observed, in some cases, that key decision
points, such as the identification of significant accounts and controls to test,
might have benefited from more judgment and input from senior members of
the audit engagement team in addition to the assistance provided by the firm
tools.

Standardized tools play an important and necessary role in encouraging
consistency in the performance of quality audits. Auditors must recognize,
however, that these tools cannot replace sound auditor judgment applied to the
facts and circumstances of each audit. Without this judgment, the use of these
tools can turn the audit into an exercise in rules-based compliance. In this
regard, the Board’s inspectors will continue to focus on whether auditors have
6 Indeed, some high-risk areas, especially areas such as the formulation of accounting estimates
that are easily manipulated notwithstanding controls, can justify additional effort in the audit of
internal control, as well as additional substantive work in the financial statement audit, irrespective
of the reliability of controls.
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applied the provisions of Auditing Standard No. 2 in a risk-focused manner,
rather than on the basis of compliance with forms and checklists.

Using the Work of Others
As explained in the Board’s May 16, 2005 guidance, Auditing Standard No.
2 permits auditors to use the work of others in a way that corresponds directly
with the auditor’s assessment of the risk associated with particular controls.
An auditor who appropriately uses the work of others enhances the overall
efficiency of the audit by avoiding duplication of effort in lower-risk areas, as
well as facilitating the auditor’s focus on higher-risk controls. In some cases,
however, auditors did not use the work of others to the extent permitted by the
standard.

Auditors’ reluctance to use the work of others to the extent that AS 2 allows
may have been due to one or more factors, including—
•

Some auditors’ decisions to perform all the work in the first year
themselves based on the theory that, irrespective of the standard’s
provisions on using the work of others, this approach was the best way
for the engagement team to conduct a high-quality audit in the first
year and to increase efficiency in future years.

•

The timing of management’s assessment, which, in many cases, was
not completed until near year-end or concurrently with auditors’
testing. Specifically, some auditors were concerned that planned reli
ance on others’ work, when that work was not yet completed or
available for evaluation, could cause the auditor to miss required
deadlines.

•

Auditors’ uncertainty about whether the principal evidence require
ment7 involves primarily a quantitative or qualitative assessment.
This confusion led some auditors to take a highly quantitative ap
proach. The PCAOB staff guidance issued on May 16, 2005 clarifies
that the principal evidence requirement is primarily qualitative.8

Inspectors also noted that most of the firms’ methodologies used in 2004
described three general categories for using the work of others—much like the
three categories described in the Board’s initially proposed standard on auditing
internal control over financial reporting.9 When the Board adopted Auditing
Standard No. 2 in its final form, however, it did not include these three
7 When using the work of others, AS 2 requires the auditor to obtain the principal evidence
supporting his or her opinion as to whether internal control is effective overall. See Auditing
Standard No. 2, paragraph 108.
8 See Staff Questions and Answers, Auditing Internal Control Over Financial Reporting (Q&A
No. 54) (May 16, 2005).
9 The proposed standard defined three categories of controls and the extent to which the auditor
could use the work of others in each of those categories:
• Controls for which the auditor should not rely on the work of others, such as controls in the
control environment and controls specifically intended to prevent or detect fraud that is
reasonably likely to have a material effect on the company’s financial statements;
• Controls for which the auditor may rely on the work of others, but his or her reliance on the
work of others should be limited, such as controls over nonroutine transactions that are con
sidered high risk because they involve judgments and estimates; and
• Controls for which the auditor’s reliance on the work of others is not specifically limited, such
as controls over routine processing of significant accounts.
See PCAOB Release No. 2003-017, An Audit of Internal Control Over Financial Reporting Performed
in Conjunction with an Audit of Financial Statements (Oct. 7, 2003). These categories were not
included in Auditing Standard No. 2.
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categories. Instead, the final standard describes a more flexible framework for
using the work of others. The fact that this aspect of the final standard was not
consistently incorporated into the firms’ methodologies probably influenced
auditors’ decisions not to use the work of others to the extent permitted by
Auditing Standard No. 2.

Walkthroughs
Auditing Standard No. 2 requires the auditor to perform a walkthrough of
each major class of transactions. In a walkthrough, the auditor follows a
transaction from its origination through the company’s information systems
until it is reflected in the company’s financial reports. The objectives of a
walkthrough are to obtain a complete understanding of the process flow of
transactions and to determine the points in the process at which misstatements
could occur; confirm the auditor’s understanding of the design of controls in
that process; evaluate the effectiveness of the design of controls; and ascertain
whether controls have been placed in operation.1011
Focusing on a single trans
action, from start to finish, is generally the most effective and efficient way to
accomplish these objectives.
Inspectors found, however, that a significant number of engagement teams
chose not to use a single transaction for their walkthroughs. In some of these
cases, the auditor appeared to have obtained a complete understanding of the
process by undertaking additional, less efficient procedures. Other auditors
failed to perform the procedures necessary to achieve the objectives of the
walkthrough. For example, many auditors who chose not to use a single
transaction for a walkthrough switched their focus to a new transaction at
points in the transaction process that involved a higher risk of material
misstatement. As a result, these auditors needed to take special care to deter
mine that their understanding of the entire process was complete, especially
at those riskier transition points. The inspectors noted a number of engagement
teams that failed to focus the necessary attention on these transition points.11

Testing and Evaluating Compensating Controls
When the auditor identifies control deficiencies, Auditing Standard No. 2
requires the auditor to evaluate the existence and effectiveness of any compen
sating controls.12 This evaluation is important because compensating controls
may mitigate the effects of deficiencies that would otherwise be more signifi
cant.13 Inspectors noted, however, that some auditors failed to sufficiently
evaluate the adequacy of compensating controls.
10 See Auditing Standard No. 2, paragraph 79.

11 Inspectors also noted that many walkthroughs were ineffective because the auditor did not ask
sufficiently probing questions of the company’s personnel to gain a complete understanding of the
transaction process and to be able to identify any points at which a necessary control was missing or
inadequate. Under Auditing Standard No. 2, the auditor should question the company’s personnel
about their understanding of the company’s procedures and controls. See Auditing Standard No. 2,
paragraphs 80 and 81. These questions should go beyond a narrow focus on the single transaction
used as the basis for the walkthrough so as to understand all the types of significant transactions
handled by the process. For example, the auditor should evaluate whether matters that come to his
or her attention during the processing of an individual transaction merit broader follow-up discussion
with company personnel as part of confirming that the auditor’s understanding of the process is
complete.
12 See Auditing Standard No. 2, note to paragraph 10.
13 This is because, “[i]f a deficiency is effectively mitigated by compensating controls, then the
likelihood of a misstatement occurring and not being prevented or detected may very well be remote.”
Auditing Standard No. 2, paragraph E86.
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Inspectors observed that, in several cases, auditors identified control defi
ciencies early in the process but did not evaluate their severity until after
year-end. When these deficiencies were evaluated, management and the audi
tor often tried to identify compensating controls that mitigated the control
deficiency. If a compensating control had not been identified previously in
management’s assessment, management and the auditor then would need to
test it to determine that it was designed to operate at the level of precision
necessary to compensate adequately for the deficiency and that it indeed
operated effectively.

In some cases, auditors did not adequately test late-identified compensating
controls to form a conclusion about their operating effectiveness. In other cases,
auditors agreed that certain controls—such as senior management’s oversight
of financial reporting generally—mitigated deficiencies even though they did
not appear to operate in a manner that compensated for deficiencies at the
process, transaction, or application levels. The Board expects that, in the
future, auditors and issuers alike will have more time to consider and evaluate
appropriate compensating controls.

Testing Controls Over Financial Statement Presentation
and Disclosure
Auditing Standard No. 2 provides that the period-end financial reporting
process is always a significant process because of its importance to the com
pany’s financial reporting.14 The period-end financial reporting process ordi
narily consists of a combination of manual and automated functions, requires
considerable judgment to evaluate, and presents numerous opportunities for
misstatements to occur. Given the high degree of risk that misstatements could
occur during the period-end financial reporting process, significant attention
to this process is necessary in virtually all audits.
In auditing the period-end reporting process, auditors should assess the risk
that the company’s financial statement disclosures include material misstate
ments or omit material information. That assessment allows the auditor to
determine an appropriate audit response.
Inspectors observed several instances in which auditors had not focused
adequately on the period-end financial reporting process and had not identified
and tested sufficient controls over financial statement presentation and disclo
sure. Although auditors usually identified and tested some controls over
financial statement presentation and disclosure, this testing, in some cases,
was insufficient because it did not include consideration of the company’s
underlying process for generating the financial statement disclosure informa
tion. As a result, these auditors could not demonstrate that they sufficiently
understood the company’s process for assembling financial statement disclo
sure information and ensuring that no material omissions occurred, that they
had adequately assessed the risks associated with that process, or that they
had evaluated whether the information underlying the company’s financial
statement disclosures was complete and accurate.
14 See Auditing Standard No. 2, paragraph 78.
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Evaluating Control Deficiencies and Implementing the Definition
of Material Weakness
The objective of an audit of internal control is to obtain reasonable assurance
as to whether any material weaknesses exist.15 An important corollary to this
fundamental principle is that the standard does not require auditors to search
for deficiencies other than material weaknesses. Further, the standard does
not re-define materiality for the purposes of auditing internal control. Rather,
the standard provides that the same conceptual definition of materiality that
applies under the federal securities laws to financial reporting applies to
information on internal control.16 This means that the auditor should plan and
perform the audit of internal control using the same materiality measures as
the auditor uses to plan and perform the annual audit of the financial state
ments.

When auditors do identify control deficiencies in the course of the audit,
however, the standard requires them to evaluate whether those deficiencies
are significant deficiencies or material weaknesses.17 The definitions of defi
ciency, significant deficiency, and material weakness in Auditing Standard
No. 218 focus on the likelihood and magnitude of potential misstatements in
the financial statements to classify deficiencies in order of increasing sever
ity. Anecdotal claims have suggested that some auditors applied a more
stringent threshold to the evaluation of control deficiencies than the defini
tions in Auditing Standard No. 2 require. In addition, mechanical reliance
on standardized tools appears to have contributed to unnecessary work in
this area.

More Than Remote Likelihood
In defining the terms “significant deficiency” and “material weakness”
in Auditing Standard No. 2, the Board used terms defined in Financial
Accounting Standards Board’s Statement No. 5, Accounting for Contingen
cies (“FAS No. 5”). The Board chose to use terms with which auditors were
already familiar in order to promote consistency in the evaluation of deficien
cies.19 FAS No. 5 describes the likelihood of a future event occurring as
“probable,” “reasonably possible,” or “remote.” The definitions in Auditing
Standard No. 2 refer to a “more than remote” likelihood of a misstatement
occurring. In accordance with FAS No. 5, the likelihood of an event is “more
than remote” when it is either “reasonably possible” or “probable.” Therefore,
the words “more than a remote likelihood” in the definitions of significant
deficiency and material weakness mean “at least a reasonably possible likeli
hood.”20 The definitions in the standard, based in part on these longstanding
15 See Auditing Standard No. 2, paragraph 4. Auditing Standard No. 2 does not require the
auditor to plan the audit to detect significant deficiencies. Paragraph 27 of Auditing Standard No. 2
states, in part, “Thus, the audit is not designed to detect deficiencies in internal control over financial
reporting that, individually or in the aggregate, are less severe than a material weakness.”
16 See Auditing Standard No. 2, paragraphs 22 and 23. The federal courts and the SEC have
defined materiality for purposes of the federal securities laws. See, e.g., Staff Accounting Bulletin No.
99, Materiality (Aug. 12, 1999).
17 See Auditing Standard No. 2, paragraph 130.
18 See Auditing Standard No. 2, paragraphs 8 through 10.

19 See Auditing Standard No. 2, paragraph E73.

20 See Auditing Standard No. 2, note to paragraph 9.
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accounting terms, are designed to lead to a determination as to whether the
deficiency would prevent a prudent official from concluding that he or she
has reasonable assurance that transactions are recorded as necessary to
permit the preparation of financial statements in conformity with generally
accepted accounting principles.21

Further, the terms “probable,” “reasonably possible,” and “remote,” should
not be understood to provide for specific quantitative thresholds. Proper appli
cation of these terms involves a qualitative assessment of probability. There
fore, the evaluation of whether a control deficiency presents a “more than
remote” likelihood of misstatement can be made without quantifying the
probability of occurrence as a specific percentage.

Use of Judgment
This evaluation requires an exercise of judgment, based on an assessment
of what constitutes reasonable assurance under the circumstances, not on the
mechanical application of a predetermined probability formula. Inspectors
observed, however, that the quest for quantitative rules of thumb in the
application of the definitions described above may have resulted in some
auditors exercising less judgment than the standard requires in this area.
Many engagement teams used a framework developed through the collective
effort of nine firms for evaluating deficiencies. That framework uses terms such
as “gross exposure,” “adjusted exposure,” and “upper limit deviation rate.” The
statistical precision suggested by these terms may have driven auditors’ deci
sion-making process unduly toward simplistic quantitative thresholds and
away from the qualitative evaluation that may have been necessary in the
circumstances.
This evaluation framework can result in decisions that are consistent with
the provisions of Auditing Standard No. 2. Further, the use of the framework
promoted consistency among different audit teams within and across firms.
Nevertheless, the framework is not a substitute for the professional judgment
that Auditing Standard No. 2 requires. Moreover, using this framework could,
in some cases, lead auditors to spend more time evaluating the severity of a
deficiency than otherwise would be necessary.
Strong Indicators of a Material Weakness

Auditing Standard No. 2 describes certain circumstances that should be
regarded as at least significant deficiencies and as strong indicators of a
material weakness in internal control.22 The identification of one of these
strong indicators is the beginning of the auditor’s evaluation process of whether
a material weakness, in fact, exists. Such indicators require heightened
scrutiny, but they are not automatically material weaknesses. The Board’s
inspectors found that, in general, with respect to evaluating strong indicators—
such as restatements of previously issued financial statements—auditors under
21 See Auditing Standard No. 2, paragraph 137. If the auditor determines that the deficiency
would prevent prudent officials in the conduct of their own affairs from concluding that they have
reasonable assurance, then the auditor should deem the deficiency to be at least a significant
deficiency.
22 See Auditing Standard No. 2, paragraph 140.
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stood that the indicator required heightened scrutiny but was not irrefutable
evidence of a material weakness.23

Conclusion
While this report describes several opportunities for auditors to improve
audit quality and efficiency, the Board remains confident that auditors will be
able to perform more effective and efficient audits in future years, particularly
as auditors gain experience and as challenges unique to the first year’s imple
mentation abate. A number of the matters discussed in this report have been
the subject of an ongoing dialogue with the larger firms and have been
communicated in public forums. Thus, while many of the inspectors’ observa
tions were expected, the inspections further focused the dialogue on steps that
auditors can take to perform quality audits as efficiently as possible.
The Board intends to continue to monitor closely the implementation of the
standard and, as always, will use its inspection authority to focus the firms on
those aspects of their practice that impede them from performing audits as
effectively and efficiently as possible. The Board also intends to continue, as
needed, to issue interpretive guidance (either by the Board or through staff)
concerning the application of Auditing Standard No. 2. The Board believes that
the supplemental guidance provided in this report, in conjunction with the
guidance issued on May 16, 2005, should result in significant improvement in
the effectiveness and efficiency of audits of internal control going forward.
Finally, the Board intends to continue to gather feedback—from investors,
issuers, auditors, and others—on audits under Section 404.

23 That is, in the case of a restatement to correct an error, the restatement itself is not a control
deficiency; rather, the restatement is an indicator of a control deficiency. When there has been a
restatement, the auditor must evaluate the underlying facts and circumstances using professional
judgment to identify the cause of the misstatement and to determine whether a material weakness
exists.
It should be noted that, even if management and the auditor determine that a material
weakness does not exist notwithstanding a restatement, under Auditing Standard No. 2 a significant
deficiency does exist and must be reported to the audit committee. Significant deficiencies identified
due to restatements of prior period financial statements may nevertheless be remediated relatively
easily, if management and the audit committee determine that only minor changes are necessary to
strengthen internal control.
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Establishment of Interim Professional
Auditing Standards
PCAOB Release No. 2003-006
April 18,2003

Summary:
The Public Company Accounting Oversight Board (“Board” or “PCAOB”) has
established interim standards of auditing, attestation, quality control, ethics,
and independence (“Interim Professional Auditing Standards”). Section 103(a)
of the Sarbanes-Oxley Act of2002 (“Act”) provides that the Board shall, by rule,
establish auditing and related attestation, quality control, and ethics standards
to be used by registered public accounting firms in the preparation and issuance
of audit reports. Section 103(b) authorizes the Board to adopt rules relating to
auditor independence. The Board’s Interim Professional Auditing Standards
were promulgated by various other bodies and pre-date the determination of
the Securities and Exchange Commission (“Commission”), under Section
101(d), that the Board is capable of carrying out its responsibilities under the
Act. Unlike other Rules of the Board, under Section 103(a)(3)(B) of the Act, the
Board’s Interim Professional Auditing Standards “shall be separately approved
by the Commission at the time of the determination, without regard to the
procedures required by Section 107” of the Act regarding rulemaking.

This release describes the standards that the Board has adopted as Interim
Professional Auditing Standards on an initial, transitional basis in order to
assure continuity and certainty in the standards that govern audits of public
companies. They will remain in effect while the Board conducts a review of
standards applicable to registered public accounting firms, as discussed in
PCAOB Release No. 2003-005. Based on this review, the Board may modify,
repeal, replace or adopt permanently the Interim Professional Auditing Stand
ards, or any part thereof, by rulemaking according to the Board’s procedures
for the establishment of professional auditing standards and subject to Com
mission approval.

Board Contacts:
Gordon Seymour, Acting General Counsel (202/207-9034; seymourg@pcaobus.org),
or Samantha Ross, Special Counsel to the Acting Chairman (202/207-9093;

rosss@pcaobus.org).

The Board has adopted Interim Professional Auditing Standards to govern
the conduct of audits of public companies (i.e., “issuers” as defined in the
Act). The Act provides that “[p]re-existing standards of designated profes
sional groups of accountants may be adopted during the Board’s transitional
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period,”1 i.e., before the Commission’s determination, under Section 101(d),
that the Board is “organized and has the capacity to carry out the requirements
of Title I” of the Act. Specifically, Section 103(a)(3)(B) and 103(a)(3)(A)(i) of the
Act provide for the Board to adopt, as initial or transitional standards, “any
portion of any statement of auditing standards or other professional standards”
that satisfy the requirements of Section 103(a)(1) of the Act. These interim
standards are to be “separately approved by the Commission at the time of the
determination, without regard to the procedures required by Section 107” of
the Act regarding rulemaking, which will govern the Board’s permanent
standards.1
2

Despite the need to adopt these existing standards on an initial, transitional
basis in order to assure continuity and certainty in the standards that govern
audits of public companies, the Board has not determined whether it would be
appropriate to include any of the Interim Professional Auditing Standards as
permanent Board standards. In order to make that determination, the Board
will establish a schedule and procedure for the review of all Interim Profes
sional Auditing Standards.3 The objective of that review will be to determine,
on a standard-by-standard basis, whether the Interim Professional Auditing
Standards should become permanent standards of the Board, should be re
pealed, or should be modified. As the review of each interim standard is
completed, the Board will adopt that standard as a permanent Professional
Auditing Standard, with or without modifications, will repeal the standard, or
will take any other appropriate action regarding the standard.
The Interim Professional Auditing Standards consist of five rules (Rules
3200T, 3300T, 3400T, 3500T, and 3600T). Appendices 1 and 2 to this release
contain, respectively, the text of these rules and a section-by-section analysis
of the rules. Section A of this release provides an overview of the Interim
Professional Auditing Standards and of the Board’s reasons for adopting these
standards. Section B of this release describes the effective date of the Interim
Professional Auditing Standards and the procedure for Commission approval
of these standards. . . ., other than as provided in section 103(a)(3)(B) with
respect to initial or transitional standards.”

A. Overview of the Interim Professional Auditing
Standards
1. Interim Auditing Standards
Auditors of public companies that issue securities are required to provide
audit reports that “state whether the audit was made in accordance with
generally accepted auditing standards” (“GAAS”).4 The Commission’s Division
1 See S. Rep. No. 107-205, at 8 (2002).

2 Section 103(a)(3)(B) of the Act. Section 107(b)(2) of the Act provides that “[n]o rule of the Board
shall become effective without prior approval of the Commission.”
3 See PCAOB Release No. 2003-005 (April 18, 2003).
4 See Regulation S-X, § 2-02,17 C.F.R. § 210.2-02.
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of Corporation Finance will not accept an audit report on the financial state
ments of an issuer unless the report states that the audit to which it relates
was conducted in accordance with GAAS in the United States.5
Before the enactment of the Act, U.S. GAAS were established by the
American Institute of Certified Public Accountants (“AICPA”). General standards
on auditing, as well as standards relating to audit field work and audit reports,
were approved and adopted by the membership of the AICPA, and amended by
the AICPA’s Auditing Standards Board (“ASB”). In addition, the ASB has
developed and issued 101 Statements of Auditing Standards (“SAS”) through
a process that has included deliberations in public meetings, public exposure
of draft statements, and adoption of statements approved by the ASB.6 GAAS
also require an auditor to “be aware of and consider” certain AICPA interpretive
publications, such as auditing Interpretations of the SASs, auditing guidance
included in AICPA Audit and Accounting Guides, and AICPA auditing State
ments of Position.7

Subject to the Commission’s oversight authority, the Act gives the Board
the exclusive, statutory power to establish and amend Professional Auditing
Standards to be used by registered public accounting firms in the preparation
and issuance of audit reports.8 The Board’s Professional Auditing Standards
supercede standards established by professional organizations, with respect to
the preparation or issuance of audit reports on the financial statements of
issuers. In Release No. 2003-005, the Board announced its intention to establish
Professional Auditing Standards through an open process in which the account
ing profession, the preparers of financial statements, the investor community,
and others will have the opportunity to participate. The Board also announced
in that release a plan to review existing GAAS and, when appropriate, change
or establish new GAAS.
In order to assure continuity and certainty in the standards that govern
audits of public companies during the Board’s review, the Board has deter
mined that GAAS proposed and promulgated by the AICPA and the ASB,
as they existed on April 16, 2003, should be adopted as Interim Auditing
Standards, pursuant to Section 103(a)(3)(B). Accordingly, the Board has
adopted Rule 3200T to require that registered public accounting firms
comply with its Interim Auditing Standards in the performance of audits, or
5 “All financial statements filed with the SEC are required to be audited in accordance with US
GAAS, with an explicit statement of that fact in the auditor’s report.” See Division of Corporation
Finance Current Accounting and Disclosure Issues (August 31, 2001), http://www.sec.gov/divisions/
corpfin/acctdisc.htm.
6 See SAS No. 95, Codification of Statements on Auditing Standards (“Codification”), AU § 150.03
(AICPA 2002).
7 In addition, SAS No. 95 also refers to other auditing publications, such as articles in the
Journal of Accountancy and other professional journals, including publications by state CPA societies,
textbooks, and guidebooks, that have contributed to the development of GAAS. Before applying the
guidance in an “other auditing publication,” an auditor “should be satisfied that, in his or her
judgment, it is both relevant to the circumstances of the audit and appropriate.” SAS No. 95,
Codification at AU § 150.08.

8 Section 3(c)(2) of the Act provides that “[njothing in this Act or the rules of the Board shall be
construed to impair or limit.. . the authority of the Commission to set standards for accounting or
auditing practices or auditor independence, derived from other provisions of the securities laws or the
rules or regulations thereunder, for purposes of the preparation and issuance of any audit report, or
otherwise under applicable law.”
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interim reviews,9 of the financial statements of issuers. The Board intends that
these GAAS continue to have the same authority they have currently unless
and until the Board supercedes them,

2. Interim Attestation Standards
Section 103(a)(1) authorizes the Board to establish “auditing and related
attestation standards.”1011
Consistent with the Interim Auditing Standards, the
Board’s Rule 3300T designates the Statements on Standards for Attestation
Engagements (“SSAE”) and related Interpretations and Statements of Position
adopted by the ASB, as they existed on April 16, 2003, as the Board’s Interim
Attestation Standards. Accordingly, registered public accounting firms must
comply with those SSAEs that are related to the preparation or issuance of an
audit report on the financial statements of an issuer.11

3. Interim Quality Control Standards
Section 103(a)(1) authorizes the Board to establish quality control standards
for registered public accounting firms. Until enactment of the Act, the ASB’s
Statements on Quality Control Standards (“SQCS”) were the primary source
of such standards.12 In addition, public accounting firms that are members of
the AICPA’s SEC Practice Section have committed to satisfying a number of
other quality control-related requirements. Consistent with the Interim Audit
ing Standards and the Interim Attestation Standards, the Board’s Rule 3400T
designates the Statements on Quality Control Standards adopted by the ASB,
as they existed on April 16, 2003, as the Board’s Interim Quality Control
Standards.

Rule 3400T also designates certain AICPA SEC Practice Section member
ship requirements as additional Interim Quality Control Standards.13 It should
be noted that the Board is not adopting as interim standards the entirety of the
AICPA SEC Practice Section’s membership requirements.14 Further, because
9 Interim reviews of financial information are integrally related to audits. See generally SAS No.
100. For example, SAS No. 100 makes clear that the general standards on auditing discussed in SAS
No. 95 “are applicable to a review of interim financial information.” See id. at ¶ 1; see also id. at ¶¶
12-13 (requiring new auditor conducting initial review of interim financial information to perform
procedures, including making inquiries and reviewing the work papers of predecessor auditor and
obtaining knowledge of entity’s internal controls).
10 Section 2(a)(10) of the Act also defines Professional Standards to include “standards for
attestation engagements . . . that the Board or the Commission determines . . . relate to the prepara
tion or issuance of audit reports for issuers.”
11 Rule 3300T.

12 See SAS 25, Codification at AU § 161 (requiring accounting firms to have quality controls for
their audit practices). The ASB’s standards define quality control as “a process to provide the firm
with reasonable assurance that its personnel comply with applicable professional standards and the
firm’s standards of quality.” See System of Quality Control for a CPA Firm’s Accounting and Auditing
Practice, AICPA Professional Standards (“Professional Standards”), QC § 20.03 (AICPA 2002). The
ASB’s standards further set forth five broad elements of appropriate quality control in a public account
ing firm, which relate to maintaining independence, integrity, and objectivity; managing personnel;
establishing guidelines for accepting and continuing clients; performing engagements; and monitoring
the existing quality control policies and procedures. Professional Standards at QC § 20.07.
13 AICPA SEC Practice Section Reference Manual, § 1000.08(d), (f), (1), (m), (n)(l) and (o),

14 For example, the Board is not adopting those SECPS membership requirements that require
each member of the firm to be a member of the AICPA or that require member firms to submit to peer
reviews, to report information to the SECPS or to the AICPA’s quality control inquiry committee, or
to pay dues to the SECPS. See AICPA SEC Practice Section Reference Manual, § 1000.08(a), (c), (g),
(j), (k) and (p). Nor is the Board adopting those SECPS membership requirements that have been
superceded by statute or by Commission or Board rule.
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the Board intends the Interim Quality Control Standards to preserve existing
standards as they apply currently, consistent with Section 103(a)(3) of the Act,
those Interim Quality Control Standards adapted from the AICPA SEC Prac
tice Section requirements apply only to those firms that are members of the
AICPA SEC Practice Section.15 The requirements incorporated in Rule 3400T,
which are described in more detail in Appendix 2, related to the following
matters—

•

Continuing professional education of audit firm personnel;

•

Concurring partner review of the audit report and the financial state
ments of Commission registrants;16

•

Communication by written statement to all professional personnel of
firm policies and procedures on the recommendation and approval of
accounting principles, present and potential client relationships, and
the types of services provided;

•

Notification of the Commission of resignations and dismissals from
audit engagements for Commission registrants;

•

Audit firm obligations with respect to the policies and procedures of
correspondent firms and of other members of international firms or
international associations of firms; and

•

Policies and procedures to comply with applicable independence re
quirements.

4. Interim Ethics Standards
Section 103(a)(1) authorizes the Board to establish ethics standards.15
17 The
16
Board’s Rule 3500T designates the provisions of the AICPA’s Code of
Professional Conduct on integrity and objectivity, as Interim Ethics Stand
ards.18 Accordingly, registered public accounting firms must comply with the
AICPA’s Code of Professional Conduct Rule 102, and interpretations and
rulings thereunder, as in existence as of the date of this release.19 Consistent
with the other interim standards adopted by the Board, these ethical standards
continue to have the same authority they have currently unless and until the
Board supercedes them.
15 In the future the Board may, by rulemaking and pursuant to its standards-setting procedures,
extend the AICPA SEC Practice Section requirements to other registered public accounting firms.

16 SECPS membership requirement (f) sets forth the Practice Section’s concurring review re
quirements, which the Board has adopted as part of its Interim Quality Control Standards. See
AICPA SEC Practice Section Reference Manual, § 1000.08(f). Requirement (f) also permitted the
AICPA “peer review committee [to] authorize alternative procedures where this requirement cannot
be met because of the size of the member firm.” The Board has not adopted this part—the second
sentence—of SECPS membership requirement (f). Under Section 103(a)(3)(A)(i), the Board “may
adopt as its rules . . . any portion of any statement of auditing standards or other professional
standards that the Board determines” satisfy the Act’s requirements. The Board does, however,
intend to permit requests for similar relief to be sought from the Board.
17 Section 2(a)(10)(B) of the Act also defines Professional Standards to include “ethical and
competency standards .. . that the Board or the Commission determines . . . relate to the preparation
or issuance of audit reports for issuers.”
18 Professional Standards at ET §§ 102 and 191.
19 Rule 3500T.
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5. Interim Independence Standards
Section 103(b) of the Act authorizes the Board to “establish such rules as
may be necessary or appropriate in the public interest or for the protection of
investors, to implement, or as authorized under, title II of this Act.”20 The Board
has adopted Interim Independence Standards, based on the provisions of the
AICPA’s Code of Professional Conduct regarding independence and existing
standards and interpretations of the Independence Standards Board. Rule
3600T requires registered public accounting firms to comply with these inde
pendence standards in connection with the audit of any Commission registrant.

On January 28, 2003, the Commission adopted final rules to strengthen
requirements regarding auditor independence and enhance disclosure regard
ing fees paid to auditors and otherwise to strengthen the Commission’s existing
auditor independence rules.21 These rules were designed to implement provi
sions of the Act. All registered public accounting firms are required to comply
with Commission rules, and the Board’s Interim Independence Standards do
not supplant the Commission’s independence rules. To the extent that the Com
mission’s rules are more restrictive—or less restrictive—than the Board’s Interim
Independence Standards, registered public accounting firms must comply
with the more restrictive requirements. The note to Rule 3600T clarifies this point.

B.

Effective Date for the Interim Professional Auditing
Standards and Procedure for Commission Approval

Under Section 103(a)(3)(B) of the Act, the Board’s Interim Professional
Auditing Standards “shall be separately approved by the Commission at the
time of [the] determination” of the Commission under Section 101(d) of the
Act that the Board has the capacity to carry out the requirements of Title I
of the Act. This determination is expected to be made no later than April 26,
2003.22 The Interim Professional Auditing Standards shall be effective as of
the date of the Commission’s approval of them, which, accordingly, is expected
to be no later than April 26, 2003.

On the 16th day of April, in the year 2003, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ISSUED BY THE BOARD.
/s/ J. Gordon Seymour

J. Gordon Seymour
Acting Secretary
April 16, 2003
20 Title II of the Act addresses auditor independence. In addition, Section 2(a)(10) of the Act
defines “Professional Standards” to include “independence standards (including rules implementing
title II) that the Board or the Commission determines ... relate to the preparation or issuance of
audit reports for issuers.”
21 See SEC, Strengthening the Commission’s Requirements Regarding Auditor Independence,
Securities Act Release No. 33-8183, 68 Fed. Reg. 6,006 (Jan. 28, 2003), as amended by Securities Act
Release No. 33-8183A, 68 Fed. Reg. 15,354 (March 26, 2003).

22 Section 101(d) of the Act requires the Board to take such actions as are necessary or appropri
ate to enable the Commission to make this determination no later than 270 days after the enactment
of the Act, i.e., no later than April 26, 2003.
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Appendix 1

Rules Relating to Interim Professional
Auditing Standards
RULES OF THE BOARD

SECTION 7. PROFESSIONAL STANDARDS

RULE 3200T. Interim Auditing Standards.
In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply with
generally accepted auditing standards, as described in the AICPA Auditing
Standards Board’s Statement of Auditing Standards No. 95, as in existence on
April 16, 2003 (Codification of Statements on Auditing Standards, AU § 150
(AICPA 2002)).
Note: Under Section 102(a) of the Act, public accounting firms are not
required to be registered with the Board until 180 days after the date
of the determination of the Commission under section 101(d) that the
Board has the capacity to carry out the requirements of Title I of the
Act (the “mandatory registration date”). The Board intends that,
during the period preceding the mandatory registration date, the
Interim Auditing Standards apply to public accounting firms that
would be required to be registered after the mandatory registration
date and to associated persons of those firms, as if those firms were
registered public accounting firms.
[PCAOB Release No. 2003-26, Technical Amendments to Interim Standards
Rules, amends Rule 3200T. See Release No. 2003-26 for language of the
amendment.]

RULE 3300T. Interim Attestation Standards.
In connection with an engagement (i) described in the AICPA’s Auditing
Standards Board’s Statement on Standards for Attestation Engagements No.
10 (Codification of Statements on Auditing Standards, AT § 101.01 (AICPA
2002)) and (ii) related to the preparation or issuance of audit reports for issuers,
a registered public accounting firm, and its associated persons, shall comply
with the AICPA Auditing Standards Board’s Statements on Standards for
Attestation Engagements, and related interpretations and Statements of Posi
tion, as in existence on April 16, 2003.

Note: The Board intends that, during the period preceding the man
datory registration date, the Interim Attestation Standards apply to
public accounting firms that would be required to be registered after
the mandatory registration date and to associated persons of those
firms, as if those firms were registered public accounting firms.
[PCAOB Release No. 2003-26, Technical Amendments to Interim Standards
Rules, amends Rule 3300T. See Release No. 2003-26 for language of the
amendment.]
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RULE 3400T. Interim Quality Control Standards.
A registered public accounting firm, and its associated persons, shall comply
with quality control standards, as described in—
(а) the AICPA’s Auditing Standards Board’s Statements on Quality
Control Standards, as in existence on April 16, 2003 (AICPA Profes
sional Standards, QC §§ 20-40 (AICPA 2002)); and

(b) the AICPA SEC Practice Section’s Requirements of Membership (d),
(first sentence), (1), (m), (n)(l) and (o), as in existence on April 16,
(f)
2003 (AICPA SEC Practice Section Manual - 1000.08(d), (f), (j), (m),
(n)(l) and (o)).

Note: The second sentence of requirement (f) of the AICPA SEC
Practice Section’s Requirements of Membership provided for the
AICPA’s peer review committee to “authorize alternative procedures”
when the requirement for a concurring review could not be met
because of the size of the firm. This provision is not adopted as part of
the Board’s Interim Quality Control Standards. After the effective
date of the Interim Quality Control Standards, requests for authori
zation of alternative procedures to a concurring review may, however,
be directed to the Board.
Note: The Board intends that, during the period preceding the man
datory registration date, the Interim Quality Control Standards apply
to public accounting firms that would be required to be registered after
the mandatory registration date and to associated persons of those
firms, as if those firms were registered public accounting firms.
[PCAOB Release No. 2003-26, Technical Amendments to Interim Standards
Rules, amends Rule 3400T. See Release No. 2003-26 for language of the
amendment.]

RULE 3500T. Interim Ethics Standards.
In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply with
ethics standards, as described in the AICPA’s Code of Professional Conduct
Rule 102, and interpretations and rulings thereunder, as in existence on April
16, 2003 (AICPA Professional Standards, ET §§ 102 and 191 (AICPA 2002)).
Note: The Board intends that, during the period preceding the man
datory registration date, the Interim Ethics Standards apply to public
accounting firms that would be required to be registered after the
mandatory registration date and to associated persons of those firms,
as if those firms were registered public accounting firms.

[PCAOB Release No. 2003-26, Technical Amendments to Interim Standards
Rules, amends Rule 3500T. See Release No. 2003-26 for language of the
amendment.]

RULE 3600T. Interim Independence Standards.
In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply with
independence standards—
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(1) as described in the AICPA’s Code of Professional Conduct Rule 101,
and interpretations and rulings thereunder, as in existence on April
16,2003 (AICPA Professional Standards, ET §§ 101 and 191 (AICPA
2002)); and
(2) Standards Nos. 1, 2, and 3, and Interpretations 99-1, 00-1, and 00-2,
of the Independence Standards Board.

Note: The Board’s Interim Independence Standards do not supercede
the Commission’s auditor independence rules. See Rule 2-01 of Reg.
S-X, 17 C.F.R. 240.2-01. Therefore, to the extent that a provision of
the Commission’s rule is more restrictive—or less restrictive—than
the Board’s Interim Independence Standards, a registered public
accounting firm must comply with the more restrictive rule.

Note: The Board intends that, during the period preceding the man
datory registration date, the Interim Independence Standards apply
to public accounting firms that would be required to be registered after
the mandatory registration date and to associated persons of those
firms, as if those firms were registered public accounting firms.

[PCAOB Release No. 2003-26, Technical Amendments to Interim Standards
Rules, amends Rule 3600T. See Release No. 2003-26 for language of the
amendment.]
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Appendix 2

Section-by-Section Analysis of Rules Relating to
Interim Professional Auditing Standards
The rules relating to interim professional auditing standards consist of
PCAOB Rules 3200T, 3300T, 3400T, 3500T and 3600T. Each of the rules is
discussed below.

Rule 3200T—Interim Auditing Standards
Rule 3200T provides that, in connection with the preparation or issuance of
any audit report on the financial statements of an issuer, a registered public
accounting firm shall comply with generally accepted auditing standards as
described in the American Institute of Certified Public Accountants’ (“AICPA”)
Auditing Standards Board’s (“ASB”) Statement on Auditing Standards (“SAS”)
No. 95, as in existence on April 16, 2003. SAS No. 95 describes the relative
authority of various sources of generally accepted auditing standards. Specifi
cally, SAS No. 95 describes the ten general, field work and reporting standards
approved by the membership of the AICPA, and amended by the ASB, and the
Statements on Auditing Standards approved by the ASB, as standards with
which an auditor is required to comply.1 As of April 16, 2003, 101 SASs had
been issued by the ASB.
Statement of Auditing Standards No. 95 also provides that an “auditor
should be aware of and consider” certain interpretive publications, such as the
ASB’s Interpretations of the SASs, auditing guidance included in AICPA Audit
and Accounting Guides, and AICPA auditing Statements of Position. While
these interpretive publications have not been accorded the same authority as
the ten GAAS or the SASs, SAS No. 95 requires that, if an auditor does not
comply with the guidance in these publications, “the auditor should be prepared
to explain how he or she complied with the SAS provisions addressed by such
auditing guidance.” Finally, SAS No. 95 also recognizes that other auditing
publications “may help the auditor understand and apply the SASs.” The
Board’s Rule 3200T provisionally adopts this framework.
As the Note to Rule 3200T clarifies, under Section 102(a) of the Act, public
accounting firms that want to continue to audit issuers are not required to be
registered with the Board until 180 days after the date of the determination of
the Commission under section 101(d) that the Board has the capacity to carry
out the requirements of Title I of the Act (the “mandatory registration date”).
The Board intends that, during the period preceding the mandatory registra
tion date, the Interim Auditing Standards apply to public accounting firms that
would be required to be registered after the mandatory registration date and
to associated persons of those firms, as if those firms were registered public
accounting firms.

Rule 3300T—Interim Attestation Standards
Rule 3300T governs the conduct of engagements that (i) are described in the
ASB’s Statement on Standards for Attestation Engagements No. 10 (Codification1
1 SAS No. 95, Codification of Statements on Auditing Standards, AU §§ 150.02-150.03. State
ment of Auditing Standards No. 95 also provides that “[t]he auditor should be prepared to justify
departures from the SASs.”
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of Statements on Auditing Standards, AT §101.01), and (ii) relate to the
preparation or issuance of audit reports for issuers. Registered public account
ing firms involved in such engagements are required to comply with the ASB’s
Statements on Standards for Attestation Engagements, and related interpre
tations and AICPA Statements of Position, as in existence on April 16, 2003,
As the Note to Rule 3300T clarifies, the Board intends that, during the
period preceding the mandatory registration date, the Interim Attestation
Standards apply to public accounting firms that would be required to be
registered after the mandatory registration date and to associated persons of
those firms, as if those firms were registered public accounting firms.

Rule 3400T—Interim Quality Control Standards
Rule 3400T sets forth minimum quality control standards with which
registered public accounting firms must comply, in order to ensure that regis
tered public accounting firms, and their personnel, comply with applicable account
ing and auditing (arid other professional) standards. Through Rule 3400T, the
Board has provisionally designated the Statements on Quality Control Standards
proposed and issued by the ASB and certain AICPA SEC Practice Section
(“SECPS”) membership requirements, as they existed, and as they applied to
SEC Practice Section members, on April 16, 2003, as the Board’s Interim
Quality Control Standards. Because the Board intends the Interim Quality
Control Standards to preserve existing standards as they applied on April 16,
consistent with Section 103(a)(3) of the Act, those Interim Quality Control
Standards adapted from the AICPA SEC Practice Section requirements apply
only to those firms that are members of the AICPA SEC Practice Section.2

The ASB’s Statements on Quality Control Standards are published in the
AICPA’s Professional Standards, at QC Sections 20-40. The provisions of the
AICPA’s SECPS membership requirements that have been incorporated into
the Board’s Interim Quality Control Standards are Membership Requirements
(d), (f) (first sentence), (1), (m), (n)(1) and (o), and referenced appendices, which
are published in the AICPA’s SEC Practice Section Reference Manual §
1000.08. The SECPS membership requirements that are incorporated into the
Board’s Interim Quality Control Standards provide as follows:

•

Requirement (d) requires registered public accounting firms to “ensure
that all professionals in the firm residing in the United States, includ
ing CPAs and non-CPAs, participate in at least 20 hours of qualifying
continuing professional education (CPE) every year and at least 120
hours every three years.. . . [Professionals who devote at least 25%
of their time to performing audit, review or other attest engagements
(excluding compilations), or who have the partner/manager-level re
sponsibility for the overall supervision or review of any such engage
ments, must obtain at least 40% (eight hours in any one year and 48
hours every three years) of their required CPE in subjects relating to
accounting and auditing.”

•

Requirement (f) requires registered public accounting firms to “estab
lish policies and procedures that meet the requirements set forth in the
SECPS Reference Manual, for a concurring review of the audit report

2 In the future the Board may, by rulemaking and pursuant to its standards-setting procedures,
extend the AICPA SEC Practice Section requirements to other registered public accounting firms.
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and the financial statements by a partner other than the audit part
ner-in-charge of an SEC engagement before issuance of an audit report
on the financial statements of an SEC engagement and before the
re-issuance of such an audit report where the performance of sub
sequent events procedures is required by professional standards.”
After the effective date of the Interim Quality Control Standards,
requests for authorization of alternative procedures to a concurring
review may be sought from the Board. Any such request should be
directed to the attention of the Director of Registration and Inspection,
1666 K Street, N.W., Washington, D.C. 20006-2803.

•

Requirement (1) requires registered public accounting firms to “com
municate through a written statement to all professional firm person
nel the broad principles that influence the firm’s quality control and
operating policies and procedures on, as a minimum, matters related
to the recommendation and approval of accounting principles, present
and potential client relationships, and the types of services provided,
and inform professional firm personnel periodically that compliance
with those principles is mandatory.”

•

Requirement (m) requires a registered public accounting firm that has
been the auditor of an SEC registrant and has resigned, declined to
stand for reelection, or been dismissed, to report the fact that the
“relationship has ceased directly in writing to the former SEC client,
with a simultaneous copy to the Office of the Chief Accountant of the
Securities and Exchange Commission” by the end of the fifth business
day following the firm’s determination that the relationship has
ended, irrespective of whether or not the SEC registrant has reported
the change in a timely-filed Form 8-K.

•

Requirement (n)(l) requires registered public accounting firms that
are “members of, correspondents with, or similarly associated with
international firms or international associations of firms,” to “seek
adoption of policies and procedures by the international organization
or individual foreign associated firms that are consistent with the
objectives set forth in Appendix K, SECPS § 1000.45.”

•

Requirement (o) requires registered public accounting firms to ensure
that they have “policies and procedures in place to comply” with
applicable independence requirements. This requirement further spe
cifically requires firms to establish independence policies covering
relationships between the firm, its benefit plans, and its professionals,
and restricted entities.

As the Note to Rule 3400T clarifies, the Board intends that, during the
period preceding the mandatory registration date, the Interim Quality Control
Standards apply to public accounting firms that would be required to be

registered after the mandatory registration date and to associated persons of
those firms, as if those firms were registered public accounting firms.

Rule 3500T—Interim Ethics Standards
Rule 3500T sets forth ethics standards for registered public accounting firms
and their personnel. Through Rule 3500T, the Board has provisionally designated
Rule 101 of the AICPA’s Code of Professional Conduct, and interpretations and
rulings thereunder, as they existed on April 16,2003, as the Board’s Interim
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Ethics Standards. Rule 101, and the AICPA’s interpretations and rulings
thereunder, are published in AICPA Professional Standards, ET §§ 102 and
191 (AICPA 2002).

As the Note to Rule 3500T clarifies, the Board intends that, during the
period preceding the mandatory registration date, the Interim Ethics Stand
ards apply to public accounting firms that would be required to be registered
after the mandatory registration date and to associated persons of those firms,
as if those firms were registered public accounting firms.

Rule 3600T—Interim Independence Standards
Rule 3600T sets forth independence standards for registered public account
ing firms and their personnel. Through Rule 3600T, the Board has provisionally
designated Rule 101 of the AICPA’s Code of Professional Conduct, and inter
pretations and rulings thereunder, as they existed on April 16, 2003, and
Standards Nos. 1, 2 and 3, and interpretations 99-1, 00-1, and 00-2 of the
Independence Standards Board (“ISB”), as the Board’s Interim Independence
Standards. Rule 101, and the AICPA’s interpretations and rulings thereunder,
are published in the AICPA’s Professional Standards, at ET Sections 102 and
191. The ISB Standards and interpretations, which are made effective by the
SEC’s Policy Statement on the Establishment and Improvement of Standards
Related to Auditor Independence (FR No. 50A, July 17, 2001), are currently
available at www.cpaindependence.org.

The Board’s Interim Independence Standards shall not be interpreted to
supercede the Commission’s independence requirements. Therefore, to the
extent that a provision of the Commission’s rule or policy is more restrictive—or
less restrictive—than the Board’s Interim Independence Standards, a regis
tered public accounting firm shall comply with the more restrictive require
ment.
As the Note to Rule 3600T clarifies, the Board intends that, during the
period preceding the mandatory registration date, the Interim Independence
Standards apply to public accounting firms that would be required to be
registered after the mandatory registration date and to associated persons of
those firms, as if those firms were registered public accounting firms.
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Technical Amendments to Interim
Standards Rules
PCAOB Release No. 2003-026
December 17, 2003

PCAOB Rulemaking
Docket Matter No. 011

Summary:
After public comment, the Public Company Accounting Oversight Board (the
“Board” or “PCAOB”) has adopted certain technical amendments to its rules to
reflect that the Board will be superseding, or effectively amending, the existing
professional standards referred to in the Board’s interim standards rules as the
Board continues to set auditing and related professional practice standards.
The Board will submit these amendments to the Securities and Exchange
Commission (“Commission”) for approval pursuant to Section 107 of the Sar
banes-Oxley Act of 2002 (the “Act”). The Board’s amendments will not take
effect unless approved by the Commission.

Board Contacts
Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org), Greg
Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org).
***

A. Amendments to the Board's Rules Relating to
Interim Standards
On April 16, 2003, the Board adopted on an initial, transitional basis five
temporary rules that refer to existing professional standards of auditing,
attestation, quality control, ethics, and independence.1 The amendments ap
proved by the Board reflect that, when the Board adopts a new auditing and
related professional practice standard that addresses a subject matter that also
is addressed in the interim standards, the affected portion of the interim
standards will be superseded or effectively amended. Accordingly, the Board
has approved to add the phrase “to the extent not superseded or amended by
the Board” to each of the interim standards rules (PCAOB Rules 3200T, 3300T,
3400T, 3500T, and 3600T). In addition, the Board is making technical amend
ments to Rule 3600T, revising the numbering of the paragraphs from “(1)” and
“(2)” to “(a)” and “(b)”. The text of these amendments is presented in the
Appendix.

B.

Public Comment Process and Board Responses

The Board proposed technical amendments to its interim standards rules
and released them for public comment, on November 12,2003. The Board received
1 These rules were adopted by the Board on April 16, 2003, and approved by the Securities and
Exchange Commission on April 25, 2003. See SEC Rel. No. 33- 8222 (April 25, 2003).
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six written comment letters.2 Most of the commenters explicitly indicated
support for the technical amendments to the interim standards rules, and none
indicated opposition to the technical amendments. In addition, many commen
ters requested that the Board identify how proposed, as well as final, standards
affect the existing interim standards. While it may not always be practicable
to identify exactly which portions of existing standards have been superseded
or amended by new Board standards, the Board recognizes the need to provide
auditors with as much guidance and clarity as possible. As future standards
are adopted or amended, the Board intends to identify, to the greatest extent
possible, those interim standards that are amended or superseded by standards
issued by the Board.

***
On the 17th day of December, in the year 2003, the foregoing was, in
accordance with the bylaws of the Public Company Accounting Oversight
Board,
ADOPTED BY THE BOARD.

/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
December 17, 2003

APPENDIX:
Amendments to the Board’s—
Rule 3200T, Interim Auditing Standards
Rule 3300T, Interim Attestation Standards
Rule 3400T, Interim Quality control Standards

Rule 3500T, Interim Ethics Standards
Rule 3600T, Interim Independence Standards

2 The comment letters are available on the Board’s Web site—www.pcaobus.org—and will be
attached to the Board’s Form 19b-4, to be filed with the Commission.
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Appendix

Amendments to Rules Relating to Interim
Professional Auditing Standards
The Board has amended Section 3 of its rules by inserting the phrase “to the
extent not superseded or amended by the Board” in Rules 3200T, 3300T, 3400T,
3500T, and 3600T, and by revising the numbering of the paragraphs in Rule
3600T from “(1)” and “(2)” to “(a)” and “(b)”. The relevant portions of the Rules,
as amended, are set out below. Language added by these amendments is shown
in bold italics. Deleted paragraph numbers are struck through. Other text in
Section 3, including notes to the Rules, remains unchanged and is indicated
below by “ * * * ”.
RULES OF THE BOARD

***
SECTION 3. PROFESSIONAL STANDARDS

Part 1 — General Requirements

***

Rule 3200T. Interim Auditing Standards.
In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply with
generally accepted auditing standards, as described in the AICPA Auditing
Standards Board’s Statement of Auditing Standards No. 95, as in existence on
April 16, 2003 (Codification of Statements on Auditing Standards, AU § 150
(AICPA 2002)), to the extent not superseded or amended by the Board.
***

Rule 3300T. Interim Attestation Standards.
In connection with an engagement (i) described in the AICPA’s Auditing
Standards Board’s Statement on Standards for Attestation Engagements No.
10 (Codification of Statements on Auditing Standards, AT § 101.01 (AICPA
2002)) and (ii) related to the preparation or issuance of audit reports for issuers,
a registered public accounting firm, and its associated persons, shall comply
with the AICPA Auditing Standards Board’s Statements on Standards for
Attestation Engagements, and related interpretations and Statements of Posi
tion, as in existence on April 16, 2003, to the extent not superseded or

amended by the Board.
***

Rule 3400T. Interim Quality Control Standards.
A registered public accounting firm, and its associated persons, shall comply
with quality control standards, as described in—
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(а) the AICPA’s Auditing Standards Board’s Statements on Quality
Control Standards, as in existence on April 16, 2003 (AICPA Profes
sional Standards, QC §§ 20-40 (AICPA 2002)), to the extent not
superseded or amended by the Board; and

(b) the AICPA SEC Practice Section’s Requirements of Membership (d),
(f)(first sentence), (1), (m), (n)(l) and (o), as in existence on April 16,
2003 (AICPA SEC Practice Section Manual § 1000.08(d), (f), (j), (m),
(n)(1) and (o)), to the extent not superseded or amended by the

Board.
** *

Rule 3500T. Interim Ethics Standards.
In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply with
ethics standards, as described in the AICPA’s Code of Professional Conduct
Rule 102, and interpretations and rulings thereunder, as in existence on April
16,2003 (AICPA Professional Standards, ET §§ 102 and 191 (AICPA 2002)), to

the extent not superseded or amended by the Board.
***

Rule 3600T. Interim Independence Standards.
In connection with the preparation or issuance of any audit report, a
registered public accounting firm, and its associated persons, shall comply with
independence standards—

(4a) as described in the AICPA’s Code of Professional Conduct Rule 101,
and interpretations and rulings thereunder, as in existence on April
16,2003 (AICPA Professional Standards, ET §§ 101 and 191 (AICPA
),
2002)
to the extent not superseded or amended by the Board;
and
(26) Standards Nos. 1,2, and 3, and Interpretations 99-1, 00-1, and 00-2,
of the Independence Standards Board to the extent not superseded

or amended by the Board.

***
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Compliance With Auditing and Related
Professional Practice Standards—
Advisory Groups
PCAOB Release No. 2003-009
June 30, 2003
PCAOB Rulemaking
Docket Matter No. 004

Summary:
After public comment, the Public Company Accounting Oversight Board
(“Board” or “PCAOB”) has adopted a Rule relating to compliance with the
Board’s auditing and related professional practice standards and a Rule relat
ing to the formation of advisory groups. Specifically, the Board has adopted
Rule 3100, and a related definition that would appear in Rule 1001, and Rule
3700. Rule 3100 generally requires all registered public accounting firms to
adhere to the Board’s auditing and related professional practice standards in
connection with the preparation or issuance of any audit report for an issuer
(as defined in the Sarbanes-Oxley Act of 2002 (the “Act”)) and in their auditing
and related attestation practices. Rule 3700 governs the formation, composition
and role of one or more advisory groups to assist the Board in formulating new
auditing and related professional practice standards for registered public
accounting firms. The Board will submit these Rules to the Securities and
Exchange Commission (“Commission” or “SEC”) for its approval pursuant to
Section 107 of the Act. These Rules will not take effect unless approved by the
Commission pursuant to Section 107 of the Act. This Release also provides
additional guidance regarding the number, size and composition of advisory
groups and addresses certain qualifications that the Board may consider in
selecting advisory group members and the terms and conditions of member
ship. Further, it provides guidance about the advisory group meetings, agen
das, role of members and procedures that the Board believes is important to
the functioning of advisory groups.

Public Comment:
The Board released for public comment proposed Rules on the establishment
of auditing and other professional standards on April 18, 2003. The Board
received 22 letters of comment.

Board Contacts:
Gordon Seymour, Acting General Counsel (202/207-9034; seymourg@pcaobus.org),
Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org), or
Mary M. Sjoquist, Special Counsel to Board Member Gradison (202/207-9084;
sjoquistm@pcaobus.org).

Section 103(a)(1) of the Act directs the Board to establish auditing and
related attestation standards, quality control standards, and ethics standards
to be used by registered public accounting firms in the preparation and issuance
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of audit reports, as required by the Act or the rules of the Commission, or as
may be necessary or appropriate in the public interest or for the protection of
investors. Similarly, Section 103(b) authorizes the Board to establish such rules
as may be necessary or appropriate to implement the auditor independence
requirements in, or as authorized under, Title II of the Act. While Section
103(a)(4) directs the Board to convene such expert advisory groups as may be
appropriate to aid in standards-setting, it nevertheless affords the Board
considerable discretion in determining the procedures by which it will develop
and adopt auditing and related professional practice standards.1
This Release announces the adoption of Rule 3100 (and a related definition)
and Rule 3700. Rule 3100 requires all registered public accounting firms to
adhere to the Board’s auditing (and related attestation), quality control, and
ethics standards, and its independence standards. Rule 3700 addresses the
formation, composition, and other basic matters concerning advisory groups,
which may be convened to aid in the Board’s standards-setting process. In
addition, as set forth in more detail below, the Board has determined to
convene, at this time, one standing advisory group (the “SAG”) to assist it in
performing its standards-setting responsibilities.

Section A of this Release discusses the adoption of Rule 3100. Section B
discusses the adoption of Rule 3700, and the establishment of the SAG and ad
hoc task forces. The text of Rule 3100 (and a related definition) and Rule 3700
and a detailed discussion of the Rules are provided in Appendices 1 and 2
hereto, respectively.
The Board has reviewed all of the public comments received on the Rules
as proposed in Release No. 2003-005. In response to these comments, Rule 3100
(and a related definition) and Rule 3700, as finalized, both clarify and modify
certain aspects of the proposed Rules. Most importantly, the revisions to the
original proposal are as follows—

•

Instead of using the term Professional Auditing Standards as origi
nally proposed, the defined term in Rule 1001 has been changed to
Auditing and Related Professional Practice Standards;

•

Rule 3700(c), Selection of Members of Advisory Groups, has been
revised to clarify that the Board will accept nominations to the SAG,
including self-nominations, from any person or organization rather
than including a nonexclusive list of specific groups; and

•

Rule 3700(e), Ethical Duties of Advisory Group Members, has been
revised to make EC10 of the Board’s Ethics Code applicable to members
of the SAG with respect to any private publication or public statement
about the Board or any advisory group or any of the activities of the
Board or any advisory group.2

1 The auditing and related attestation standards, quality control standards, and ethics stand
ards over which the Board has authority under Section 103(a) of the Act, and the independence rules
the Board is authorized to adopt under Section 103(b), are collectively referred to in this Release as
“auditing and related professional practice standards.” This term is defined in Rule 1001(a)(viii). The
Board’s proposed Rules and Release used the term “professional auditing standards.” As discussed in
more detail in Appendix 2 to this Release, because a number of commenters found this term
confusing, the Board has decided to use the term “auditing and related professional practice stand
ards” (hereinafter, “Standards”).
2 See PCAOB Release No. 2003-008 (June 30, 2003) which includes the entire text of the Board’s
Ethics Code.
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A more detailed analysis of the Board’s response to the comments on the
proposed Rules is included in Appendix 2. The Board’s Rules will be submitted
to the Commission for approval. Pursuant to Section 107 of the Act, Board Rules
do not take effect unless approved by the Commission.

A. Compliance With the Board's Auditing and
Related Professional Standards
Section 103(a) of the Act directs the Board, by rule, to establish auditing
and related attestation standards, quality control standards, and ethics stand
ards “to be used by registered public accounting firms in the preparation and
issuance of audit reports, as required by [the] Act or the rules of the Commis
sion, or as may be necessary or appropriate in the public interest or for the
protection of investors.” Section 103(b) of the Act also directs the Board to
establish independence standards to implement, or as authorized under, Title
II of the Act.3
As a corollary to the Board’s exclusive, statutory authority to establish and
amend Standards, all public accounting firms that are registered with the
Board must comply with the Board’s Standards. While this requirement is
implicit in the Act, the Board has codified the obligation of registered firms to
comply with the Board’s Standards in Rule 3100. Any registered public account
ing firm or person associated with such a firm that fails to adhere to applicable
Board Standards may be the subject of a Board disciplinary proceeding in
accordance with Section 105 of the Act.4 In general, the Board’s Standards will
apply to registered public accounting firms and their associated persons in
connection with their audits of (and related attestations concerning) the finan
cial statements of issuers, as defined in Section 2(a)(7) of the Act, and those
firms’ auditing and related attestation practices. A number of commenters
suggested that this Rule was either beyond the Board’s authority or would
create the impression that it applied to areas outside the Board’s authority. To
address these concerns, commenters suggested adding language about the
scope of the Board’s authority to Rule 3100. After considering these comments,
the Board has decided to adopt the Rule as proposed.

The Board recognizes its responsibility to oversee the audits of issuers, as
that term is defined in the Act, and does not intend to suggest that registered
public accounting firms and their associated persons must comply with the
Board’s Standards in auditing non-issuers. Rule 3100, however, requires reg
istered public accounting firms and their associated persons to comply with all
applicable Standards. Accordingly, if the Board’s Standards do not apply to an
3 See also Report of the Committee on Banking, Housing, and Urban Affairs, U.S. Senate, on S.
2673, S. Rep. No. 107-205 (July 26, 2002) (“The Committee has concluded that the Board’s plenary
authority in this area is essential for the Board’s effective operation, a position taken during the
hearings by a number of witnesses.. .”). Board Rules adopting or modifying auditing and related
professional practice standards require approval by the Commission. In addition, the Board recog

nizes that the Commission may also establish professional standards applicable to accountants that
practice before it and audit reports filed with it and that the Commission has the authority to
institute proceedings to amend the Board’s Rules, including those that establish auditing and related
professional practice standards. See Sections 2(a)(10), 3(c)(2), and 107(b)(5) of the Act.

4 In addition, the Act provides that any violation of the Board’s Rules is to be treated for all
purposes in the same manner as a violation of the Securities Exchange Act of 1934, 15 U.S.C. 78a et
seq., or the rules and regulations issued thereunder, and any person violating the Board’s Rules
“shall be subject to the same penalties, and to the same extent, as for a violation of [the Exchange] Act
or such rules or regulations.” Section 3(b)(1) of the Act.
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engagement or other activity of the firm, Rule 3100, by its own terms, does not
apply to that engagement or activity.

Authorities other than the Board may nevertheless require that accounting
firms or individual auditors comply with the Board’s Standards in the conduct
of audits of (or attestations concerning) the financial statements of non-issu
ers.5 In that event, those authorities may enforce the Board’s Standards
pursuant to their own processes.

B. Establishment of Advisory Groups
and Ad Hoc Task Forces
While the Board will, by rule, establish Standards, it recognizes that the
development of such Standards should be an open, public process in which
investors, the accounting profession, the preparers of financial statements, and
others will have the opportunity to participate. To this end, as discussed in
PCAOB Release No. 2003-005 (April 18,2003), the Board intends to provide for
a public comment process on proposed standards.6 The Board’s staff will, of
course, be actively involved in the standards-setting process, but the Board also
encourages proposals and recommendations on its standards-setting agenda
and standards development projects from the public. Moreover, in order to
obtain the advice of a broad range of experts, the Board has determined to form
an advisory group, the SAG, which may be divided into sub-groups by the Board
if the need for specialized advice arises. Finally, the Board may also establish
one or more ad hoc task forces to assist the staff with the drafting of technical
language, among other things.

1. Authority
Section 103(a)(4) of the Act provides that the Board shall “convene, or
authorize its staff to convene, such expert advisory groups as may be appropri
ate ... to make recommendations concerning the content (including proposed
drafts) of auditing, quality control, ethics, independence, or other standards
required to be established under this section.” The Board has decided initially
that it is likely to exercise this authority by convening the SAG to participate
in the standards-setting process. Rule 3700 addresses the formation, composi
tion, and other basic matters concerning advisory groups, including the SAG.

2. Role, Size and Composition
The role of the SAG will be to assist the Board in reviewing existing
Standards, in evaluating proposed Standards recommended by Board staff,
Board-formed technical task forces or others and recommending to the Board
new or amended Standards. The role of the SAG will not ordinarily include
technical drafting (which will be performed by the Board’s staff, with the
assistance of ad hoc task forces, when necessary). Instead, the Board will look
to the SAG to provide advice and insight as to the need to formulate new
Standards or change existing Standards and opinions on the impact of proposed
new or changed Standards.
5 Cf. Section 209 of the Act (stating that “[i]n supervising nonregistered public accounting firms
and their associated persons, appropriate State regulatory authorities should make an independent
determination of the proper standards applicable...”).

6 In response to PCAOB Release No. 2003-005, the Board received several comments relating to
the process by which the Board will establish standards. While this release is intended to address
only the adoption of Rules 3100 and 3700, the Board will nevertheless take these comments into
consideration in its standards-setting work.
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The Board contemplates that the SAG initially will have approximately 25
members. As noted above, the Board may, based on the circumstances of
particular projects, prior to or after the formation of the SAG, form ad hoc task
forces of specially qualified persons selected by the Board to assist it with
specific projects. Members of any appointed ad hoc task force may or may not
be members of the SAG.

The SAG will be composed of individuals with a variety of backgrounds,
including practicing auditors, preparers of financial statements, investors
(both individual and institutional), and others.7 In order to achieve this
diversity, the Board expects that no one field of expertise will predominate
among the SAG membership. Although SAG members may be employed or
otherwise affiliated with particular organizations, the Board expects SAG
members to serve in their individual capacities and not to serve as repre
sentatives of particular interests, groups or employers.

3. Nominations of SAG Members
In determining appointments to the SAG, the Board intends to solicit
nominations, including self-nominations. Interested parties will have 45 days
from the date of the Board’s Notice (“Notice”) to the public to submit nomina
tions on a form which will be provided in the Notice. Interested parties who
have submitted nominations prior to the publication of the Notice, will be sent
nomination forms for completion at the time of publication of the Notice.

4. Qualifications
In evaluating nominations for the SAG, the Board will seek individuals with
an interest in the quality of the audits of public companies. The Board may also
consider certain factors in determining SAG appointments including but not
limited to the following—

a.

SAG members will be individuals of integrity, with an understanding
of the responsibilities for and the nature of financial disclosure
required under the securities laws and the obligations of accountants
with respect to the preparation of and issuance of audit reports with
respect to such disclosures; and

b.

SAG members will have a working knowledge of one or more of the
following subjects and a general understanding of the remaining
subjects—
•

generally accepted auditing standards (as developed by previous
auditing standards setting bodies and adopted by the Board as
Standards and, in the future, as set from time to time by the
Board);

•

generally accepted accounting principles;

•

the creation, audit or analysis of public financial statements;

•

public company corporate governance; and

•

other fields that the Board deems to be relevant.

7 The Board also anticipates appointing individuals from academia and state accounting regula
tors, among others, to the SAG.
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5. Term
Unless the appointment is revoked for cause, as determined by the Board,
or unless the SAG member voluntarily resigns from the SAG, membership on
the SAG will be for a term of two years; provided, however, that approximately
50 percent of the initial members will be appointed for a three-year term to
assure continuity. Members will not be limited in the number of terms that
they may serve.

6. Conditions of Membership
Rule 3700(d) specifically states that members of the SAG will serve in their
individual capacities and therefore may not delegate their duties, including
attendance at meetings, as SAG members. In addition, each appointee to the
SAG shall agree in writing to the following “conditions of membership” in order
to avoid potential conflicts of interest and to assure that the Board’s standardssetting agenda is met—

a.

to serve on a voluntary basis without compensation from the Board;8

b.

to seek constructive resolutions to issues raised by the Board for the
SAG;

c.

to act in the public interest in his or her individual capacity and not
as a representative of any constituency;

d.

to attend at least 75 percent of all SAG meetings;9

e.

to agree to spend, at an expected minimum, between 50 and 100 hours
per year on SAG matters or such reasonably greater amount of time
as may be necessary to achieve the goals of the SAG and the Board;1011

f.

to refrain from using his or her position on the SAG to influence
Board members or Board staff on matters directly affecting that SAG
member or his or her employer, business partners or clients;11

g.

to recuse himself or herself, or otherwise withdraw from, considera
tion of any matter before the SAG or the Board directly affecting such
SAG member, his or her employer, business partners or clients. If
recusal or withdrawal is not practical in either such member’s or the
Board’s opinion, such SAG member shall resign from the SAG;12

8 SAG members shall be entitled to reimbursement for documented reasonable travel expenses
relating to participation in official SAG meetings or other SAG activities.
9 Attendance may be in person or by telephone or teleconference. SAG members who fail to
participate in the minimum number of meetings shall be subject to removal by the Board unless
excused from attendance by the Chair of the SAG for good reason.
10 During the first year of the SAG, members may expect to spend more than the minimum
number of hours on SAG matters.

11 SAG members are not precluded from appearing or practicing before the Board regarding
matters generally affecting all issuers or registered public accounting firms, including, indirectly, the
member, his or her employer, business partners or clients. Accordingly, a SAG member who is employed
by a registered public accounting firm would be permitted to be involved in preparing a comment on a
Board rule proposal that generally affects all issuers or registered public accounting firms.
12 Matters generally affecting issuers or registered public accounting firms, even though affect
ing the SAG member, his or her employer, business partners or clients, shall not require the member
to recuse or withdraw him or herself from consideration of the matter or to resign from SAG. The
Board expects that most standards-setting projects will affect issuers (or categories of issuers) and
registered public accounting firms and their associated persons in a generally similar manner;
however, if a standard would have a unique or disproportionate effect on a particular issuer or firm,
a SAG member employed by that issuer or firm would be required under Rule 3700 to recuse himself
or herself.
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to be bound by EC3, EC8(a), EC9, and, with respect to any private
publication or public statement regarding the Board or the SAG or
any of the activities of the Board or the SAG, EC10 of the Board’s
Ethics code;13

i.

to annually certify his or her continuing compliance with “the condi
tions of membership;” and

j.

to agree to any such other provisions that the Board may deem
necessary to avoid even the appearance of a conflict of interest.

7. Meetings and Board Relations
The Board has determined that the first Chair of the SAG will be the Board’s
Chief Auditor and Director of Professional Standards who will be a non-voting
member of the SAG. The Board will approve the agenda for all annual,
semi-annual or quarterly SAG meetings as set forth below. Agenda items may
also be added where the Board determines that the assistance of the SAG is
required in response to emerging issues or problems. The Chair willbe respon
sible for preparing the meeting agenda, organizing and overseeing meetings,
conference calls and related activities, acting as the general liaison to the Board
and finalizing all submissions to the Board based on the SAG recommenda
tions.
The SAG will hold an annual meeting to discuss the agenda presented to
the SAG on the annual standards-setting process and related matters. The SAG
will also hold a semi-annual meeting. Both the annual and the semi-annual
meetings will be open to the public. Meetings of the SAG may also be held, at
the direction of the Board or the Chair, during the intervening quarters. In
addition, at the direction of the Chair, monthly meetings of the SAG may be
held, by video or teleconference, for the Board’s staff to report on new issues
raised by the Board for the SAG’s consideration and to discuss the status of
pending issues. Final decisions on recommendations to the Board and related
activities will be conducted at the annual, semi-annual, or other open meeting
of the SAG.14 The meetings held in the quarters between the annual and
semi-annual meeting, if any, and the monthly meetings will not generally be
open to the public.
If so directed by the Chair of the SAG, the SAG may convene hearings,
roundtable discussions or other fact-finding activities designed to assist the
SAG in the development of recommendations on new or amended Standards or
other recommendations to the Board.

Decisions on whether a recommendation should be made to the Board will
be by a majority of the SAG members present in person or by video or
teleconference. Recommendations from the SAG will be presented to the Board
at an open meeting of the Board. Such recommendations will be provided in
writing, including dissenting opinions, if any, by SAG members. The Board
retains the exclusive authority to adopt, modify, or reject any SAG recommen
13 In PCAOB Release No. 2003-008 (June 30, 2003), the Board clarified that for purposes of
applying EC8(a) to SAG members, the SAG members shall not be considered to lack independence or
objectivity with regard to SAG matters merely because they (or their employer, business partners or
clients) are subject to the direct or indirect oversight of the Board.
14 The Board expects the SAG to make decisions in an efficient and speedy manner. To this end,
the SAG need not defer decisions on recommendations for the annual or semi-annual open meetings.
Rather, at the direction of the Chair, the SAG may make decisions on recommendations at any
meeting, so long as it is open to the public in some manner, including, at the direction of the Chair,
telephonically.
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dation, in its sole discretion, in order to protect investors by improving the
fairness and reliability of corporate disclosures as set forth in the Act.

On the 30th day of June, in the year 2003, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.

/s/ J. Gordon Seymour

J. Gordon Seymour
Acting Secretary
June 30, 2003

APPENDICES—

1.

Rules Relating to Auditing and Related Professional Practice Stand
ards and Advisory Groups

2.

Section-by-Section Analysis of Rules Relating to Auditing and Re
lated Professional Practice Standards and Advisory Groups
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Appendix 1
Rules Relating to Auditing and Related Professional
Practice Standards and Advisory Groups
RULES OF THE BOARD

SECTION 1. GENERAL PROVISIONS

Rule 1001. Definitions of Terms Employed in Rules.
When used in the Rules, unless the context otherwise requires:
(viii)
(a)

Auditing and Related Professional Practice Standards.

The term “auditing and related professional practice standards” means the
auditing standards, related attestation standards, quality control standards,
ethical standards, and independence standards (including any rules imple
menting Title II of the Act), and any other .professional standards, that are
established or adopted by the Board under Section 103 of the Act.

SECTION 7. PROFESSIONAL STANDARDS

Part 1—General Requirements

Rule 3100. Compliance With Auditing and Related Professional
Practice Standards.
A registered public accounting firm and its associated persons shall comply
with all applicable auditing and related professional practice standards.
Part 7—Establishment of Professional Standards

Rule 3700. Advisory Groups.
a. Formation.

To assist it in carrying out its responsibility to establish auditing and related
professional practice standards, the Board will convene one or more advisory
groups, in accordance with Section 103(a)(4) of the Act.
b. Composition.

Advisory groups, in combination or as sub-groups designated by the Board
within one advisory group, will contain individuals with expertise in one or
more of the following areas—

1.

accounting;

2.

auditing;

3.

corporate finance;

4.

corporate governance;
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investing in public companies; and

6.

other areas that the Board deems to be relevant to one or more
auditing or related professional practice standards.

c. Selection of Members of Advisory Groups.

Members of advisory groups will be selected by the Board, in its sole
discretion, based upon nominations, including self-nominations, received from
any person or organization.
Note: The Board will announce, from time to time, periods during
which it will receive nominations to an advisory group. During those
periods, nominations may be submitted by any person or organization,
including, but not limited to, any investor, any accounting firm, any
issuer, and any institution of higher learning.
d. Personal Membership.

Membership in an advisory group will be personal to the individuals selected
to serve on the advisory group. A member’s functions and responsibilities,
including attendance at meetings, may not be delegated to others.
e. Ethical Duties of Advisory Group Members.
Members of an advisory group shall comply with EC3, EC8(a), EC9, and,
with respect to any private publication or public statement about the Board or
any advisory group or any of the activities of the Board or any advisory group,
EC 10 of the Board’s Ethics Code.
f.

Ad Hoc Task Forces.

The Board may, in its discretion, establish ad hoc task forces. The member
ship of such task forces may include, but is not limited to, advisory group
members. To the extent not otherwise required, members of ad hoc task forces
shall comply with paragraph (e) of this Rule.

A
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Appendix 2

Section-by-Section Analysis of Rules Relating to
Auditing and Related Professional Practice Standards
and Advisory Groups
Rules Relating to Auditing and Related Professional
Practice Standards
The Rules relating to auditing and related professional practice standards
consist of Rule 3100, plus a new definition that appears in Rule 1001. Each of
the Rules, and the new definition, is discussed below.

Rule 1001—Definitions of Terms Employed in Rules.
Rule 1001 contains definitions of terms used in the Board’s Rules.

Auditing and related professional practice standards
Rule 1001(a)(viii) defines “auditing and related professional practice
standards” as the auditing standards, related attestation standards, quality
control standards, ethical standards, and independence standards (includ
ing any rules implementing Title II of the Act), and any other professional
standards, that are established or adopted by the Board under Section 103
of the Act.
The Board had proposed to use “professional auditing standards” as the term
defined in this provision. Several commenters expressed concern that charac
terizing attestation, quality control, ethical, and independence standards as
“professional auditing standards” would confuse people as to the defined term’s
meaning. To address these concerns, the Board has chosen to use the term
“auditing and related professional practice standards” as the defined term
for the standards established or adopted by the Board under Section 103 of
the Act. The Board has used the longer term “auditing and related profes
sional practice standards,” rather than the shorter “professional standards,”
because the term “professional standards” is defined otherwise in Section
2(a)(10) of the Act. The term “auditing and related professional practice
standards” is similar to that portion of the definition of the term “professional
standards” that appears in Section 2(a)(10)(B) of the Act. (Hereinafter in
this Section-by- Section Analysis, auditing and related professional practice
standards shall be referred to as “Standards.”)

In addition, the Board’s proposed definition was based on a portion of the
definition of “professional standards” in Section 2(a)(10)(B) of the Act. For
purposes of clarity, the Board has modified this definition slightly to track more
closely the description of the standards the Board will set in Section 103(a)(1)
of the Act. The definition still includes any other type of standard provided for
in the definition of “professional standards” in Section 2(a)(10)(B) of the Act
that the Board establishes or adopts under Section 103 of the Act. Accordingly,
the definition, as revised, covers the same scope of standards as the Board’s
proposed rule.
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Rule 3100—Auditing and Related Professional Practice Standards
Applicable to Registered Public Accounting Firms.
Rule 3100 provides that a registered public accounting firm and its associated
persons must comply with all applicable Standards.1 This Rule is intended to
codify the obligation of registered public accounting firms and their associated
persons to comply with applicable Standards and to ensure that the Board’s
Standards are enforceable.

A number of commenters suggested that this Rule was either beyond the
Board’s authority or would create the impression that the Rule applied to areas
outside the Board’s authority. To address these concerns, commenters sug
gested adding language about the scope of the Board’s authority to Rule 3100.
After considering these comments, the Board has decided to adopt the Rule as
proposed.
The Board recognizes its responsibility to oversee the audits of issuers, as
that term is defined in the Act, and does not intend to suggest that registered
public accounting firms and their associated persons must comply with the
Board’s Standards in auditing non-issuers. Rule 3100, however, requires reg
istered public accounting firms and their associated persons to comply with all
applicable Standards. Accordingly, if the Board’s Standards do not apply to an
engagement or other activity of the firm, Rule 3100, by its own terms, does not
apply to that engagement or activity.1
2
Finally, one commenter suggested that Rule 3100 also require registered
public accounting firms and their associated person to be duly licensed, regis
tered or permitted or otherwise to hold valid practice privileges and be in good
standing,under the laws of each applicable state. Registration with the Board
does not supersede state registration or licensing requirements and the Board
expects registered public accounting firms and their associated persons to
comply with state and other applicable legal requirements. Rule 3100, however,
is merely intended to codify the obligation of registered public accounting firms
and their associated persons to comply with Board Standards and to ensure
that the Board’s Standards are enforceable. Accordingly, the Board has decided
not to amend the Rule as proposed to reflect this suggestion.
1 The Board’s proposed rule included a note to clarify that proposed Rule 3100 was intended to
apply to those public accounting firms that will be required to register with the Board immediately
after the applicable date in order to continue to participate in the audits of issuers after such date.
For U.S. public accounting firms the applicable date is October 22, 2003. Because of the approaching
registration deadline, and because the Board’s Interim Auditing Standards, as approved by the SEC,
currently require these public accounting firms to comply with them, the Board has deleted the note
as unnecessary.

2 For example, the Board’s Interim Auditing Standards provide that, “[i]n connection with the
preparation or issuance of any audit report, a registered public accounting firm, and its associated
persons, shall comply with generally accepted auditing standards, as described in the AICPA Audit
ing Standards Board’s Statement of Auditing Standards No. 95, as in existence on April 16, 2003
(Codification of Statements on Auditing Standards, AU § 150 (AICPA 2002)).” See Rule 3200T. The
term “audit report” is defined in the Act and the Board’s Rules to mean the audit of an issuer. See
Rule 1001(a)(vi), adopted by the Board in PCAOB Release. No. 2003-007. Moreover, the Board notes
that it would not be a correct description of its authority to say, as one commenter suggested Rule
3100 provide, that “A registered public accounting firm and its associated persons shall comply with
all applicable professional auditing standards in performing an audit of an issuer.” Particularly with
respect to the quality control standards the Board is authorized to establish, the Board may adopt
standards that, while related to registered public accounting firms’ audit practices, must be complied
with other than in the course of performing an audit. Cf. Section 103(a)(2)(B) of the Act (requiring the
Board to include, among the “quality control standards that it adopts with respect to the issuance of
audit reports, requirements ... relating to ... hiring, professional development, and advancement of
personnel”).
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Rules Relating to Advisory Groups
Rule 3700—Advisory Groups.

Rule 3700 addresses certain basic matters concerning the formation and use
of advisory groups in the Board’s standards-setting process.3 The Rule provides
that the Board will convene one or more advisory groups, as contemplated
in Section 103(a)(4) of the Act. Any advisory group will consist of individuals
with expertise in certain, specified areas relevant to the Board’s standardssetting responsibilities. Members of an advisory group will be selected by the
Board. In addition, the Rule provides for the Board to establish ad hoc task
forces.4 While such task forces may include advisory group members, a task
force may consist totally or partially of non-advisory group members who are
persons with specialized experience in the standard-setting project under
study. To the extent persons who serve on such task forces are not advisory
group members or professional staff of the Board, they must comply with the
ethics provisions applicable to advisory group members under Rule 3700(e).
The Rule further provides that membership on an advisory group will be
personal to the individuals selected and that the functions of an advisory group
member, including attendance at meetings, may not be delegated to others.
This provision is based on a comparable provision in the Financial Accounting
Standards Board’s Rules governing the members of the Financial Accounting
Standards Advisory Council.

Finally, Rule 3700 provides that members of a Board advisory group must
comply with certain provisions in the Board’s Ethics Code. Specifically, the Rule
makes advisory group members subject to EC3, EC8(a) and EC9, and, to the
extent applicable, EC10. These provisions of the Board’s Ethics Code address,
respectively, general ethical principles applicable to service for the Board,
disqualification in the case of conflicts of interest, the non-disclosure of non
public information, and speaking for the Board when not authorized to do so
by the Board.5

Commenters suggested that it might be appropriate to establish more than
one advisory group since expertise is likely to be required in more than one
specialized area. The Board is aware that it may need advice in one or more
specialized area. However, the Board has determined to form only one standing
advisory group (the “SAG”). This group, however, may, at the Board’s direction,
form specialized subgroups as needed. In addition, the Board may form ad hoc
task forces to work with Board staff in formulating Standards in specialized
areas which may then, in the Board’s discretion, be added to the SAG’s agenda
for discussion at SAG meetings.
In addition, Commenters recommended adding other specific groups from
which nominations could be received to the groups identified in Rule 3700(c)
as proposed. After careful consideration of these comments, the Board has
determined that Rule 3700(c) should reflect the Board’s intention to accept
nominations from all sources. Accordingly, Rule 3700(c) has been revised to
state that the Board will accept nominations from any person or organization,
3 The Rule does not address the use of an advisory group for matters other than standards-set
ting.
4 Such task forces may be formed without regard to the procedures for the formation, composi
tion, and selection of advisory group members under Rule 3700(a)—(c).

5 See PCAOB Release No. 2003-008 (June 30,2003) for the text of the Ethics Code adopted by the
Board.
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including self-nominations. A note to this part of Rule 3700 provides that the
Board will announce, from time to time, periods during which it will receive
nominations for an advisory group.
With respect to qualifications of the advisory group members, one commen
ter suggested that all members have qualifications similar to those “require
ments set forth for audit committee members in recently issued stock exchange
and SEC” rules or proposed rules. The New York Stock Exchange (“NYSE”)
proposed listing requirements require that all members of audit committees of
listed companies be financially literate. In addition, at least one member of the
audit committee must meet the definition of an “audit committee financial
expert.”6 The NASDAQ Stock Market (“NASDAQ”) proposed rules regarding
qualifications for service on audit committees require that all audit committee
members must be able to read and understand financial statements including
a company’s balance sheet, income statement, and cash flow statement and
that the audit committee have at least one member who meets the definition
of an “audit committee financial expert.”7 After considering this comment, the
Board has decided to adopt the Rule as proposed by the Board. While Rule 3700
does not specifically state the qualifications each member must have, the Rule
does set forth the types of expertise that the Board will look for in advisory
group members. In addition, as noted in Section C.4. of this Release, the Board
may also consider certain specific qualifications in selecting nominees to the
SAG. The Board believes that it will likely select members who, at a minimum,
would meet the general qualifications set forth for “all” audit committee
members in the proposed Rules of the NYSE and NASDAQ while providing the
Board with the flexibility to select members from a broad spectrum of back
grounds to assist it in meeting the requirements of the Act. SAG members will
be selected based upon qualifications which will be elicited from them on a
nomination form and through the evaluative process.

Furthermore, commenters suggested that the composition of the SAG be
flexible because the Board may find that it is unable to attract a sufficient
number of qualified members from fields such as finance and investment. In
response to this concern, it should be noted that, the Board expects that the
SAG will be broadly representative and that no one field of expertise will
predominate among the SAG membership. Other concerns regarding composi
tion related to assuring that the SAG have a sufficient number of members with
technical expertise including requiring a majority of members to be practicing
auditors. Although the Board certainly intends that the SAG have practicing
auditors among its members, the Board believes that it is important that the
SAG be able to provide advice in a broad range of areas, including technical
auditing expertise, and that technical expertise in particular areas may be
obtained by forming ad hoc task forces, as needed and as appropriate for
particular standards-setting projects. Other commenters recommended that—
a.

the four largest auditing firms be represented on the SAG;

b.

non-U.S. auditors be represented;

c.

the number of members associated with a single firm, company or
association be limited;

d.

membership be dispersed among those affiliated with firms, compa
nies and associations of various sizes;

6 See SEC Release No. 34-47672; File No. SR-NYSE-2002-33 (April 11, 2003).

7 See SEC Release No. 34-47516; File No. SR-NASD-2002-141 (March 17, 2003).
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there be a balance between financial information suppliers (repre
sentatives of public companies and auditors) and financial informa
tion users (equity and debt investors).

As noted above, the Board recognizes the need to have diversity on the SAG
and in selecting members will keep diversity in mind while assuring that no
one expertise will predominate among the SAG membership.
With respect to the actual functions of the SAG, one commenter, suggested
that the SAG be involved in all standards-setting proposals while another
commenter recommended that the actual drafting of the Standards fall within
the SAG’s authority. In order to maintain flexibility in the rulemaking process,
the Board has determined not to revise the proposed Rule to reflect these
comments. Although the SAG is likely to be involved in the Board’s standardssetting process as discussed in the Release, the Board does not intend to make
SAG involvement mandatory to every standards-setting project. In addition,
the actual drafting of the Standards is likely to be done by the Board’s staff
assisted by ad hoc task forces where necessary.

Another comment related to recommending that the SAG work toward
“harmonizing” international standards. Neither Rule 3100 nor 3700 is intended
to address substantive standards-setting issues. Rather the Board intends to
address such issues, including cooperation with standards-setters in other
jurisdictions, in the future.

Commenters also made recommendations regarding SAG procedural mat
ters. These commenters suggested that the Board address—

a.

the process for making recommendations on Standards for consid
eration by the Board;

b.

whether or not SAG meetings would be open to the public;

c.

the format and the frequency of the meetings;

d.

the process by which the Board will set the SAG’s agenda;

e.

the appointment of a Chair for the SAG;

f.

whether the Board will provide all resources for drafting, editing,
monitoring comments and publishing new and amended Standards;

g.

the term of appointment to the SAG; and

h.

an avenue for minority viewpoints to be expressed in any report or
recommendation to the Board.

With the exception of the comment on resources for drafting and publishing
new Standards, the Board has addressed all of these comments in Section B.7.
of the Release. In summary, the SAG will hold an annual meeting and a
semi-annual meeting. Additional meetings may be held in the intervening
quarters. Monthly telephonic meetings are also expected to be held at the
discretion of the Chair. The annual and semi-annual meetings, and any meet
ing at which the SAG makes a final decision on a recommendation to the Board,
will be open to the public. Agenda items for the SAG will be driven in part by
the schedule to be set by the Board for the review of the Interim Auditing
Standards. Other agenda items will be added by the Board where the Board
determines that a response to emerging issues or problems connected with
audits needs to be addressed. The Board has determined that the first Chair of
the SAG will be the Board’s Chief Auditor and Director of Professional Stand
ards. All SAG members will be appointed for two-year terms except that
approximately one-half of the appointees initially appointed to the SAG will be
appointed for a three-year term to assure continuity. There will be no limits on
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the terms that a member of the SAG may serve. The Board anticipates that
drafting, editing, monitoring comments and publishing, will be conducted by
the Board and its staff. To the extent that the SAG is specifically authorized
by the Board to undertake any of these functions and the expenses have been
preapproved by the Board or a staff member delegated by the Board, the Board
will cover the SAG’s costs.
In response to the issue of whether the SAG’s meetings will be open to the
public and in order to assure that the public is informed of the SAG’s operations,
the Board has determined that the annual and semi-annual meetings of the
SAG will be open. In addition, decisions on making recommendations to the
Board will only be made at an open meeting of the SAG. All recommendations
to the Board by the SAG will be presented to the Board in open public meetings
of the Board and such presentations will include the presentation of minority
views of the SAG members. Finally, it should be noted that Board standardssetting proposals will be subject to the public comment process before being
adopted by the Board.
With respect to Rule 3700(e) relating to the ethical duties of the SAG
members, one commenter recommended that the SAG members be subject to
Section EC 14, the certification requirements, of the Ethics Code. In response
to this comment, the Board has added to its “conditions of membership”
described in Section C of the Release, a requirement that members of the SAG
shall annually certify their continuing compliance with the “conditions of
membership.” A second commenter recommended that both Rule 3700(e) and
EC8(a) of the Ethics Code be clarified to confirm that being a practicing auditor
does not, in and of itself, constitute a financial interest requiring recusal.
Section EC8(a) of the Ethics Code has been revised to add an explanatory note
that clarifies this issue.8 A third commenter recommended that members of
the SAG be prohibited from “unauthorized” speaking for the Board. In response
to this comment, the Board has revised Rule 3700(e) to make EC10 of the
Board’s Ethics Code applicable to any private publication or public statement
by an advisory group member with regard to the Board or the advisory group
or any of the activities of the Board or the advisory group. Finally, a fourth
commenter recommended that a member of the SAG be permitted to share SAG
material with support personnel within the member’s home organization who
are assigned to assist the member in his or her duties. The Board has not added
a provision to address this concern. The Board believes that SAG members will
normally be able to perform their responsibilities without needing access to
non-public Board information. To the extent that it may be appropriate, from
time to time, to permit non-public standards-setting information to be shared
with individuals outside the SAG, including to permit SAG members to consult
technical experts who are not employees or staff of the Board, the Board may
require that such individuals agree to the confidentiality provisions under
Section EC9 of the Ethics Code.

See PCAOB Release No. 2003-008 (June 30, 2003).
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Auditing Standard No. 1

References in Auditors' Reports to the
Standards of the Public Company
Accounting Oversight Board
PCAOB Release No. 2003-025
December 17, 2003
PCAOB Rulemaking
Docket Matter No. 010

Summary
After public comment, the Public Company Accounting Oversight Board (the
“Board” or “PCAOB”) has adopted Auditing Standard No. 1, References in
Auditors’Reports to the Standards of the Public Company Accounting Oversight
Board. This standard requires registered public accounting firms to include in
their reports on engagements performed pursuant to the Board’s auditing and
related professional practice standards, including audits and reviews of finan
cial statements, a reference to the standards of the Public Company Accounting
Oversight Board (United States). The Board will submit this standard to the
Securities and Exchange Commission (“Commission” or “SEC”) for approval
pursuant to Section 107 of the Sarbanes-Oxley Act of 2002 (the “Act”). This
standard will not take effect unless approved by the Commission.

Board Contacts
Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org), Greg
Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org).

Section 103 of the Act authorizes the PCAOB to establish auditing and
related professional practice standards to be used by registered public account
ing firms in connection with the preparation and issuance of audit reports as
required by the Act or the rules of the Commission, or as may be necessary or
appropriate in the public interest or for the protection of investors. Consistent
with Section 103 of the Act, PCAOB Rule 3100, Compliance With Auditing and
Related Professional Practice Standards, requires auditors to comply with all
applicable auditing and related professional practice standards established by
the PCAOB.
Auditing Standard No. 1, References in Auditors’ Reports to the Standards
of the Public Company Accounting Oversight Board directs auditors1 to state
that the engagement was conducted in accordance with “the standards of the
1 Reference in the Board’s standards to an “auditor” means a registered public accounting firm,
or an associated person of such a firm, as defined in the Act and the Board’s rules, unless specifically
stated otherwise. Nothing in the Board’s rules would preclude an accounting firm from conducting an
audit of a company that is not an issuer in accordance with the Board’s standards and so stating in
its audit report. This is true regardless of whether or not the accounting firm performing the. audit is
registered with the Board.
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Public Company Accounting Oversight Board (United States)” whenever the
auditor has performed the engagement in accordance with the Board’s stand
ards.

Section A of this release describes Auditing Standard No. 1. Section B of
this release discusses and addresses the comments received on the Board’s
proposed auditing standard, which the Board released for public comment. The
text of Auditing Standard No. 1 is attached to this release as Appendix 1.

A. Description of Auditing Standard No. 1
At the time of this release, the Board’s auditing and related professional
practice standards consist of the standards described in Rules 3200T through
3600T, which the Board has adopted, on an initial, transitional basis, as interim
standards. The standards (with which PCAOB Rule 3100 requires registered
public accounting firms, and persons associated with such firms, to comply)
include these interim standards and any permanent standards that the Board
adopts.

Each of the standards described in Rules 3200T through 3600T was origi
nally adopted by the American Institute of Certified Public Accountants
(“AICPA”), a committee thereof, including the Auditing Standards Board
(“ASB”), or the Independence Standards Board. Thus the Board’s rule on
interim auditing standards, Rule 3200T, incorporates “generally accepted
auditing standards, as described in the AICPA Auditing Standards Board’s
Statement on Auditing Standards No. 95, Generally Accepted Auditing Stand
ards, in existence on April 16,2003” (the “interim standards”).2 These auditing
standards were adopted, and from time to time amended, by the ASB, until the
Board incorporated them into the Board’s interim standards. The interim
standards require auditors to include in their reports a reference to the
standards that were followed in performing the engagement. These references
include “generally accepted auditing standards,” “U.S. generally accepted
auditing standards,” “auditing standards generally accepted in the United
States of America,” and “standards established by the AICPA.”
PCAOB Auditing Standard No. 1 supersedes these references by requiring
that auditors’ reports on the financial statements of issuers that are issued or
reissued, after Auditing Standard No. 1 becomes effective, include a statement
that the engagement was conducted in accordance with “the standards of the
Public Company Accounting Oversight Board (United States).”3 This auditing
standard is effective for auditors’ reports issued or reissued on or after the 10th
day following approval of this auditing standard by the Commission. An
appendix4 to this standard provides illustrative reports on an audit of financial
statements and a review5 of interim financial information of a public company.

Once Auditing Standard No. 1 becomes effective, it will require auditors to
state that the engagement was performed in accordance with “the standards
2 The Board’s rules on interim standards were adopted by the Board on April 16, 2003, and
approved by the Commission on April 25, 2003. See SEC Rel. No. 33-8222 (April 25, 2003).

3 See Auditing Standard No. 1 ¶ 3.
4 Appendices to the Board’s standards are an integral part of the standard and carry the same
authoritative weight as the body of the standard.

5 Reviews of the interim financial information are integrally related to audits of financial
statements. See generally Statement on Auditing Standards No. 100, Interim Financial Information
(“SAS No. 100”). For example, SAS No. 100 makes clear that the general standards on auditing
discussed in SAS No. 95 “are applicable to a review of interim financial information.”
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of the Public Company Accounting Oversight Board (United States),” irrespec
tive of whether the engagement was conducted before or after Auditing Stand
ard No. 1 becomes effective. Accordingly, auditors who reissue reports that were
originally issued before the date that Auditing Standard No. 1 becomes effec
tive, or who issue reports that include comparative financial information that
was the subject of an audit or review report that was issued before that date,
must nevertheless state that the audit or review was performed in accordance
with “the standards of the Public Company Accounting Oversight Board
(United States),” if those reports are reissued after Auditing Standard No. 1
becomes effective. The Board believes that a uniform reference to the standards
of the PCAOB—even with respect to audits and reviews completed before the
PCAOB adopted its interim standards—is appropriate because the interim
standards that the Board adopted are the “generally accepted auditing stand
ards” with which auditors were required to comply before the PCAOB adopted
its interim standards.
Referring to PCAOB standards in connection with a period that preceded
the date of the PCAOB’s own adoption of those standards may seem somewhat
counterintuitive. The requirement is intended, however, to reflect the fact that
the standards in place before the PCAOB adopted its interim standards,
without change, became the PCAOB’s standards. Indeed, the Board considered
whether to require auditors to refer to “generally accepted auditing standards”
when reissuing reports that were originally issued before Auditing Standard
No. 1 becomes effective, and to refer to “standards of the PCAOB” with respect
to reports issued on or after Auditing Standard No. 1 becomes effective.

The Board believes, however, that it is appropriate to describe the “generally
accepted auditing standards” that the Board adopted as “standards of the
PCAOB.” This terminology will reflect the fact that the standards that auditors
were required to use before April 25, 2003—i.e., generally accepted auditing
standards as they existed on April 16, 2003—became the applicable standards
on April 25 and continue to apply to audits of public companies, as the Board
amends them. Auditing standards have continuously been amended over time,
and auditors have consistently been required to state whether their audits
complied with the then-prevailing standards. The substance of the applicable
standards for audits and reviews of public company financial statements did
not change on April 25,2003. Rather, April 25,2003, is significant only because
the PCAOB gained authority over such standards on that date. The Board
believes it would be inappropriate to create an impression in auditors’ reports
that engagements performed before Auditing Standard No. 1 becomes effective,
or even before April 25, were performed in accordance with a wholly different
body of standards, rather than the same body of standards at different points
in its evolution.

The Board expects to amend its standards from time to time, just as the ASB
amended generally accepted auditing standards from time to time. The Board
believes that using a consistent description of standards prevailing at the time
an audit or review report is issued—and holding auditors to compliance with
those then-prevailing standards—better contributes to the creation of informa
tive audit reports.

Upon adoption of this auditing standard, all references in the interim
standards to generally accepted auditing standards, U.S. generally accepted
auditing standards, auditing standards generally accepted in the United States
of America, and standards established by the AICPA, mean the corresponding
standards of the Public Company Accounting Oversight Board. The Act and the
Board’s rules already require the auditor to comply with the Board’s standards.
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The purpose of this standard is to conform the references in the interim
standards to the standards that the Act and Rule 3100 require auditors to use
in connection with preparing and issuing audit and related reports on the
financial statements of issuers.
Under the Act, Auditing Standard No. 1 will not be effective unless it is
approved by the SEC. By its terms, Auditing Standard No. 1 will be effective
for auditors’ reports issued or reissued on or after the 10th day following SEC
approval of this standard. Until the effective date of this standard, the reporting
requirements as described in the AICPA’s Codification of Statements on Audit
ing Standards, are still in effect as interim standards.

B. Public Comment Process and Board Responses
The Board released a proposed auditing standard, References in Auditors’
Reports to the Standards of the Public Company Accounting Oversight Board,
for public comment, on November 12, 2003. The Board received eight written
comment letters.6 In response to these comments, the Board’s final rules both
clarify and modify certain aspects of the proposal, as explained below.

1. Transitional Issues
The Board received several comments related to transitional issues, includ
ing, how the proposed standard would affect—
•

reissuance of a report originally issued before the proposed standard
became effective;

•

issuance of a report on comparative financial statements when the
audits of the financial statements for periods presented for compara
tive purposes were conducted before the proposed standard became
effective and/or before the Board adopted its interim standards; and

•

issuance of a dual-dated report that include dates that straddle the
effective date of this standard.

In the proposed standard, the Board had recommended the standard be
effective for auditors’ reports dated on or after the later of January 1, 2004 or
the 10th day after SEC approval of the standard as adopted by the Board. In
evaluating the comments with regard to transition, the Board decided to modify
the effective date of this standard. Rather than linking the effective date of this
standard to the date of the report, this auditing standard will be effective for
reports issued or reissued on or after the 10th day following SEC approval of
this auditing standard. After this standard becomes effective, any auditor’s
report issued or reissued with respect to the financial statements of a public
company must state that the engagement was performed in accordance with
“the standards of the Public Company Accounting Oversight Board (United
States).”
One commenter also expressed concern that the proposed standard’s re
quirement that a report state that an audit performed prior to the PCAOB’s
adoption of interim standards was performed in accordance with PCAOB
standards would, in essence, require the auditor to re-audit the prior period’s
financial statements in order to bring that audit or review into conformity with
current PCAOB standards. The Board does not intend to require auditors to
6 The comment letters are available on the Board’s Web site—www.pcaobus.org—and will be
attached to the Board’s Form 19b-4, to be filed with the Commission.
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bring audits that were performed in accordance with then-prevailing standards
into conformity with later-prevailing standards in order to reissue a previouslyissued report. When the Board adopted as interim standards the generally
accepted auditing standards established by the ASB, the Board also adopted
the effective dates of those standards. Therefore, reference in auditors’ reports
to the standards of the PCAOB with respect to financial statements audited or
reviewed prior to the effective date of Auditing Standard No. 1 is equivalent to
the previously-required reference to generally accepted auditing standards.
The reference relates to those standards that were in effect when the audit or
review was completed and should not be interpreted to imply a representatipn
that the audit or review complied with standards that became effective after
the audit or review was completed. Thus, once Auditing Standard No. 1
becomes effective, a reference to generally accepted auditing standards in
reports issued in connection with financial statements of public companies is
no longer appropriate or necessary.

2. Applicable Standards of the PCAOB
Several commenters recommended that the Board only require auditors’
reports to refer to the auditing standards of the PCAOB for audits of financial
statements and not to the standards of the PCAOB generally. The Board
intends for report references to “the standards of the Public Company Account
ing Oversight Board (United States)” to mean those auditing and related
professional practice standards that are applicable to the particular engage
ment. For example, if an issuer does not use any outside service organization
that would affect its internal control over financial reporting, then the interim
auditing standard on service organizations—described in the Codification of
Statements on Auditing Standards at AU § 324 (Service Organizations), would
not be applicable. On the other hand, the Board’s independence standards apply
to registered public accounting firms, and associated persons thereof, in con
nection with the preparation and issuance of audit reports for issuers.

As another example, quality control standards generally apply to a firm’s
system of quality control over its accounting and auditing practice and not to
individual audit engagements. Thus, a breakdown in the system of quality
control does not necessarily mean that a particular audit was not conducted in
accordance with the standards of the PCAOB. However, such a breakdqwn
might result in a deficient audit if it caused or contributed to an audit
deficiency. The determination as to whether a particular auditing or related
professional practice standard is applicable in the context of a particular audit
is dependent on the nature of the standard in question and on the nature of the
engagement at issue.
Thus a reference to “auditing standards” of the PCAOB would be too narrow
and preclusive to other standards applicable to the audit. The Board believes
that reference to “the standards of the Public Company Accounting Oversight
Board (United States)” is a more descriptive reference to the standards applied

in the audit.

3. Reference to GAAS
The Board received a number of comments recommending that auditors’
reports, with respect to financial statement audits, describe PCAOB standards
as generally accepted auditing standards. The notion of general acceptance
developed at a time when auditing and accounting standards were not estab
lished with the force of law by governmental or other authoritative bodies, but
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rather were established by consensus among the members of the accounting
profession.
As far as auditing and related professional practice standards are con
cerned, the Board gained authority to establish such standards by the enact
ment of the Act. Professional consensus is no longer sufficient to establish
auditing standards, and therefore the Board believes that it is no longer
appropriate to refer to the standards with which an auditor of the financial
statements of a public company must comply as “generally accepted.” While
those standards may be generally accepted in a variety of contexts, what gives
them the force of law in the context of public company audits is adoption by the
PCAOB and approval by the SEC.
Therefore, for purposes of any engagement performed in accordance with
the applicable auditing and related professional practice standards of the
PCAOB, references in the interim standards to generally accepted auditing
standards, U.S. generally accepted auditing standards, auditing standards
generally accepted in the United States of America, and standards established
by the AICPA, mean the standards of the PCAOB.

4. References to Country of Origin and Issuing Office
The Board also received comments recommending that the Board continue
to require auditors to state in their reports that the standards according to
which they performed their engagements were those standards applicable in
the United States. Adopting this recommendation will make it easier for
readers of audit reports that are used in cross-border offerings and listings of
securities to quickly identify the jurisdiction in which the standards were
promulgated. As such, the Board has required in Auditing Standard No. 1 that
auditors’ reports describe the PCAOB’s standards as “the standards of the
Public Company Accounting Oversight Board (United States).”
Another commenter recommended that auditors identify in their reports the
city and state (or country) of the registered firms issuing the reports. The SEC’s
rules require disclosure in the auditor’s report of the city and state of the
accounting firm’s office issuing the report.7 The Board also concurs with this
recommendation and, accordingly, has modified the auditing standard and the
illustrative reports in the appendix to Auditing Standard No. 1.

5. Other Auditors
The Board was asked to clarify the applicability of this standard, and the
Board’s standards generally, to circumstances where more than one auditing
firm contributes to an audit of a consolidated entity. For example, a firm other
than the firm engaged to report on the company’s consolidated financial
statements may be hired to audit the financial statements of a subsidiary
company. In such circumstances, the auditor that conducts the majority of the
audit is referred to as the principal auditor and the auditor of the subsidiary
company is referred to as the other auditor.8 Depending on the significance of
the portion of the financial statements audited by the other auditor, the
principal auditor may divide responsibility with the other auditor by making
reference to the audit of the other auditor in his or her report, or the principal
auditor may take responsibility for the work of the other auditor by not making
any reference to the other auditor.
17 C.F.R: § 210.2-02 (2003).
See Codification of Auditing Standards, AU § 543 (AICPA 2002).
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In either event, the entire audit must be performed in accordance with the
Board’s standards. Section 103 of the Act, and the Board’s Rule 3100, require
registered public accounting firms, and associated persons thereof, to comply
with all applicable auditing and related professional practice standards in
connection with the preparation and issuance of audit reports on the financial
statements of issuers. Whether the other auditor is a registered public account
ing firm or an associated person of a registered public accounting firm, the other
auditor must comply with the standards of the PCAOB.

6. Applicability to Non-U.S. Firms Not Yet Registered
With the Board
Another commenter asked the Board to clarify whether non-U. S. public
accounting firms—who are not required to register with the PCAOB until
2004—will be permitted, until registered with the PCAOB, to continue to
reference “auditing standards generally accepted in the United States of
America” when reporting on an issuer’s financial statements. Like the Board’s
interim standards, with which a public accounting firm is required to comply
even before the firm’s mandatory registration date, during the period preceding
the mandatory registration date, standards of the PCAOB apply to firms
engaged in work that requires their registration. Therefore, non-U.S. public
accounting firms that have not yet registered, that engage in work that would
require them to be registered as of the mandatory registration date, are
nevertheless required to reference “the standards of the Public Company
Accounting Oversight Board (United States).”

7. Application of Auditing Standard No. 1 to Audit Reports
in Connection With Initial Public Offerings
Another commenter recommended that the Board expand the proposed
standard to specifically address the various scenarios that auditors will encoun
ter with respect to reporting in conjunction with initial public offerings. The
SEC’s Rule 3-01 of Regulation S-X requires that, like other SEC filings that
must comply with Regulation S-X, a registration statement filed in connection
with an initial public offering must include or otherwise incorporate “for the
registrant and its subsidiaries consolidated, audited balance sheets as of the
end of each of the two most recent fiscal years.”9 In addition, Rule 3-02 of
Regulation S-X requires that there “be filed, for the registrant and its subsidi
aries consolidated and for its predecessors, audited statements of income and
cash flows for each of the three fiscal years preceding the date of the most recent
audited balance sheet.”10 The Board understands these provisions to mean that
an issuer desiring to register a transaction involving the sale of securities must
include balance sheets for the two years preceding the transaction, and income
statements and statements of cash flows for the three years preceding the
transaction, each audited in accordance with standards as required by the
securities laws.

In Section 103 of the Act, Congress has provided the Board authority to
establish auditing and related professional practice standards “to be used by
registered public accounting firms in the preparation and issuance of audit
reports.” In addition, the PCAOB has adopted, and the SEC has approved,
PCAOB Rule 3100, which requires registered public accounting firms to comply
9 17 C.F.R. § 210.3-01 (2003).
10 17 C.F.R. § 210.3-02 (2003).
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with all applicable auditing and related professional practice standards of the
PCAOB in connection with the preparation and issuance of audit reports on
the financial statements of issuers. Accordingly, audit reports on the financial
statements of issuers must now comply with—and under Auditing Standard
No. 1 auditors must state that they performed the audit in accordance with—
the standards of the PCAOB. So long as audits that were performed prior to
April 25, 2003, were performed in accordance with then-prevailing generally
accepted auditing standards as required by Rule 2-02 of Regulation S-X, an
auditor need not reaudit any financial statements that relate to periods
preceding April 25, 2003. Further, as discussed above, because the Board
adopted the “generally accepted auditing standards” in effect as of April 16,
2003, the Board believes it is appropriate to require auditors who issue or
reissue reports on periods prior to the date Auditing Standard No. 1 becomes
effective to state that their audits were performed in accordance with PCAOB
standards, so long as they were performed in accordance with the “generally
accepted auditing standards” prevailing at the time the audits were performed.

On the 17th day of December, in the year 2003, the foregoing was, in
accordance with the bylaws of the Public Company Accounting Oversight
Board,
ADOPTED BY THE BOARD.

/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary

December 17, 2003
APPENDIX:

References in Auditors’ Reports to the Standards of the Public Company
Accounting Oversight Board
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Appendix

References in Auditors' Reports to the Standards of
the Public Company Accounting Oversight Board
1. The Sarbanes-Oxley Act of2002 authorized the Public Company Accounting
Oversight Board (“PCAOB”) to establish auditing and related professional
practice standards to be used by registered public accounting firms. PCAOB
Rule 3100, Compliance With Auditing and Related Professional Practice Stand
ards, requires the auditor to comply with all applicable auditing and related
professional practice standards of the PCAOB.
2. The Board has adopted as interim standards, on an initial, transitional
basis, the generally accepted auditing standards, described in the American
Institute of Certified Public Accountants’ (“AICPA”) Auditing Standards
Board’s Statement on Auditing Standards No. 95, Generally Accepted Auditing
Standards, in existence on April 16, 2003.1
3. Accordingly, in connection with any engagement performed in accordance
with the auditing and related professional practice standards of the PCAOB,
whenever the auditor is required by the interim standards to make reference
in a report to generally accepted auditing standards, U.S. generally accepted
auditing standards, auditing standards generally accepted in the United States
of America, or standards established by the AICPA, the auditor must instead
refer to “the standards of the Public Company Accounting Oversight Board
(United States).” An auditor must also include the city and state (or city and
country, in the case of non-U.S. auditors) from which the auditor’s report has
been issued.
4. This auditing standard is effective for auditors’ reports issued or reissued
on or after the 10th day following approval of this auditing standard by the
Securities and Exchange Commission.
5. Audit reports issued prior to the effective date of this standard were
required to state that the audits that supported those reports were performed
in accordance with generally accepted auditing standards. The PCAOB adopted
those generally accepted auditing standards, including their respective effec
tive dates, as they existed on April 16, 2003, as interim standards. Therefore,
reference to “the standards of the Public Company Accounting Oversight Board
(United States)” with respect to audits of financial statements performed prior
to the effective date of this standard is equivalent to the previously-required
reference to generally accepted auditing standards. Accordingly, upon adoption
of this standard, a reference to generally accepted auditing standards in
auditors’ reports is no longer appropriate or necessary.

Note: The term “auditor” in this standard is intended to include both
registered public accounting firms and associated persons thereof.

1 The Board’s rules on interim standards were adopted by the Board on April 16, 2003, and
approved by the Commission on April 25, 2003. See SEC Rel. No. 33-8222 (April 25, 2003).
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Appendix — Illustrative Reports
1. The following is an illustrative report on an audit of financial statements:
Report of Independent Registered Public Accounting Firm
We have audited the accompanying balance sheets of X Company as of Decem
ber 31, 20X3 and 20X2, and the related statements of operations, stockholders’
equity, and cash flows for each of the three years in the period ended December
31, 20X3. These financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these financial
statements based on our audits.
We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards re
quire that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that
our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of the Company as of [at] December
31, 20X3 and 20X2, and the results of its operations and its cash flows for each
of the three years in the period ended December 31, 20X3, in conformity with
U.S. generally accepted accounting principles.

[Signature]
[City and State or Country]

[Date]

2. The following is an illustrative report on a review of interim financial
information:
Report of Independent Registered Public Accounting Firm
We have reviewed the accompanying [describe the interim financial informa
tion or statements reviewed] of X Company as of September 30, 20X3 and 20X2,
and for the three-month and nine-month periods then ended. This (these)
interim financial information (statements) is (are) the responsibility of the
Company’s management.

We conducted our review in accordance with the standards of the Public
Company Accounting Oversight Board (United States). A review of interim
financial information consists principally of applying analytical procedures and
making inquiries of persons responsible for financial and accounting matters.
It is substantially less in scope than an audit conducted in accordance with the
standards of the Public Company Accounting Oversight Board, the objective of
which is the expression of an opinion regarding the financial statements taken
as a whole. Accordingly, we do not express such an opinion.
Based on our review, we are not aware of any material modifications that should
be made to the accompanying interim financial (statements) for it (them) to be
in conformity with U.S. generally accepted accounting principles.

[Signature]
[City and State or Country]

[Date]
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Auditing Standard No. 2

An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an
Audit of Financial Statements?
PCAOB Release No. 2004-001
March 9, 2004

PCAOB Rulemaking
Docket Matter No. 008

Summary
After public comment, the Public Company Accounting Oversight Board (the
“Board” or “PCAOB”) has adopted Auditing Standard No. 2, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an
Audit of Financial Statements. This standard is the standard on attestation
engagements referred to in Section 404(b) as well as Section 103(a)(2)(A) of the
Sarbanes-Oxley Act of2002 (the “Sarbanes-Oxley Act” or “the Act”). The Board
will submit this standard to the Securities and Exchange Commission (“Com
mission” or “SEC”) for approval pursuant to Section 107 of the Sarbanes-Oxley
Act of 2002 (the “Act”). This standard will not take effect unless approved by
the Commission.

Board Contacts
Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org), Laura
Phillips, Associate Chief Auditor (202/207-9111; phillipsl@pcaobus.org).

The series of business failures that began with Enron in late 2001 exposed
serious weaknesses in the system of checks and balances that were intended
to protect the interests of shareholders, pension beneficiaries and employees of
public companies—and to protect the confidence of the American public in the
stability and fairness of U.S. capital markets.
§ On November 30, 2004, the SEC issued an Exemptive Order delaying the filing deadline for the
first report on management’s assessment of the effectiveness of internal control over financial
reporting for some accelerated filers. Accelerated filers with a market capitalization of less than $700
million and a fiscal year ending between and including November 15, 2004, and February 29, 2005
now have an additional 45 days to file management’s first report on internal control over financial
reporting and the related reports of their auditors as long as the company meets certain conditions.
To facilitate the SEC’s objectives, on November 30, 2004, the PCAOB adopted a temporary
transitional rule, which expires July 15, 2005. The temporary rule relieves auditors from two PCAOB
Auditing Standard No. 2 requirements. The rule permits auditors to (1) date their reports on
management’s assessment of the effectiveness of internal control over financial reporting later than
the date of their reports on the financial statements of companies relying on the SEC’s Order; and (2)
not include a paragraph referencing the separate report on internal control over financial reporting
in the auditor’s separate report on the financial statements of companies relying on the SEC’s Order.
The SEC has published this temporary transitional rule for comment, and at the same time has
granted it accelerated approval.
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From the boardroom to the executive suite, to the offices of accountants and
lawyers, the historic gatekeepers of this confidence were found missing or,
worse, complicit in the breaches of the public trust.
Congress responded to the corporate failures with the Sarbanes-Oxley Act
of2002, creating a broad, new oversight regime for auditors of public companies
while prescribing specific steps to address specific failures and codifying the
responsibilities of corporate executives, corporate directors, lawyers and ac
countants.

The merits, benefits, cost and wisdom of each of the prescriptions can and
will fuel debate. But the context for the passage of the Sarbanes-Oxley Act, and
the President’s signing it into law on July 30, 2002, cannot be ignored: Corpo
rate leaders and advisors failed. People lost their livelihoods and their life
savings. The faith of America and the world in U.S. markets was shaken to the
core.

In that context, the PCAOB adopted the standard for auditors to use when
assessing whether managers of a public company have accurately reported on
companies’ internal controls over financial reporting.
Failures in internal control, particularly over financial reporting, were
among the specific concerns addressed by Congress in the Sarbanes-Oxley Act.
Congress required not just that management report on a company’s internal
control over financial reporting, but that auditors attest to the accuracy of
management’s report.
The bottom line for Congress, and for the PCAOB, is the reliability of the
company’s financial statements—statements relied on by shareholders, man
agement, directors, regulators, lenders, investors and the market at large.

To achieve reliable financial statements, internal controls must be in place
to see that records accurately and fairly reflect transactions in and dispositions
of a company’s assets; to provide assurance that the records of transactions are
sufficient to prepare financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures are made only
as authorized by management and directors; and to make sure that steps are
in place to prevent or detect theft, unauthorized use or disposition of the
company’s assets of a value that could have a material effect on the financial
statements.

In the simplest terms, investors can have much more confidence in the
reliability of a corporate financial statement if corporate management demon
strates that it exercises adequate internal control over bookkeeping, the suffi
ciency of books and records for the preparation of accurate financial statements,
adherence to rules about the use of company assets and the possibility of
misappropriation of company assets.
The Sarbanes-Oxley Act, in Section 404, requires company management to
assess and report on the company’s internal control. It also requires a com
pany’s independent, outside auditors to issue an “attestation” to management’s
assessment—in other words, to provide shareholders and the public at large
with an independent reason to rely on management’s description of the com
pany’s internal control over financial reporting.

Reliable financial reporting is too important to relegate an auditor’s attesta
tion to a rubber-stamped endorsement of management’s report on internal
controls. As a result, the PCAOB is requiring that auditors perform an audit
of internal control over financial reporting and to perform that audit in
conjunction with the audit of a company’s financial statements.
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The one audit cannot be separated from the other. The information the
auditor learns as a result of auditing the company’s financial statements has
a direct and important bearing on the auditor’s conclusion about the effective
ness of the company’s internal control over financial reporting.
Section 404 and the Board’s requirements will entail extra work and, for
companies, extra expense, particularly in the first year of implementation. The
PCAOB will be vigilant in its inspections of accounting firms and conversations
with issuers, particularly small and medium-sized companies, to see that
expense isn’t increased for its own sake.
The Board does not underestimate the demands this auditing standard will
impose on auditors and public companies. But in the end, the Board, public
companies and the accounting profession answer to the higher demand of
accuracy, reliability and fairness in the financial statements that provide the
basis for trust in our financial markets.

A. The Benefits of Effective Internal Control Over
Financial Reporting
Companies use internal controls as checks on a variety of processes, includ
ing financial reporting, operating efficiency and effectiveness, and compliance
with applicable laws and regulations. The Sarbanes-Oxley Act focuses on
companies’ internal control over financial reporting.

Internal control over financial reporting consists of company policies and
procedures that are designed and operated to provide reasonable assurance
about the reliability of a company’s financial reporting and its process for
preparing and fairly presenting financial statements in accordance with gen
erally accepted accounting principles. It includes policies and procedures for
maintaining accounting records, authorizing receipts and disbursements, and
the safeguarding of assets.
Effective internal control over financial reporting is essential for a company
to effectively manage its affairs and to fulfill its obligation to its investors. A
company’s management, its owners—public investors—and others must be
able to rely on the financial information reported by companies to make
decisions.

Strong internal controls also provide better opportunities to detect and deter
fraud. For example, many frauds resulting in financial statement restatement
relied upon the ability of management to exploit weaknesses in internal control.
To the extent that internal control reporting can help restore investor confi
dence by improving the effectiveness of internal controls (and reducing the
incidence of fraud), assessments of internal controls over financial reporting
should emphasize controls that prevent or detect errors as well as fraud.

Evaluating a company’s internal control over financial reporting is not
without cost, but it provides many far-reaching benefits. Regular assessments,
and reporting on those assessments, can help management develop, maintain
and improve existing internal control. Assessments can identify cost-ineffective
procedures, reduce costs of processing accounting information, increase produc
tivity of the company’s financial function, and simplify financial control sys
tems. It also may result in fewer financial statement restatements and less
litigation.
The primary benefit of evaluations, however, is to provide the company, its
management, its board and audit committee, and its owners and other stake
holders with a reasonable basis on which to rely on the company’s financial
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reporting. The integrity of financial reporting represents the foundation upon
which this country’s public markets are built.
As with many endeavors, internal control over financial reporting is a
process that involves human diligence and compliance and, consequently, can
be intentionally circumvented. As a result, no system of internal control over
financial reporting, regardless of how well it is designed and operating, can
provide absolute assurance that a company’s financial statements are accurate.
Nevertheless, as companies develop processes to assist management in
assessing internal control and as auditors perform their evaluations, the
assessment process should result in a continuous strengthening of internal
control over financial reporting.

B. Basis (or Internal Control Reporting and the
Board's Standard
Section 404(a) of the Sarbanes-Oxley Act requires the management of a
public company to assess the effectiveness of the company’s internal control
over financial reporting as of the end of the company’s most recent fiscal year
and to include in the company’s annual report to shareholders management’s
conclusion, as a result of that assessment, about whether the company’s
internal control is effective. The SEC implemented Section 404(a) in a rule on
June 5, 2003.1
Section 404(b) of the Act requires the company’s auditor to attest to and
report on the assessment made by the company’s management. Sections
103(a)(2)(A) and 404(b) of the Act direct the PCAOB to establish professional
standards governing the independent auditor’s attestation.

In April 2003, the Board adopted pre-existing professional standards as the
Board’s interim standards, including a standard governing an auditor’s attesta
tion on internal control. Mindful of the requirements of the Sarhanes-Oxley Act
and the need to evaluate the pre-existing standard, the Board convened a public
roundtable discussion on July 29,2003, to discuss issues and hear views related
to reporting on internal control. The participants included representatives from
public companies, accounting firms, investor groups, and regulatory organiza
tions.
As a result of comments made at the roundtable, advice from the Board’s
staff, and other input, the Board determined that the pre-existing standard
governing an auditor’s attestation on internal control was insufficient for
purposes of effectively implementing the requirements of Section 404(b) of the
Act and for the Board to appropriately discharge the Board’s standard-setting
obligations under Section 103 of the Act. In response, the Board developed and
issued, on October 7, 2003, a proposed auditing standard titled “An Audit of
Internal Control over Financial Reporting in Conjunction with An Audit of
Financial Statements.”

The Board received 193 comment letters from a variety of interested parties,
including auditors, investors, internal auditors, issuers, regulators, and others
on a broad array of topics. Those comments led to changes in the proposed
standard, intended to make the requirements of the standard clearer and more
operational.
1 See Management’s Reports on Internal Control Over Financial Reporting and Certification of
Disclosure in Exchange Act Periodic Reports, Securities and Exchange Commission Release No.
33-8238 (June 5, 2003) [68 FR 36636].
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The Board has approved PCAOB Auditing Standard No. 2, implementing
the requirements of the Sarbanes-Oxley Act and incorporating comments
received.

This release summarizes the process involved in conducting an audit of
internal control over financial reporting, other significant provisions of PCAOB
Auditing Standard No. 2 and some of the significant considerations of the Board
when it initially proposed this standard and when it evaluated the comments
it received. The Board’s detailed analysis of the comments received and the
Board’s responses are contained in Appendix E to the standard.

C.

The Audit of Internal Control Over Financial

Reporting
In preparing PCAOB Auditing Standard No. 2, the Board was guided by a
number of broad considerations that have effect throughout the standard.
Those broad considerations included: that “attestation” is insufficient to de
scribe the process of assessing management’s report on internal controls; that
an audit of internal control over financial reporting must be integrated with an
audit of the company’s financial statements; and that the costs of the internal
control audit be appropriate in consideration of the expected benefits to inves
tors of improved internal control over financial reporting.

D.

Attestation vs. Audit

Throughout Auditing Standard No. 2, the auditor’s attestation of manage
ment’s assessment of the effectiveness of internal control is referred to as the
audit of internal control over financial reporting. The Board has noted, in
comment letters and in other communications, that some people have drawn a
distinction between an “audit” and an “attestation,” suggesting that an attesta
tion is a different type of engagement that involves a lesser amount of work
than an audit. This idea is erroneous. An attestation engagement to examine
management’s assessment of internal control requires the same level of work
as an audit of internal control over financial reporting.
The objective of an audit of internal control over financial reporting is to
form an opinion “as to whether management’s assessment of the effectiveness
of the registrant’s internal control over financial reporting is fairly stated in all
material respects.”2 Further, Section 103(a)(2)(A)(iii) of the Act requires the
auditor’s report to present an evaluation of whether the internal control
structure provides reasonable assurance that transactions are recorded as
necessary, among other requirements.

Importantly, the auditor’s conclusion will pertain directly to whether the
auditor can agree with management that internal control is effective, not just
to the adequacy of management’s process for determining whether internal
control is effective.

An auditing process restricted to evaluating what management has done
would not provide the auditor with a sufficiently high level of assurance that
management’s conclusion is correct. The auditor needs to evaluate manage
ment’s assessment process to be satisfied that management has an appropriate
basis for its conclusion. The auditor, however, also needs to test the effective
ness of internal control to be satisfied that management’s conclusion is correct
See SEC Regulation S-X 2-02(f), 17 C.F.R. 210.2-02(f).
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and, therefore, fairly stated. Indeed, as the Board heard at the internal control
roundtable and in comment letters, investors expect the independent auditor
to test whether the company’s internal control over financial reporting is
effective, and Auditing Standard No. 2 requires the auditor to do so.

E.

Integrated Audit

PCAOB Auditing Standard No. 2 describes an integrated audit of the
financial statements and internal control over financial reporting. Accordingly,
it is an integrated standard that (1) addresses both the work that is required
to audit internal control over financial reporting and the relationship of that
audit to the audit of the financial statements and (2) refers to the attestation
of management’s assessment of the effectiveness of the internal control as the
audit of internal control over financial reporting.

The Board decided that these audits should be integrated because the
objectives of, and work involved in performing, an audit of internal control over
financial reporting and an audit of the financial statements are closely related.
Furthermore, Section 404(b) of the Sarbanes-Oxley Act provides that the
auditor’s attestation of management’s assessment of internal control shall not
be the subject of a separate engagement.

Each audit provides the auditor with information relevant to the auditor’s
evaluation of the results of the other audit. For example, the auditor’s discovery
of misstatements in the financial statements while performing financial state
ment auditing procedures indicates that there may be weaknesses in the
company’s internal control over financial reporting. Because of the significance
of this interrelationship, the Board has made it clear that, to conduct and report
on the results of an audit of internal control over financial reporting pursuant
to Auditing Standard No. 2, the auditor also must audit the company’s financial
statements.
Notwithstanding the fact that the two audits are interrelated, the inte
grated audit results in two separate objectives: to express an opinion on
management’s assessment of the effectiveness of the company’s internal control
over financial reporting and to express an opinion on whether the financial
statements are fairly stated.

F.

Cost

The Board is sensitive to the costs Section 404 and Auditing Standard No.
2 may impose on all companies, particularly some small and medium-sized
companies. The Board anticipates that most companies of all sizes will experi
ence the highest cost of complying with Section 404 during the first year of
implementation.

Internal control is not “one-size-fits-all,” and the nature and extent of
controls that are necessary depend, to a great extent, on the size and complexity
of the company. Large, complex, multi-national companies, for example, are
likely to need extensive and sophisticated internal control systems.

In smaller companies, or in companies with less complex operations, the
ethical behavior and core values of a senior management group that is directly
involved in daily interactions with both internal and external parties might
reduce the need for elaborate internal control systems. The Board expects that
the auditor will exercise reasonable professional judgment in determining the
extent of the audit of internal control and perform only those tests that are
necessary to ascertain the effectiveness of the company’s internal control.
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Management is required to base its assessment of the effectiveness of the
company’s internal control over financial reporting on a suitable, recognized
control framework established by a body of experts that followed due-process
procedures to develop the framework. In the United States, the Committee of
Sponsoring Organizations (“COSO”) of the Treadway Commission has publish
ed Internal Control—Integrated Framework. COSO’s publication (also referred
to simply as COSO) provides a suitable framework for purposes of manage
ment’s assessment.
The directions in Auditing Standard No. 2 are based on the internal control
framework established by COSO because of the frequency with which manage
ment of public companies are expected to use that framework for their assess
ments. Other suitable frameworks have been published in other countries and
likely will be published in the future. Although different frameworks may not
contain exactly the same elements as COSO, they should have elements that
encompass all of COSO’s general themes. The auditor should therefore be able
to apply the concepts and guidance in Auditing Standard No. 2 in a reasonable
manner if management uses a suitable framework other than COSO.
The Board believes that the special considerations for small and medium
sized companies included within COSO provide well for the auditor’s use of
such judgment, more so than the appendix that the Board’s proposed standard
originally included. For this reason, the proposed appendix was removed from
Auditing Standard No. 2 and replaced with a direct reference to the special
considerations within COSO.

The Board also was cognizant of audit costs in its consideration of the
appropriate extent to which the auditor may use the work of internal auditors
and others to support the auditor’s opinion on internal control effectiveness.
Auditing Standard No. 2 provides the auditor with significant flexibility in
using the relevant work of highly competent and objective personnel, while also
requiring the auditor to obtain through his or her own auditing procedures a
meaningful portion of the evidence that supports the auditor’s opinion. The
Board believes it has achieved an appropriate balance of work between the
auditor and others that will ensure a high quality audit of internal control and
that have the complementary benefit of encouraging companies to invest in
competent and objective internal audit functions.

G. The Audit Process
An audit of internal control over financial reporting is an extensive process
involving several steps, including planning the audit, evaluating the process
management used to perform its assessment of internal control effectiveness,
obtaining an understanding of the internal control, evaluating the effectiveness
of both the design and operation of the internal control, and forming an opinion
about whether internal control over financial reporting is effective.
The auditor’s objective is to express an opinion about whether manage
ment’s assessment, or conclusion, on the effectiveness of internal control over
financial reporting is stated fairly, in all material respects. To support his or
her opinion, the auditor must obtain evidence about whether internal control
over financial reporting is effective. The auditor obtains this evidence in several
ways, including evaluating and testing management’s assessment process;
evaluating and testing work on internal control performed by others, such as
internal auditors; and testing the effectiveness of the controls himself or
herself.
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H. Auditor Independence
The Sarbanes-Oxley Act, and the SEC rules implementing Section 404(a) of
the Act, require the auditor to be independent to perform an audit of internal
control over financial reporting. Under the SEC’s Rule 2-01 on auditor inde
pendence, an auditor impairs his or her independence if the auditor audits his
or her own work, including any work on designing or implementing an audit
client’s internal control system. PCAOB Auditing Standard No. 2 explicitly
prohibits the auditor from accepting an engagement to provide an audit client
with an internal control-related service that has not been specifically pre-ap
proved by the audit committee. That is, the audit committee cannot pre-approve
internal control-related services as a category, but must approve each service.

I.

Key Provisions of Audit Standard No. 2

1.

Evaluating Management's Assessment

The natural starting place for the audit of a company’s internal control over
financial reporting is management’s assessment. By evaluating management’s
assessment, an auditor can have confidence that management has a basis for
expressing its conclusion on the effectiveness of internal control. Such an
evaluation also provides information that will help the auditor understand the
company’s internal control, helps the auditor plan the work necessary to
complete the audit, and provides some of the evidence the auditor will use to
support his or her opinion.
The work that management performs in connection with its assessment can
have a significant effect on the nature, timing, and extent of the work the
independent auditor will need to perform. Auditing Standard No. 2 allows the
auditor to use, to a reasonable degree, the work performed by others. The more
extensive and reliable management’s assessment is, the less extensive and
costly the auditor’s work will need to be.
Also, the more clearly management documents its internal control over
financial reporting, the process used to assess the effectiveness of the internal
control, and the results of that process, the easier it will be for the auditor to
understand the internal control, confirm that understanding, evaluate man
agement’s assessment, and plan and perform the audit of internal control over
financial reporting. This too should translate into reduced professional fees for
the audit of internal control over financial reporting.

2.

Obtaining an Understanding of Internal Control Over
Financial Reporting, Including Performing Walkthroughs

The auditor should understand how internal control over financial reporting
is designed and operates to evaluate and test its effectiveness. The auditor
obtains a substantial amount of this understanding when evaluating manage
ment’s assessment process.
The auditor also should be satisfied, however, that the controls actually have
been implemented and are operating as designed. Thus, while inquiry of
company personnel and a review of management’s assessment process provide
the auditor with an understanding of how the system of internal control is
designed and operates, they are insufficient by themselves. Other procedures
are necessary for the auditor to confirm his or her understanding.
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Auditing Standard No. 2 directs the auditor to confirm his or her under
standing by performing procedures that include making inquiries of and
observing the personnel who actually perform the controls; reviewing docu
ments that are used in, and that result from, the application of the controls;
and comparing supporting documents (for example, sales invoices, contracts,
and bills of lading) to the accounting records.

The most effective means of accomplishing this objective is for the auditor
to perform “walkthroughs” of the company’s significant processes. To introduce
a powerful efficiency, and because of the importance of several other objectives
that walkthroughs accomplish, Auditing Standard No. 2 requires the auditor
to perform walkthroughs in each annual audit of internal control over financial
reporting.

In a walkthrough, the auditor traces a transaction from each major class of
transactions from origination, through the company’s accounting and informa
tion systems and financial report preparation processes, to it being reported in
the company’s financial statements. Walkthroughs provide the auditor with
audit evidence that supports or refutes his or her understanding of the process
flow of transactions, the design of controls, and whether controls are in opera
tion. Walkthroughs also help the auditor to determine whether his or her
understanding is complete and provide information necessary for the auditor
to evaluate the effectiveness of the design of the internal control over financial
reporting.
Because of the judgment that a walkthrough requires and the significance
of the objectives that walkthroughs allow the auditor to achieve, Auditing
Standard No. 2 requires the auditor to perform the walkthroughs himself or
herself. In other words, Auditing Standard No. 2 does not allow the auditor to
use the work performed by management or others to satisfy the requirement
to perform walkthroughs. However, to provide additional evidence, the auditor
may also review walkthroughs that have been performed and documented by
others.
The walkthroughs also must be done in each annual audit of internal control
over financial reporting. Important objectives of walkthroughs are to confirm
that the auditor’s understanding of the controls is correct and complete.
Without actually “walking” transactions through the significant processes each
year, there is too high a risk that changes to the processes would go undetected
by the auditor.

Because of the significance of the objectives they are intended to achieve,
and the judgment necessary to their effective performance, walkthroughs
should be performed by appropriately experienced auditors. Inexperienced
audit personnel who participate in walkthroughs should be supervised closely
so that the conditions encountered in the walkthroughs are considered appro
priately and that the information obtained in the walkthroughs is appropri
ately documented.

3.

Identifying Significant Accounts and Relevant Assertions

As a part of obtaining an understanding of internal control, the auditor also
determines which controls should be tested, either by the auditor, manage
ment, or others. Auditing Standard No. 2 requires that the auditor obtain
evidence about the operating effectiveness of internal control over financial
reporting for all relevant assertions for all significant accounts or disclosures.
This requirement relies heavily on two concepts: significant account and
relevant assertion.
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Auditing standards implicitly recognize that some accounts are more sig
nificant than others. Auditing Standard No. 2 provides additional direction on
how to determine significant accounts for purposes of the audit of internal
control over financial reporting. In short, the auditor begins by performing a
quantitative evaluation of accounts at the financial-statement caption or notedisclosure level. Then the auditor expands the evaluation to include qualitative
factors, such as differing risks, company organization structure, and other
factors, which would likely result in additional accounts being identified as
significant.
Financial statement amounts and disclosures embody financial statement
assertions. Does the asset exist, or did the transaction occur? Has the company
included all loans outstanding in its loans payable account? Have marketable
investments been valued properly? Does the company have the rights to the
accounts receivable, and are the loans payable the proper obligation of the
company? Are the amounts in the financial statements appropriately pre
sented, and is there adequate disclosure about them? Answering these ques
tions helps the auditor to identify the relevant financial statement assertions
for which the company should have controls.
Identifying “relevant” assertions is a familiar process for experienced audi
tors, and because of the importance relevant assertions play in the required
extent of testing, Auditing Standard No. 2 provides additional direction.
Similarly, experienced auditors are familiar with identifying significant
processes and major classes of transactions. Major classes of transactions are
those groupings of transactions that are significant to the company’s financial
statements. For example, at a company for which sales may be initiated by
customers through personal contract in a retail store or electronically using the
Internet, these would be two major classes of transactions within the sales
process (if they were both significant to the company’s financial statements).
Because of the importance of significant processes and major classes of trans
action in the design of the auditor’s procedures, Auditing Standard No. 2
provides additional direction here, too.

4. Testing and Evaluating the Effectiveness of the Design
of Controls
To be effective, internal controls must be designed properly, and all the
controls necessary to provide reasonable assurance about the fairness of a
company’s financial statements should be in place and performed by appropri
ately qualified people who have the authority to implement them. At some point
during the internal control audit, the auditor will need to make a determination
as to whether the controls would be effective if they were operated as designed,
and whether all the necessary controls are in place. This is known as design
effectiveness.
The procedures the auditor performs to test and evaluate design effective
ness include inquiries of company personnel, observation of internal controls,
walkthroughs, and a specific evaluation of whether the controls are likely to
prevent or detect financial statement misstatements if they operate as de
signed. Auditing Standard No. 2 adopts these methods of testing and evaluat
ing design effectiveness. The last step is especially important because it calls
for the auditor to apply professional judgment and knowledge of and experience
with internal control over financial reporting to his or her understanding of the
company’s controls.
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Testing Operating Effectiveness

Auditing Standard No. 2 requires the auditor to obtain evidence about the
operating effectiveness of controls related to all relevant financial statement
assertions for all significant accounts and disclosures in the financial state
ments.

For this reason, in addition to being satisfied as to the effectiveness of the
design of the internal controls, the auditor performs tests of controls to obtain
evidence about the operating effectiveness of the controls. These tests include
a mix of inquiries of appropriate company personnel, inspection of relevant
documentation, such as sales orders and invoices, observation of the controls
in operation, and reperformance of the application of the control.
Auditing Standard No. 2 directs required tests of controls to “relevant
assertions” rather than to “significant controls.” To comply with the require
ments of Auditing Standard No. 2, the auditor would apply tests to those
controls that are important to fairly presenting each relevant assertion in the
financial statements. It is neither necessary to test all controls nor is it
necessary to test redundant controls (unless redundancy is itself a control
objective, as in the case of certain computer controls). However, the emphasis
is better placed on addressing relevant assertions (because those are the points
where misstatements could occur) rather than significant controls. This em
phasis encourages the auditor to identify and test controls that address the
primary areas where misstatements could occur, yet limits the auditor’s work
to the necessary controls.

Expressing the extent of testing in this manner also resolves the issue of
the extent of testing from year to year (the “rotating tests of controls” issue).
Auditing Standard No. 2 states that the auditor should vary testing from year
to year, both to introduce unpredictability into the testing and to respond to
changes at the company. However, each year’s audit must stand on its own.
Therefore, the auditor must obtain evidence of the effectiveness of controls for
all relevant assertions for all significant accounts and disclosures every year.
At the Board’s roundtable, public company representatives and auditors
indicated that providing examples of extent-of-testing decisions would be
helpful. The proposed auditing standard included several examples, which
have been retained in Appendix B of Auditing Standard No. 2.

6.

Timing of Testing

The Act requires management’s assessment and the auditor’s opinion to
address whether internal control was effective as of the end of the company’s
most recent fiscal year, in other words, as of a point-in-time. Performing all of
the testing on December 31 is neither practical nor appropriate, however. To
form a basis to express an opinion about whether internal control was effective
as of a point in time requires the auditor to obtain evidence that the internal
control operated effectively over an appropriate period of time. Auditing Stand
ard No. 2 recognizes this and allows the auditor to obtain evidence about
operating effectiveness at different times throughout the year, provided that
the auditor updates those tests or obtains other evidence that the controls still
operated effectively at the end of the company’s fiscal year.

7.

Using the Work of Others

The auditor must consider other relevant and available information about
internal control when evaluating internal control effectiveness. In this regard,
Auditing Standard No. 2 requires the auditor to understand the results of
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procedures performed by others, for example, internal auditors, other company
personnel, and third parties working under the direction of management, on
internal control over financial reporting.

At a minimum, the auditor should consider the results of those tests in
designing the audit approach and ultimately in forming an opinion on the
effectiveness of internal control over financial reporting. To this end, Auditing
Standard No. 2 requires the auditor to review all reports issued during the year
by internal audit (or similar functions, such as loan review in a financial
institution) that address internal controls over financial reporting and evaluate
any internal control deficiencies identified in those reports.
Additionally, the auditor may use the results of testing by others to alter
the nature, timing, and extent of his or her tests of controls. At the Board’s
roundtable and in comment letters, public companies indicated their concern
that at some point, the Board’s standard could require an excessive amount of
retesting by the auditor in order to use the work of others, especially internal
auditors, and would inappropriately restrict the auditor’s ability to use the
work of internal auditors and others.

Public companies were particularly sensitive to this issue because of its
direct bearing on the cost of complying with Section 404. On the other hand,
the federal bank regulators indicated that experience with the Federal Deposit
Insurance Corporation Improvement Act of 1991 (“FDICIA”), which requires
internal control reporting similar to Section 404 of the Act, revealed instances
in which the auditor used the work of internal auditors to an inappropriately
high degree, where the auditor himself or herself did not perform sufficient
work to provide a reasonable basis for his or her opinion.
The directions in Auditing Standard No. 2 for using the work of others are
based on the same concepts as Statement on Auditing Standards (“SAS”) No.
65, Auditor’s Consideration of the Internal Audit Function in an Audit of the
Financial Statements.3 However, because the subject matter in an audit of
internal control—the effectiveness of the controls—is different from the subject
matter in an audit of financial statements—the reliability of the financial
amounts and disclosures—some adaptation of SAS No. 65 was required.
The competence and objectivity factors described in SAS No. 65 were
adapted to the evaluation of persons other than internal auditors, such as
members of financial management, and the evaluation of the nature of the
items tested by others was adapted to the context of an audit of internal control
over financial reporting rather than an audit of financial statements. Addition
ally, Auditing Standard No. 2 creates an overall boundary on the use of the
work of others in an audit of internal control over financial reporting not
contained in SAS No. 65 by requiring that the auditor’s own work provide the
principal evidence for the audit opinion.

Auditing Standard No. 2 describes an evaluation process, focusing on the
nature of the controls subject to the work of others and the competence and
objectivity of the persons who performed the work, that the auditor should use
in determining the extent to which he or she may use the work of others.
3 The Board adopted the generally accepted auditing standards, as described in the American
Institute of Certified Public Accountants’ (“AICPA”) Auditing Standards Board’s (“ASB”) SAS No. 95,
Generally Accepted Auditing Standards, as in existence on April 16, 2003, on an initial, transitional
basis. SAS No. 65 is one of those standards.
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For example, based on the nature of the controls in the control environment,
the auditor should not use the work of others to reduce the amount of work he
or she performs on the control environment. On the other hand, the auditor
could use the work of others to test controls over the period-end financial
reporting process. However, given the nature of these controls, the auditor
would normally determine that he or she should perform more of these tests
himself or herself, and that for any of the work of others the auditor used, the
degree of competence and objectivity of the individuals performing the work
should be high. Therefore, the auditor might use the work of internal auditors
in this area to some degree but not the work of others within the company.
Because of the importance of these decisions, Auditing Standard No. 2 provides
additional direction.

Auditing Standard No. 2 also requires that, on an overall basis, the auditor’s
own work must provide the principal evidence for the audit opinion. Because
the amount of work related to obtaining sufficient evidence to support an
opinion about the effectiveness of controls is not susceptible to precise meas
urement, the auditor’s judgment as to whether he or she has obtained the
principal evidence for the opinion will be qualitative as well as quantitative.
For example, the auditor might give more weight to work performed on
pervasive controls and in areas such as the control environment than on other
controls such as controls over routine, low-risk transactions. Also, the work the
auditor performs in the control environment and walkthroughs provide an
important part of the principal evidence the auditor needs to obtain.
These principles interact to provide the auditor with considerable flexibility
in using the work of others and also prevent inappropriate over-reliance on the
work of others. Although Auditing Standard No. 2 requires that the auditor
reperform some of the tests performed by others in order to use their work, it
does not set any specific requirement on the extent of the reperformance. For
example, the standard does not require that the auditor reperform tests of
controls over all significant accounts for which the auditor uses the work of
others. Rather, Auditing Standard No. 2 relies on the auditor’s judgment, such
that the re-testing is sufficient to enable the auditor to evaluate the quality and
effectiveness of the work.
This considerable flexibility in using the work of others should translate
into a strong encouragement for companies to develop high-quality internal
audit, compliance, and other such functions. The more highly competent and
objective these functions are, and the more thorough their testing, the more the
auditor will be able to use their work.

8.

Evaluating the Results of Testing

Both management and the auditor may identify deficiencies in internal
control over financial reporting. A control deficiency exists when the design or
operation of a control does not allow the company’s management or employees,
in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis.

Auditing Standard No. 2 requires the auditor to evaluate the severity of all
identified control deficiencies because such deficiencies can have an effect on
the auditor’s overall conclusion about whether internal control is effective. The
auditor also has a responsibility to make sure that certain parties, such as the
audit committee, are aware of control deficiencies that rise to a certain level of
severity.
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Under Auditing Standard No. 2, a control deficiency (or a combination of
internal control deficiencies) should be classified as a significant deficiency if,
by itself or in combination with other control deficiencies, it results in more
than a remote likelihood of a misstatement of the company’s annual or interim
financial statements that is more than inconsequential will not be prevented
or detected. A significant deficiency should be classified as a material weakness
if, by itself or in combination with other control deficiencies, it results in more
than a remote likelihood that a material misstatement in the company’s annual
or interim financial statements will not be prevented or detected.
The definitions of significant deficiency and material weakness focus on
likelihood and magnitude as the framework for evaluating deficiencies. The
Board anticipates that this framework will bring increased consistency to these
evaluations yet preserve an appropriate degree of judgment. Additionally,
Auditing Standard No. 2 includes examples of how these definitions would be
applied in several different scenarios.

Auditing Standard No. 2 requires the auditor to communicate in writing to
the company’s audit committee all significant deficiencies and material weak
nesses of which the auditor is aware. The auditor also is required to communi
cate to the company’s management, in writing, all control deficiencies of which
he or she is aware that have not previously been communicated in writing to
management and to notify the audit committee that such communication has
been made.

9. Identifying Significant Deficiencies
Auditing Standard No. 2 identifies a number of circumstances that, because
of their likely significant negative effect on internal control over financial
reporting, are significant deficiencies as well as strong indicators that a
material weakness exists, including—

•

Ineffective oversight of the company’s external financial reporting and
internal control over financial reporting by the company’s audit com
mittee. Effective oversight by the company’s board of directors, includ
ing its audit committee, is essential to the company’s achievement of
its objectives and is an integral part of a company’s monitoring of
internal control. In addition to requiring the audit committee to
oversee the company’s external financial reporting and internal con
trol over financial reporting, the Act makes the audit committee
directly responsible for the appointment, compensation, and oversight
of the work of the auditor. Thus, an ineffective audit committee can
have detrimental effects on the company and its internal control over
financial reporting, as well as on the independent audit. Auditing
Standard No. 2 requires that, as part of evaluating the control envi
ronment and monitoring components of internal control, the auditor
assess the effectiveness of the audit committee’s oversight of the
external financial reporting process and internal control over financial
reporting.

To be sure, the company’s board of directors is responsible for evalu
ating the performance and effectiveness of the audit committee. Audit
ing Standard No. 2 does not suggest that the auditor is responsible for
performing a separate and distinct evaluation of the audit committee.
If the auditor concludes that oversight by the audit committee is
ineffective, however, the auditor must communicate that specific sig
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nificant deficiency, or material weakness as the case may be, in writing
to the board of directors.

Normally, the auditor’s interests and the audit committee’s interests
will be aligned: both should be interested in fairly presented financial
statements, effective internal control over financial reporting, and an
effective audit process. The Board recognizes that a theoretical conflict
of interest results from the audit committee’s responsibility to hire and
fire the auditor. However, this type of conflict is one that experienced
auditors are accustomed to bearing and that investors expect an
auditor to address: when the auditor determines that its overseer is
ineffective (which significantly impairs the effectiveness of the finan
cial reporting process), the auditor must speak up.
•

Material misstatement in the financial statements not initially iden
tified by the company’s internal controls. As previously stated, the
audit of internal control over financial reporting and the audit of the
company’s financial statements are an integrated activity and are
required by the Act to be a single engagement. The results of the work
performed in a financial statement audit provide evidence to support
the auditor’s conclusions on the effectiveness of internal control, and
vice-versa. Therefore, if the auditor discovers a material misstatement
in the financial statements as a part of the audit of the financial
statements, the auditor should consider whether internal control over
financial reporting is effective. That the company’s internal controls
did not first detect the misstatement is, therefore, a strong indicator
that the company’s internal control over financial reporting is ineffec
tive.

Timing might be a concern for some issuers, particularly as it relates
to making preliminary drafts of the financial statements available to
the auditor. However, changes to the financial statement preparation
process that increase the likelihood that the financial information is
correct prior to providing it to the auditors likely will result in an
improved control environment. The auditor also must exercise judg
ment when performing this evaluation. For example, if the auditor
initially identified a material misstatement in the financial state
ments but, given the circumstances, determined that management
would have found the misstatement on a timely basis before the
financial statements were made publicly available, the auditor might
appropriately determine that the circumstance was a significant defi
ciency but not a material weakness.

•

Significant deficiencies that have been communicated to management
and the audit committee, but that remain uncorrected after reasonable
periods of time. Significant deficiencies in internal control that are not
also determined to be material weaknesses, as defined in the proposed
auditing standard, are not so severe as to require the auditor to
conclude that internal control is ineffective. However, these deficien
cies are, nonetheless, significant, and the auditor should expect the
company to correct them. If, however, management fails to correct
significant deficiencies within a reasonable period of time, that situ
ation reflects poorly on tone-at-the-top, and directly on the control
environment as a whole. Additionally, the significance of the defi
ciency can change over time (for example, major changes in sales
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volume or added complexity in sales transaction structures might
increase the severity of a significant deficiency affecting sales).

10. Forming an Opinion and Reporting
Auditing Standard No. 2 permits the auditor to express an unqualified
opinion if the auditor has identified no material weaknesses in internal control
after having performed all of the procedures that the auditor considers neces
sary in the circumstances. In the event that the auditor cannot perform all of
the procedures that the auditor considers necessary in the circumstances,
Auditing Standard No. 2 permits the auditor to either qualify or disclaim an
opinion. If an overall opinion cannot be expressed, Auditing Standard No. 2
requires the auditor to explain why.4

In addition, the auditor’s report is to include two opinions as a result of the
audit of internal control over financial reporting: one on management’s assess
ment and one on the effectiveness of internal control over financial reporting.
The Board decided that two opinions will most clearly communicate to report
readers the nature and results of the work performed and most closely track
with the requirements of Sections 404 and 103 of the Act.

11. No Disclosure of Significant Deficiencies
The auditor’s report must follow the same disclosure model as manage
ment’s assessment. The SEC’s final rules implementing Section 404(a) require
management’s assessment to disclose only material weaknesses, not significant
deficiencies. Therefore, because management’s assessment will disclose only
material weaknesses, the auditor’s report may disclose only material weak
nesses.5

12. Material Weaknesses Result in Adverse Opinion on
Internal Control
The previously existing attestation standard provided that when the auditor
identified a material weakness in internal control, depending on the signifi
cance of the material weakness and its effect on the achievement of the
objectives of the control criteria, the auditor might qualify his or her opinion
(“except for the effect of the material weakness, internal control was effective”)
or might express an adverse opinion (“internal control over financial reporting
was not effective”).

The SEC’s final rules implementing Section 404(a) state that “Management
is not permitted to conclude that the registrant’s internal control over financial
reporting is effective if there are one or more material weaknesses in the
registrant’s internal control over financial reporting.” In other words, in such
a case, management must conclude that internal control is not effective (i.e., a
qualified or “except for” conclusion is not allowed).
4 See also SEC Regulation S-X 2-02(f), 17 C.F.R. § 212.2-02(f) (“The attestation report on
management’s assessment of internal control over financial reporting shall be dated, signed manu
ally, identify the period covered by the report and clearly state the opinion of the accountant as to
whether management’s assessment of the effectiveness of the registrant’s internal control over
financial reporting is fairly stated in all material respects, or must include an opinion to the effect
that an overall opinion cannot be expressed. If an overall opinion cannot be expressed, explain why.”).

5 It should be noted, however, that the final rules indicated that an aggregation of significant
deficiencies may constitute a material weakness in a company’s internal control over financial
reporting, in which case disclosure would be required. See Final Rule: Management’s Reports in
Internal Control Over Financial Reporting and Certification of Disclosure in Exchange Act Periodic
Reports, Securities and Exchange Commission Release No. 33-8238, (June 5, 2003) [68 FR 36636].
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Similar to the reporting of significant deficiencies, the reporting model for
the auditor must follow the required reporting model for management. There
fore, because management is required to express an “adverse” conclusion in the
event a material weakness exists, the auditor’s opinion on the effectiveness of
internal control over financial reporting must also be adverse; Auditing Stand
ard No. 2 does not permit a qualified opinion in the event of a material
weakness. However, Auditing Standard No. 2 also requires an opinion on
management’s assessment in every audit report.

In the event of a material weakness, the auditor could express an unquali
fied opinion on management’s assessment, so long as management properly
identified the material weakness and concluded in their assessment that
internal control was not effective.
If the auditor and management disagree about whether a material weak
ness exists (i.e., the auditor concludes a material weakness exists but manage
ment does not and therefore makes the conclusion in its assessment that
internal control is effective), then the auditor would render an adverse opinion
on management’s assessment.
The Board chose for the auditor’s report to express two opinions in part
because it would be more informative when a material weakness exists.

13. Testing Controls Intended to Prevent or Detect Fraud
Strong internal controls provide better opportunities to detect and deter
fraud. For example, many frauds resulting in financial statement restatement
relied upon the ability of management to exploit weaknesses in internal control.
To the extent that the internal control reporting required by Section 404 can
help restore investor confidence by improving the effectiveness of internal
controls (and reducing the incidence of fraud), the auditing standard on per
forming the audit of internal control over financial reporting should emphasize
controls that prevent or detect errors as well as fraud. For this reason, Auditing
Standard No. 2 specifically addresses and emphasizes the importance of con
trols over possible fraud and requires the auditor to test controls specifically
intended to prevent or detect fraud that is reasonably possible to result in
material misstatement of the financial statements.

On the 9th day of March, in the year 2004, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.

/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
March 9, 2004

APPENDIX:

An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements
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Appendix
An Audit of Internal Control Over Financial Reporting
Performed in Conjunction With an Audit of Financial
Statements
Applicability of Standard
1. This standard establishes requirements and provides directions that apply
when an auditor is engaged to audit both a company’s financial statements and
management’s assessment of the effectiveness of internal control over financial
reporting.
Note: The term auditor includes both public accounting firms regis
tered with the Public Company Accounting Oversight Board
(“PCAOB” or the “Board”) and associated persons thereof.
2. A company subject to the reporting requirements of the Securities Exchange
Act of 1934 (an “issuer”) is required to include in its annual report a report of
management on the company’s internal control over financial reporting. Reg
istered investment companies, issuers of asset-backed securities, and nonpub
lic companies are not subject to the reporting requirements mandated by
Section 404 of the Sarbanes-Oxley Act of 2002 (the “Act”) (PL 107-204). The
report of management is required to contain management’s assessment of the
effectiveness of the company’s internal control over financial reporting as of the
end of the company’s most recent fiscal year, including a statement as to
whether the company’s internal control over financial reporting is effective. The
auditor that audits the company’s financial statements included in the annual
report is required to attest to and report on management’s assessment. The
company is required to file the auditor’s attestation report as part of the annual
report.

Note: The term issuer means an issuer (as defined in Section 3 of the
Securities Exchange Act of 1934), the securities of which are registered
under Section 12 of that Act, or that is required to file reports under
Section 15(d) of that Act, or that files or has filed a registration
statement with the Securities and Exchange Commission (“SEC” or
“Commission”) that has not yet become effective under the Securities
Act of 1933, and that it has not withdrawn.
Note: Various parts of this standard summarize legal requirements
imposed on issuers by the SEC, as well as legal requirements imposed
on auditors by regulatory authorities other than the PCAOB. These
parts of the standard are intended to provide context and to promote
the auditor’s understanding of the relationship between his or her
obligations under this standard and his or her other legal responsibili
ties. The standard does not incorporate these legal requirements by
reference and is not an interpretation of those other requirements and
should not be so construed. (This Note does not apply to references in
the standard to the existing professional standards and the Board’s
interim auditing and related professional practice standards.)
3. This standard is the standard on attestation engagements referred to in
Section 404(b) of the Act. This standard is also the standard referred to in
Section 103(a)(2)(A)(iii) of the Act. Throughout this standard, the auditor’s
attestation of management’s assessment of the effectiveness of internal control
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over financial reporting required by Section 404(b) of the Act is referred to as
the audit of internal control over financial reporting.

Note: The two terms audit of internal control over financial reporting
and attestation of management’s assessment of the effectiveness of
internal control over financial reporting refer to the same professional
service. The first refers to the process, and the second refers to the
result of that process.

Auditor's Objective in an Audit of Internal Control Over
Financial Reporting
4. The auditor’s objective in an audit of internal control over financial report
ing is to express an opinion on management’s assessment of the effectiveness
of the company’s internal control over financial reporting. To form a basis for
expressing such an opinion, the auditor must plan and perform the audit to
obtain reasonable assurance about whether the company maintained, in all
material respects, effective internal control over financial reporting as of the
date specified in management’s assessment. The auditor also must audit the
company’s financial statements as of the date specified in management’s
assessment because the information the auditor obtains during a financial
statement audit is relevant to the auditor’s conclusion about the effectiveness
of the company’s internal control over financial reporting. Maintaining effective
internal control over financial reporting means that no material weaknesses
exist; therefore, the objective of the audit of internal control over financial
reporting is to obtain reasonable assurance that no material weaknesses exist
as of the date specified in management’s assessment.
5. To obtain reasonable assurance, the auditor evaluates the assessment
performed by management and obtains and evaluates evidence about whether
the internal control over financial reporting was designed and operated effec
tively. The auditor obtains this evidence from a number of sources, including
using the work performed by others and performing auditing procedures
himself or herself.
6. The auditor should be aware that persons who rely on the information
concerning internal control over financial reporting include investors, credi
tors, the board of directors and audit committee, and regulators in specialized
industries, such as banking or insurance. The auditor should be aware that
external users of financial statements are interested in information on internal
control over financial reporting because it enhances the quality of financial
reporting and increases their confidence in financial information, including
financial information issued between annual reports, such as quarterly infor
mation. Information on internal control over financial reporting is also in
tended to provide an early warning to those inside and outside the company
who are in a position to insist on improvements in internal control over financial
reporting, such as the audit committee and regulators in specialized industries.
Additionally, Section 302 of the Act and Securities Exchange Act Rule 13a-14(a)
or 15d-14(a),1 whichever applies, require management, with the participation
of the principal executive and financial officers, to make quarterly and annual
certifications with respect to the company’s internal control over financial
reporting.*
1 See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.
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Definitions Related to Internal Control Over Financial Reporting
7. For purposes of management’s assessment and the audit of internal control
over financial reporting in this standard, internal control over financial report
ing is defined as follows:
A process designed by, or under the supervision of, the company’s principal
executive and principal financial officers, or persons performing similar func
tions, and effected by the company’s board of directors, management, and other
personnel, to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles and includes those
policies and procedures that:

(1) Pertain to the maintenance of records that, in reasonable detail, accu
rately and fairly reflect the transactions and dispositions of the assets
of the company;
(2) Provide reasonable assurance that transactions are recorded as neces
sary to permit preparation of financial statements in accordance with
generally accepted accounting principles, and that receipts and expen
ditures of the company are being made only in accordance with authori
zations of management and directors of the company; and
(3) Provide reasonable assurance regarding prevention or timely detection
of unauthorized acquisition, use or disposition of the company’s assets
that could have a material effect on the financial statements.

Note: This definition is the same one used by the SEC in its rules
requiring management to report on internal control over financial
reporting, except the word “registrant” has been changed to “company”
to conform to the wording in this standard. (See Securities Exchange
Act Rules 13a-15(f) and 15d- 15(f).2)

Note: Throughout this standard, internal control over financial report
ing (singular) refers to the process described in this paragraph. Indi
vidual controls or subsets of controls are referred to as controls or
controls over financial reporting.
8. A control deficiency exists when the design or operation of a control does not
allow management or employees, in the normal course of performing their
assigned functions, to prevent or detect misstatements on a timely basis.
•

A deficiency in design exists when (a) a control necessary to meet the
control objective is missing or (b) an existing control is not properly
designed so that, even if the control operates as designed, the control
objective is not always met.

•

A deficiency in operation exists when a properly designed control does
not operate as designed, or when the person performing the control
does not possess the necessary authority or qualifications to perform
the control effectively.

9. A significant deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects the company’s ability to initiate, authorize,
record, process, or report external financial data reliably in accordance with
generally accepted accounting principles such that there is more than a remote
likelihood that a misstatement of the company’s annual or interim financial
statements that is more than inconsequential will not be prevented or detected.
See 17 C.F.R. 240,13a-15(f) and 15d-15(f).
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Note: The term “remote likelihood” as used in the definitions of
significant deficiency and material weakness (paragraph 10) has the
same meaning as the term “remote” as used in Financial Accounting
Standards Board Statement No. 5, Accounting for Contingencies (“FAS
No. 5”). Paragraph 3 of FAS No. 5 states:
When a loss contingency exists, the likelihood that the future event or
events will confirm the loss or impairment of an asset or the incurrence
of a liability can range from probable to remote. This Statement uses
the terms probable, reasonably possible, and remote to identify three
areas within that range, as follows:

a.

Probable. The future event or events are likely to occur.

b.

Reasonably possible. The chance of the future event or events
occurring is more than remote but less than likely.

c.

Remote. The chance of the future events or events occurring is
slight.

Therefore, the likelihood of an event is “more than remote” when it is
either reasonably possible or probable.

Note: A misstatement is inconsequential if a reasonable person would
conclude, after considering the possibility of further undetected mis
statements, that the misstatement, either individually or when aggre
gated with other misstatements, would clearly be immaterial to the
financial statements. If a reasonable person could not reach such a
conclusion regarding a particular misstatement, that misstatement is
more than inconsequential.

10. A material weakness is a significant deficiency, or combination of signifi
cant deficiencies, that results in more than a remote likelihood that a material
misstatement of the annual or interim financial statements will not be pre
vented or detected.
Note: In evaluating whether a control deficiency exists and whether
control deficiencies, either individually or in combination with other
control deficiencies, are significant deficiencies or material weak
nesses, the auditor should consider the definitions in paragraphs 8, 9
and 10, and the directions in paragraphs 130 through 137. As ex
plained in paragraph 23, the evaluation of the materiality of the
control deficiency should include both quantitative and qualitative
considerations. Qualitative factors that might be important in this
evaluation include the nature of the financial statement accounts and
assertions involved and the reasonably possible future consequences
of the deficiency. Furthermore, in determining whether a control
deficiency or combination of deficiencies is a significant deficiency or
a material weakness, the auditor should evaluate the effect of compen
sating controls and whether such compensating controls are effective.
11. Controls over financial reporting may be preventive controls or detective
controls.

•

Preventive controls have the objective of preventing errors or fraud
from occurring in the first place that could result in a misstatement of
the financial statements.

•

Detective controls have the objective of detecting errors or fraud that
have already occurred that could result in a misstatement of the
financial statements.

1612

Select SEC-Approved PCAOB Releases

12. Even well-designed controls that are operating as designed might not
prevent a misstatement from occurring. However, this possibility may be
countered by overlapping preventive controls or partially countered by detec
tive controls. Therefore, effective internal control over financial reporting often
includes a combination of preventive and detective controls to achieve a specific
control objective. The auditor’s procedures as part of either the audit of internal
control over financial reporting or the audit of the financial statements are not
part of a company’s internal control over financial reporting.

Framework Used by Management to Conduct Its Assessment
13. Management is required to base its assessment of the effectiveness of the
company’s internal control over financial reporting on a suitable, recognized
control framework established by a body of experts that followed due-process
procedures, including the broad distribution of the framework for public com
ment. In addition to being available to users of management’s reports, a
framework is suitable only when it:

•

Is free from bias;

•

Permits reasonably consistent qualitative and quantitative measure
ments of a company’s internal control over financial reporting;

•

Is sufficiently complete so that those relevant factors that would alter
a conclusion about the effectiveness of a company’s internal control
over financial reporting are not omitted; and

•

Is relevant to an evaluation of internal control over financial reporting.

Committee of Sponsoring Organizations Framework
14. In the United States, the Committee of Sponsoring Organizations
(“COSO”) of the Treadway Commission has published Internal Control—Inte
grated Framework. Known as the COSO report, it provides a suitable and
available framework for purposes of management’s assessment. For that rea
son, the performance and reporting directions in this standard are based on the
COSO framework. Other suitable frameworks have been published in other
countries and may be developed in the future. Such other suitable frameworks
may be used in an audit of internal control over financial reporting. Although
different frameworks may not contain exactly the same elements as COSO,
they should have elements that encompass, in general, all the themes in COSO.
Therefore, the auditor should be able to apply the concepts and guidance in this
standard in a reasonable manner.
15. The COSO framework identifies three primary objectives of internal
control: efficiency and effectiveness of operations, financial reporting, and
compliance with laws and regulations. The COSO perspective on internal
control over financial reporting does not ordinarily include the other two
objectives of internal control, which are the effectiveness and efficiency of
operations and compliance with laws and regulations. However, the controls
that management designs and implements may achieve more than one objec
tive. Also, operations and compliance with laws and regulations directly related
to the presentation of and required disclosures in financial statements are
encompassed in internal control over financial reporting. Additionally, not all
controls relevant to financial reporting are accounting controls. Accordingly,
all controls that could materially affect financial reporting, including controls
that focus primarily on the effectiveness and efficiency of operations or compli
ance with laws and regulations and also have a material effect on the reliability
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of financial reporting, are a part of internal control over financial reporting.
More information about the COSO framework is included in the COSO report
and in AU sec. 319, Consideration of Internal Control in a Financial Statement
Audit.3 The COSO report also discusses special considerations for internal
control over financial reporting for small and medium-sized companies.

Inherent Limitations in Internal Control Over Financial Reporting
16. Internal control over financial reporting cannot provide absolute assur
ance of achieving financial reporting objectives because of its inherent limita
tions. Internal control over financial reporting is a process that involves human
diligence and compliance and is subject to lapses in judgment and breakdowns
resulting from human failures. Internal control over financial reporting also
can be circumvented by collusion or improper management override. Because
of such limitations, there is a risk that material misstatements may not be
prevented or detected on a timely basis by internal control over financial
reporting. However, these inherent limitations are known features of the
financial reporting process. Therefore, it is possible to design into the process
safeguards to reduce, though not eliminate, this risk.

The Concept of Reasonable Assurance
17. Management’s assessment of the effectiveness of internal control over
financial reporting is expressed at the level of reasonable assurance. The
concept of reasonable assurance is built into the definition of internal control
over financial reporting and also is integral to the auditor’s opinion.4 Reason
able assurance includes the understanding that there is a remote likelihood
that material misstatements will not be prevented or detected on a timely basis.
Although not absolute assurance, reasonable assurance is, nevertheless, a high
level of assurance.

18. Just as there are inherent limitations on the assurance that effective
internal control over financial reporting can provide, as discussed in paragraph
16, there are limitations on the amount of assurance the auditor can obtain as
a result of performing his or her audit of internal control over financial
reporting. Limitations arise because an audit is conducted on a test basis and
requires the exercise of professional judgment. Nevertheless, the audit of
internal control over financial reporting includes obtaining an understanding
of internal control over financial reporting, testing and evaluating the design
and operating effectiveness of internal control over financial reporting, and
performing such other procedures as the auditor considers necessary to obtain
reasonable assurance about whether internal control over financial reporting
is effective.
19. There is no difference in the level of work performed or assurance obtained
by the auditor when expressing an opinion on management’s assessment of
effectiveness or when expressing an opinion directly on the effectiveness of
3 The Board adopted the generally accepted auditing standards, as described in the AICPA
Auditing Standards Board’s (“ASB”) Statement on Auditing Standards No. 95, Generally Accepted
Auditing Standards, as in existence on April 16, 2003, on an initial, transitional basis. The State
ments on Auditing Standards promulgated by the ASB have been codified into the AICPA Profes
sional Standards, Volume 1, as AU sections 100 through 900. References in this standard to AU
sections refer to those generally accepted auditing standards, as adopted on an interim basis in
PCAOB Rule 3200.
4 See Final Rule: Management’s Reports on Internal Control Over Financial Reporting and
Certification of Disclosure in Exchange Act Periodic Reports, Securities and Exchange Commission
Release No. 33-8238 (June 5, 2003) [68 FR 36636] for further discussion of reasonable assurance.
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internal control over financial reporting. In either case, the auditor must obtain
sufficient evidence to provide a reasonable basis for his or her opinion and the
use and evaluation of management’s assessment is inherent in expressing
either opinion.
Note: The auditor’s report on internal control over financial reporting
does not relieve management of its responsibility for assuring users of
its financial reports about the effectiveness of internal control over
financial reporting.

Management's Responsibilities in an Audit of Internal Control
Over Financial Reporting
20. For the auditor to satisfactorily complete an audit of internal control over
financial reporting, management must do the following:5

a.

Accept responsibility for the effectiveness of the company’s internal
control over financial reporting;

b.

Evaluate the effectiveness of the company’s internal control over
financial reporting using suitable control criteria;

c.

Support its evaluation with sufficient evidence, including documen
tation; and

d.

Present a written assessment of the effectiveness of the company’s
internal control over financial reporting as of the end of the com
pany’s most recent fiscal year.

21. If the auditor concludes that management has not fulfilled the responsi
bilities enumerated in the preceding paragraph, the auditor should communi
cate, in writing, to management and the audit committee that the audit of
internal control over financial reporting cannot be satisfactorily completed and
that he or she is required to disclaim an opinion. Paragraphs 40 through 46
provide information for the auditor about evaluating management’s process for
assessing internal control over financial reporting.

Materiality Considerations in an Audit of Internal Control Over
Financial Reporting
22. The auditor should apply the concept of materiality in an audit of internal
control over financial reporting at both the financial-statement level and at the
individual account-balance level. The auditor uses materiality at the financialstatement level in evaluating whether a deficiency, or combination of deficien
cies, in controls is a significant deficiency or a material weakness. Materiality
at both the financial-statement level and the individual account-balance level
is relevant to planning the audit and designing procedures. Materiality at the
account-balance level is necessarily lower than materiality at the financialstatement level.

23. The same conceptual definition of materiality that applies to financial
reporting applies to information on internal control over financial reporting,
including the relevance of both quantitative and qualitative considerations.6
5 Management is required to fulfill these responsibilities. See Items 308(a) and (c) of Regulation
S-B and S-K, 17 C.F.R. 228.308 (a) and (c) and 229.308 (a) and (c), respectively.
6 AU sec. 312, Audit Risk and Materiality in Conducting an Audit, provides additional explana
tion of materiality.
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•

The quantitative considerations are essentially the same as in an audit
of financial statements and relate to whether misstatements that
would not be prevented or detected by internal control over financial
reporting, individually or collectively, have a quantitatively material
effect on the financial statements.

•

The qualitative considerations apply to evaluating materiality with
respect to the financial statements and to additional factors that relate
to the perceived needs of reasonable persons who will rely on the
information. Paragraph 6 describes some qualitative considerations.

Fraud Considerations in an Audit of Internal Control Over
Financial Reporting
24. The auditor should evaluate all controls specifically intended to address
the risks of fraud that have at least a reasonably possible likelihood of having
a material effect on the company’s financial statements. These controls may be
a part of any of the five components of internal control over financial reporting,
as discussed in paragraph 49. Controls related to the prevention and detection
of fraud often have a pervasive effect on the risk of fraud. Such controls include,
but are not limited to, the:
•

Controls restraining misappropriation of company assets that could
result in a material misstatement of the financial statements;

•

Company’s risk assessment processes;

•

Code of ethics/conduct provisions, especially those related to conflicts
of interest, related party transactions, illegal acts, and the monitoring
of the code by management and the audit committee or board;

•

Adequacy of the internal audit activity and whether the internal audit
function reports directly to the audit committee, as well as the extent
of the audit committee’s involvement and interaction with internal
audit; and

•

Adequacy of the company’s procedures for handling complaints and
for accepting confidential submissions of concerns about questionable
accounting or auditing matters.

25. Part of management’s responsibility when designing a company’s internal
control over financial reporting is to design and implement programs and
controls to prevent, deter, and detect fraud. Management, along with those who
have responsibility for oversight of the financial reporting process (such as the
audit committee), should set the proper tone; create and maintain a culture of
honesty and high ethical standards; and establish appropriate controls to
prevent, deter, and detect fraud. When management and those responsible for
the oversight of the financial reporting process fulfill those responsibilities, the
opportunities to commit fraud can be reduced significantly.

26. In an audit of internal control over financial reporting, the auditor’s
evaluation of controls is interrelated with the auditor’s evaluation of controls
in a financial statement audit, as required by AU sec. 316, Consideration of
Fraud in a Financial Statement Audit. Often, controls identified and evaluated
by the auditor during the audit of internal control over financial reporting also
address or mitigate fraud risks, which the auditor is required to consider in a
financial statement audit. If the auditor identifies deficiencies in controls
designed to prevent and detect fraud during the audit of internal control over
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financial reporting, the auditor should alter the nature, timing, or extent of
procedures to be performed during the financial statement audit to be respon
sive to such deficiencies, as provided in paragraphs .44 and .45 of AU sec. 316.

Performing an Audit of Internal Control Over Financial Reporting
27. In an audit of internal control over financial reporting, the auditor must
obtain sufficient competent evidence about the design and operating effective
ness of controls over all relevant financial statement assertions related to all
significant accounts and disclosures in the financial statements. The auditor
must plan and perform the audit to obtain reasonable assurance that deficien
cies that, individually or in the aggregate, would represent material weak
nesses are identified. Thus, the audit is not designed to detect deficiencies in
internal control over financial reporting that, individually or in the aggregate,
are less severe than a material weakness. Because of the potential significance
of the information obtained during the audit of the financial statements to the
auditor’s conclusions about the effectiveness of internal control over financial
reporting, the auditor cannot audit internal control over financial reporting
without also auditing the financial statements.
Note: However, the auditor may audit the financial statements with
out also auditing internal control over financial reporting, for example,
in the case of certain initial public offerings by a company. See the
discussion beginning at paragraph 145 for more information about the
importance of auditing both internal control over financial reporting
as well as the financial statements when the auditor is engaged to
audit internal control over financial reporting.

28. The auditor must adhere to the general standards (See paragraphs 30
through 36) and fieldwork and reporting standards (See paragraph 37) in
performing an audit of a company’s internal control over financial reporting.
This involves the following:
a.

Planning the engagement;

b.

Evaluating management’s assessment process;

c.

Obtaining an understanding of internal control over financial report
ing;

d.

Testing and evaluating design effectiveness of internal control over
financial reporting;

e.

Testing and evaluating operating effectiveness of internal control
over financial reporting; and

f.

Forming an opinion on the effectiveness of internal control over
financial reporting.

29. Even though some requirements of this standard are set forth in a manner
that suggests a sequential process, auditing internal control over financial
reporting involves a process of gathering, updating, and analyzing information.
Accordingly, the auditor may perform some of the procedures and evaluations
described in this section on “Performing an Audit of Internal Control Over
Financial Reporting” concurrently.

Applying General, Fieldwork, and Reporting Standards
30. The general standards (See AU sec. 150, Generally Accepted Auditing
Standards) are applicable to an audit of internal control over financial report
ing. These standards require technical training and proficiency as an auditor,

Audit of Internal Control Over Financial Reporting

1617

independence in fact and appearance, and the exercise of due professional care,
including professional skepticism.
31. Technical Training and Proficiency. To perform an audit of internal control
over financial reporting, the auditor should have competence in the subject
matter of internal control over financial reporting.
32. Independence. The applicable requirements of independence are largely
predicated on four basic principles: (1) an auditor must not act as management
or as an employee of the audit client, (2) an auditor must not audit his or her
own work, (3) an auditor must not serve in a position of being an advocate for
his or her client, and (4) an auditor must not have mutual or conflicting
interests with his or her audit client.7 If the auditor were to design or imple
ment controls, that situation would place the auditor in a management role and
result in the auditor auditing his or her own work. These requirements,
however, do not preclude the auditor from making substantive recommenda
tions as to how management may improve the design or operation of the
company’s internal controls as a by-product of an audit.

33. The auditor must not accept an engagement to provide internal controlrelated services to an issuer for which the auditor also audits the financial
statements unless that engagement has been specifically pre-approved by the
audit committee. For any internal control services the auditor provides, man
agement must be actively involved and cannot delegate responsibility for these
matters to the auditor. Management’s involvement must be substantive and
extensive. Management’s acceptance of responsibility for documentation and
testing performed by the auditor does not by itself satisfy the independence
requirements.
34. Maintaining independence, in fact and appearance, requires careful atten
tion, as is the case with all independence issues when work concerning internal
control over financial reporting is performed. Unless the auditor and the audit
committee are diligent in evaluating the nature and extent of services provided,
the services might violate basic principles of independence and cause an
impairment of independence in fact or appearance.
35. The independent auditor and the audit committee have significant and
distinct responsibilities for evaluating whether the auditor’s services impair
independence in fact or appearance. The test for independence in fact is
whether the activities would impede the ability of anyone on the engagement
team or in a position to influence the engagement team from exercising
objective judgment in the audits of the financial statements or internal control
over financial reporting. The test for independence in appearance is whether a
reasonable investor, knowing all relevant facts and circumstances, would
perceive an auditor as having interests which could jeopardize the exercise of
objective and impartial judgments on all issues encompassed within the audi
tor’s engagement.

36. Due Professional Care. The auditor must exercise due professional care in
an audit of internal control over financial reporting. One important tenet of due
professional care is exercising professional skepticism. In an audit of internal
control over financial reporting, exercising professional skepticism involves
essentially the same considerations as in an audit of financial statements, that
is, it includes a critical assessment of the work that management has performed
in evaluating and testing controls.
See the Preliminary Note of Rule 2-01 of Regulation S-X, 17 C.F.R. 210.2-01.
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37. Fieldwork and Reporting Standards. This standard establishes the field
work and reporting standards applicable to an audit of internal control over
financial reporting.

38. The concept of materiality, as discussed in paragraphs 22 and 23, underlies
the application of the general and fieldwork standards.

Planning the Engagement

39. The audit of internal control over financial reporting should be properly
planned and assistants, if any, are to be properly supervised. When planning
the audit of internal control over financial reporting, the auditor should
evaluate how the following matters will affect the auditor’s procedures:

•

Knowledge of the company’s internal control over financial reporting
obtained during other engagements.

•

Matters affecting the industry in which the company operates, such
as financial reporting practices, economic conditions, laws and regu
lations, and technological changes.

•

Matters relating to the company’s business, including its organization,
operating characteristics, capital structure, and distribution methods.

•

The extent of recent changes, if any, in the company, its operations, or
its internal control over financial reporting.

•

Management’s process for assessing the effectiveness of the company’s
internal control over financial reporting based upon control criteria.

•

Preliminary judgments about materiality, risk, and other factors
relating to the determination of material weaknesses.

•

Control deficiencies previously communicated to the audit committee
or management.

•

Legal or regulatory matters of which the company is aware.

•

The type and extent of available evidence related to the effectiveness
of the company’s internal control over financial reporting.

•

Preliminary judgments about the effectiveness of internal control over
financial reporting.

•

The number of significant business locations or units, including man
agement’s documentation and monitoring of controls over such loca
tions or business units. (Appendix B, paragraphs B1 through B17,
discusses factors the auditor should evaluate to determine the loca
tions at which to perform auditing procedures.)

Evaluating Management's Assessment Process

40. The auditor must obtain an understanding of, and evaluate, manage
ment’s process for assessing the effectiveness of the company’s internal control
over financial reporting. When obtaining the understanding, the auditor should
determine whether management has addressed the following elements:
•

Determining which controls should be tested, including controls over
all relevant assertions related to all significant accounts and disclo
sures in the financial statements. Generally, such controls include:
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—

Controls over initiating, authorizing, recording, processing, and
reporting significant accounts and disclosures and related asser
tions embodied in the financial statements.

—

Controls over the selection and application of accounting policies
that are in conformity with generally accepted accounting princi
ples.

—

Antifraud programs and controls.

—

Controls, including information technology general controls, on
which other controls are dependent.

—

Controls over significant nonroutine and nonsystematic transac
tions, such as accounts involving judgments and estimates.

—

Company level controls (as described in paragraph 53), including:

—

The control environment and

—

Controls over the period-end financial reporting process,
including controls over procedures used to enter transac
tion totals into the general ledger; to initiate, authorize,
record, and process journal entries in the general ledger;
and to record recurring and nonrecurring adjustments to
the financial statements (for example, consolidating ad
justments, report combinations, and reclassifications).
Note: References to the period-end financial reporting
process in this standard refer to the preparation of
both annual and quarterly financial statements.

•

Evaluating the likelihood that failure of the control could result in a
misstatement, the magnitude of such a misstatement, and the degree to
which other controls, if effective, achieve the same control objectives.

•

Determining the locations or business units to include in the evalu
ation for a company with multiple locations or business units (See
paragraphs B1 through B17).

•

Evaluating the design effectiveness of controls.

•

Evaluating the operating effectiveness of controls based on procedures
sufficient to assess their operating effectiveness. Examples of such
procedures include testing of the controls by internal audit, testing of
controls by others under the direction of management, using a service
organization’s reports (See paragraphs B18 through B29), inspection
of evidence of the application of controls, or testing by means of a
self-assessment process, some of which might occur as part of manage
ment’s ongoing monitoring activities. Inquiry alone is not adequate to
complete this evaluation. To evaluate the effectiveness of the com
pany’s internal control over financial reporting, management must
have evaluated controls over all relevant assertions related to all
significant accounts and disclosures.

•

Determining the deficiencies in internal control over financial report
ing that are of such a magnitude and likelihood of occurrence that they
constitute significant deficiencies or material weaknesses.

•

Communicating findings to the auditor and to others, if applicable.

•

Evaluating whether findings are reasonable and support manage
ment’s assessment.
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41. As part of the understanding and evaluation of management’s process, the
auditor should obtain an understanding of the results of procedures performed
by others. Others include internal audit and third parties working under the
direction of management, including other auditors and accounting profession
als engaged to perform procedures as a basis for management’s assessment.
Inquiry of management and others is the beginning point for obtaining an
understanding of internal control over financial reporting, but inquiry alone is
not adequate for reaching a conclusion on any aspect of internal control over
financial reporting effectiveness.

Note: Management cannot use the auditor’s procedures as part of the
basis for its assessment of the effectiveness of internal control over
financial reporting.

42. Management’s Documentation. When determining whether management’s
documentation provides reasonable support for its assessment, the auditor
should evaluate whether such documentation includes the following:
•

The design of controls over all relevant assertions related to all
significant accounts and disclosures in the financial statements. The
documentation should include the five components of internal control
over financial reporting as discussed in paragraph 49, including the
control environment and company-level controls as described in para
graph 53;

•

Information about how significant transactions are initiated, author
ized, recorded, processed and reported;

•

Sufficient information about the flow of transactions to identify the
points at which material misstatements due to error or fraud could
occur;

•

Controls designed to prevent or detect fraud, including who performs
the controls and the related segregation of duties;

•

Controls over the period-end financial reporting process;

•

Controls over safeguarding of assets (See paragraphs C1 through C6);
and

•

The results of management’s testing and evaluation.

43. Documentation might take many forms, such as paper, electronic files, or
other media, and can include a variety of information, including policy manuals,
process models, flowcharts, job descriptions, documents, and forms. The form
and extent of documentation will vary depending on the size, nature, and
complexity of the company.
44. Documentation of the design of controls over relevant assertions related
to significant accounts and disclosures is evidence that controls related to
management’s assessment of the effectiveness of internal control over financial
reporting, including changes to those controls, have been identified, are capable
of being communicated to those responsible for their performance, and are
capable of being monitored by the company. Such documentation also provides
the foundation for appropriate communication concerning responsibilities for
performing controls and for the company’s evaluation of and monitoring of the
effective operation of controls.
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45. Inadequate documentation of the design of controls over relevant asser
tions related to significant accounts and disclosures is a deficiency in the
company’s internal control over financial reporting. As diseussed in paragraph
138, the auditor should evaluate this documentation deficiency. The auditor
might conclude that the deficiency is only a deficiency, or that the deficiency
represents a significant deficiency or a material weakness. In evaluating the
deficiency as to its significance, the auditor should determine whether manage
ment can demonstrate the monitoring component of internal control over
financial reporting.
46. Inadequate documentation also could cause the auditor to conclude that
there is a limitation on the scope of the engagement.

Obtaining an Understanding of Internal Control Over Financial Reporting
47. The auditor should obtain an understanding of the design of specific
controls by applying procedures that include:
•

Making inquiries of appropriate management, supervisory, and staff
personnel;

•

Inspecting company documents;

•

Observing the application of specific controls; and

•

Tracing transactions through the information system relevant to
financial reporting.

48. The auditor could also apply additional procedures to obtain an under
standing of the design of specific controls.
49. The auditor must obtain an understanding of the design of controls related
to each component of internal control over financial reporting, as discussed below.

•

Control Environment. Because of the pervasive effect of the control
environment on the reliability of financial reporting, the auditor’s
preliminary judgment about its effectiveness often influences the
nature, timing, and extent of the tests of operating effectiveness
considered necessary. Weaknesses in the control environment should
cause the auditor to alter the nature, timing, or extent of tests of
operating effectiveness that otherwise should have been performed in
the absence of the weaknesses.

•

Risk Assessment. When obtaining an understanding of the company’s
risk assessment process, the auditor should evaluate whether man
agement has identified the risks of material misstatement in the
significant accounts and disclosures and related assertions of the
financial statements and has implemented controls to prevent or
detect errors or fraud that could result in material misstatements. For
example, the risk assessment process should address how manage
ment considers the possibility of unrecorded transactions or identifies
and analyzes significant estimates recorded in the financial state
ments. Risks relevant to reliable financial reporting also relate to
specific events or transactions.

•

Control Activities. The auditor’s understanding of control activities
relates to the controls that management has implemented to prevent
or detect errors or fraud that could result in material misstatement in
the accounts and disclosures and related assertions of the financial
statements. For the purposes of evaluating the effectiveness of inter
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nal control over financial reporting, the auditor’s understanding of control
activities encompasses a broader range of accounts and disclosures than
what is normally obtained for the financial statement audit.
•

Information and Communication. The auditor’s understanding of
management’s information and communication involves under
standing the same systems and processes that he or she addresses in
an audit of financial statements. In addition, this understanding
includes a greater emphasis on comprehending the safeguarding con
trols and the processes for authorization of transactions and the
maintenance of records, as well as the period-end financial reporting
process (discussed further beginning at paragraph 76).

•

Monitoring. The auditor’s understanding of management’s monitoring
of controls extends to and includes its monitoring of all controls,
including control activities, which management has identified and
designed to prevent or detect material misstatement in the accounts
and disclosures and related assertions of the financial statements.

50. Some controls (such as company-level controls, described in paragraph 53)
might have a pervasive effect on the achievement of many overall objectives of
the control criteria. For example, information technology general controls over
program development, program changes, computer operations, and access to
programs and data help ensure that specific controls over the processing of
transactions are operating effectively. In contrast, other controls are designed
to achieve specific objectives of the control criteria. For example, management
generally establishes specific controls, such as accounting for all shipping
documents, to ensure that all valid sales are recorded.
51. The auditor should focus on combinations of controls, in addition to specific
controls in isolation, in assessing whether the objectives of the control criteria
have been achieved. The absence or inadequacy of a specific control designed
to achieve the objectives of a specific criterion might not be a deficiency if other
controls specifically address the same criterion. Further, when one or more
controls achieve the objectives of a specific criterion, the auditor might not need
to evaluate other controls designed to achieve those same objectives.
52. Identifying Company-Level Controls. Controls that exist at the companylevel often have a pervasive impact on controls at the process, transaction, or
application level. For that reason, as a practical consideration, it may be
appropriate for the auditor to test and evaluate the design effectiveness of
company-level controls first, because the results of that work might affect the
way the auditor evaluates the other aspects of internal control over financial
reporting.

53. Company-level controls are controls such as the following:

•

Controls within the control environment, including tone at the top, the
assignment of authority and responsibility, consistent policies and
procedures, and company-wide programs, such as codes of conduct and
fraud prevention, that apply to all locations and business units (See
paragraphs 113 through 115 for further discussion);

•

Management’s risk assessment process;

•

Centralized processing and controls, including shared service environ
ments;

•

Controls to monitor results of operations;
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•

Controls to monitor other controls, including activities of the internal
audit function, the audit committee, and self-assessment programs;

•

The period-end financial reporting process; and

•

Board-approved policies that address significant business control and
risk management practices.

Note: The controls listed above are not intended to be a complete list
of company-level controls nor is a company required to have all the
controls in the list to support its assessment of effective company-level
controls. However, ineffective company-level controls are a deficiency
that will affect the scope of work performed, particularly when a
company has multiple locations or business units, as described in
Appendix B.
54. Testing company-level controls alone is not sufficient for the purpose of
expressing an opinion on the effectiveness of a company’s internal control over
financial reporting.
55. Evaluating the Effectiveness of the Audit Committee’s Oversight of the
Company’s External Financial Reporting and Internal Control Over Financial
Reporting. The company’s audit committee plays an important role within the
control environment and monitoring components of internal control over finan
cial reporting. Within the control environment, the existence of an effective
audit committee helps to set a positive tone at the top. Within the monitoring
component, an effective audit committee challenges the company’s activities in
the financial arena.

Note: Although the audit committee plays an important role within
the control environment and monitoring components of internal con
trol over financial reporting, management is responsible for maintain
ing effective internal control over financial reporting. This standard
does not suggest that this responsibility has been transferred to the
audit committee.
Note: If no such committee exists with respect to the company, all
references to the audit committee in this standard apply to the entire
board of directors of the company.8 The auditor should be aware that
companies whose securities are not listed on a national securities
exchange or an automated inter-dealer quotation system of a national
securities association (such as the New York Stock Exchange, Ameri
can Stock Exchange, or NASDAQ) may not be required to have
independent directors for their audit committees. In this case, the
auditor should not consider the lack of independent directors at
these companies indicative, by itself, of a control deficiency. Like
wise, the independence requirements of Securities Exchange Act Rule
10A-39 are not applicable to the listing of non-equity securities of a
consolidated or at least 50 percent beneficially owned subsidiary of a
listed issuer that is subject to the requirements of Securities Exchange
Act Rule 10A-3(c)(2).10 Therefore, the auditor should interpret refer
ences to the audit committee in this standard, as applied to a subsidi
ary registrant, as being consistent with the provisions of Securities
8 See 15 U.S.C. 78c(a)58 and 15 U.S.C. 7201(a)(3).
9 See 17 C.F.R. 240.10A-3.
10 See 17 C.F.R. 240.10A-3(c)(2).
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Exchange Act Rule 10A-3(c)(2).n Furthermore, for subsidiary regis
trants, communications required by this standard to be directed to the
audit committee should be made to the same committee or equivalent
body that pre-approves the retention of the auditor by or on behalf of
the subsidiary registrant pursuant to Rule 2-01(c)(7) of Regulation
S-X11
12 (which might be, for example, the audit committee of the
subsidiary registrant, the full board of the subsidiary registrant, or
the audit committee of the subsidiary registrant’s parent). In all cases,
the auditor should interpret the terms “board of directors” and “audit
committee” in this standard as being consistent with provisions for the
use of those terms as defined in relevant SEC rules.

56. The company’s board of directors is responsible for evaluating the perform
ance and effectiveness of the audit committee; this standard does not suggest
that the auditor is responsible for performing a separate and distinct evaluation
of the audit committee. However, because of the role of the audit committee
within the control environment and monitoring components of internal control
over financial reporting, the auditor should assess the effectiveness of the audit
committee as part of understanding and evaluating those components.

57. The aspects of the audit committee’s effectiveness that are important may
vary considerably with the circumstances. The auditor focuses on factors
related to the effectiveness of the audit committee’s oversight of the company’s
external financial reporting and internal control over financial reporting, such
as the independence of the audit committee members from management and
the clarity with which the audit committee’s responsibilities are articulated (for
example, in the audit committee’s charter) and how well the audit committee
and management understand those responsibilities. The auditor might also
consider the audit committee’s involvement and interaction with the inde
pendent auditor and with internal auditors, as well as interaction with key
members of financial management, including the chief financial officer and
chief accounting officer.
58. The auditor might also evaluate whether the right questions are raised
and pursued with management and the auditor, including questions that
indicate an understanding of the critical accounting policies and judgmental
accounting estimates, and the responsiveness to issues raised by the auditor.
59. Ineffective oversight by the audit committee of the company’s external
financial reporting and internal control over financial reporting should be
regarded as at least a significant deficiency and is a strong indicator that a
material weakness in internal control over financial reporting exists.
60. Identifying Significant Accounts. The auditor should identify significant
accounts and disclosures, first at the financial-statement level and then at the
account or disclosure-component level. Determining specific controls to test
begins by identifying significant accounts and disclosures within the financial
statements. When identifying significant accounts, the auditor should evaluate
both quantitative and qualitative factors.

61. An account is significant if there is more than a remote likelihood that the
account could contain misstatements that individually, or when aggregated
with others, could have a material effect on the financial statements, consider
ing the risks of both overstatement and understatement. Other accounts may
11 See 17 C.F.R. 240.10A-3(c)(2).
12 See 17 C.F.R. 210.2-01(c)(7).
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be significant on a qualitative basis based on the expectations of a reasonable
user. For example, investors might be interested in a particular financial
statement account even though it is not quantitatively large because it repre
sents an important performance measure.

Note: For purposes of determining significant accounts, the assess
ment as to likelihood should be made without giving any consideration
to the effectiveness of internal control over financial reporting.

62. Components of an account balance subject to differing risks (inherent and
control) or different controls should be considered separately as potential
significant accounts. For instance, inventory accounts often consist of raw
materials (purchasing process), work in process (manufacturing process), fin
ished goods (distribution process), and an allowance for obsolescence.
63. In some cases, separate components of an account might be a significant
account because of the company’s organizational structure. For example, for a
company that has a number of separate business units, each with different
management and accounting processes, the accounts at each separate business
unit are considered individually as potential significant accounts.
64. An account also may be considered significant because of the exposure to
unrecognized obligations represented by the account. For example, loss re
serves related to a self-insurance program or unrecorded contractual obliga
tions at a construction contracting subsidiary may have historically been
insignificant in amount, yet might represent a more than remote likelihood of
material misstatement due to the existence of material unrecorded claims.

65. When deciding whether an account is significant, it is important for the
auditor to evaluate both quantitative and qualitative factors, including the:
•

Size and composition of the account;

•

Susceptibility of loss due to errors or fraud;

•

Volume of activity, complexity, and homogeneity of the individual
transactions processed through the account;

•

Nature of the account (for example, suspense accounts generally
warrant greater attention);

•

Accounting and reporting complexities associated with the account;

•

Exposure to losses represented by the account (for example, loss
accruals related to a consolidated construction contracting subsidi
ary);

•

Likelihood (or possibility) of significant contingent liabilities arising
from the activities represented by the account;

•

Existence of related party transactions in the account; and

•

Changes from the prior period in account characteristics (for example,
new complexities or subjectivity or new types of transactions).

66. For example, in a financial statement audit, the auditor might not consider
the fixed asset accounts significant when there is a low volume of transactions
and when inherent risk is assessed as low, even though the balances are
material to the financial statements. Accordingly, he or she might decide to
perform only substantive procedures on such balances. In an audit of internal
control over financial reporting, however, such accounts are significant ac
counts because of their materiality to the financial statements.
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67. As another example, the auditor of the financial statements of a financial
institution might not consider trust accounts significant to the institution’s
financial statements because such accounts are not included in the institution’s
balance sheet and the associated fee income generated by trust activities is not
material. However, in determining whether trust accounts are a significant
account for purposes of the audit of internal control over financial reporting,
the auditor should assess whether the activities of the trust department are
significant to the institution’s financial reporting, which also would include
considering the contingent liabilities that could arise if a trust department
failed to fulfill its fiduciary responsibilities (for example, if investments were
made that were not in accordance with stated investment policies). When
assessing the significance of possible contingent liabilities, consideration of the
amount of assets under the trust department’s control may be useful. For this
reason, an auditor who has not considered trust accounts significant accounts
for purposes of the financial statement audit might determine that they are
significant for purposes of the audit of internal control over financial reporting.
68. Identifying Relevant Financial Statement Assertions. For each significant
account, the auditor should determine the relevance of each of these financial
statement assertions:13

•

Existence or occurrence;

•

Completeness;

•

Valuation or allocation;

•

Rights and obligations; and

•

Presentation and disclosure.

69. To identify relevant assertions, the auditor should determine the source
of likely potential misstatements in each significant account. In determining
whether a particular assertion is relevant to a significant account balance or
disclosure, the auditor should evaluate:

•

The nature of the assertion;

•

The volume of transactions or data related to the assertion; and

•

The nature and complexity of the systems, including the use of infor
mation technology by which the company processes and controls
information supporting the assertion.

70. Relevant assertions are assertions that have a meaningful bearing on
whether the account is fairly stated. For example, valuation may not be
relevant to the cash account unless currency translation is involved; however,
existence and completeness are always relevant. Similarly, valuation may not
be relevant to the gross amount of the accounts receivable balance, but is
relevant to the related allowance accounts. Additionally, the auditor might, in
some circumstances, focus on the presentation and disclosure assertion sepa
rately in connection with the period-end financial reporting process.
71. Identifying Significant Processes and Major Classes of Transactions. The
auditor should identify each significant process over each major class of trans
actions affecting significant accounts or groups of accounts. Major classes of
13 See AU sec. 326, Evidential Matter, which provides additional information on financial state
ment assertions.

Audit of Internal Control Over Financial Reporting

1627

transactions are those classes of transactions that are significant to the com
pany’s financial statements. For example, at a company whose sales may be
initiated by customers through personal contact in a retail store or electroni
cally through use of the internet, these types of sales would be two major classes
of transactions within the sales process if they were both significant to the
company’s financial statements. As another example, at a company for which
fixed assets is a significant account, recording depreciation expense would be
a major class of transactions.
72. Different types of major classes of transactions have different levels of
inherent risk associated with them and require different levels of management
supervision and involvement. For this reason, the auditor might further cate
gorize the identified major classes of transactions by transaction type: routine,
nonroutine, and estimation.

•

Routine transactions are recurring financial activities reflected in the
accounting records in the normal course of business (for example,
sales, purchases, cash receipts, cash disbursements, payroll).

•

Nonroutine transactions are activities that occur only periodically (for
example, taking physical inventory, calculating depreciation expense,
adjusting for foreign currencies). A distinguishing feature of non
routine transactions is that data involved are generally not part of the
routine flow of transactions.

•

Estimation transactions are activities that involve management judg
ments or assumptions in formulating account balances in the absence
of a precise means of measurement (for example, determining the
allowance for doubtful accounts, establishing warranty reserves, as
sessing assets for impairment).

73. Most processes involve a series of tasks such as capturing input data,
sorting and merging data, making calculations, updating transactions and
master files, generating transactions, and summarizing and displaying or
reporting data. The processing procedures relevant for the auditor to under
stand the flow of transactions generally are those activities required to initiate,
authorize, record, process and report transactions. Such activities include, for
example, initially recording sales orders, preparing shipping documents and
invoices, and updating the accounts receivable master file. The relevant proc
essing procedures also include procedures for correcting and reprocessing
previously rejected transactions and for correcting erroneous transactions
through adjusting journal entries.

74. For each significant process, the auditor should:
•

Understand the flow of transactions, including how transactions are
initiated, authorized, recorded, processed, and reported.

•

Identify the points within the process at which a misstatement—in
cluding a misstatement due to fraud—related to each relevant finan
cial statement assertion could arise.

•

Identify the controls that management has implemented to address
these potential misstatements.

•

Identify the controls that management has implemented over the
prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets.
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Note: The auditor frequently obtains the understanding and identifies
the controls described above as part of his or her performance of
walkthroughs (as described beginning in paragraph 79).

75. The nature and characteristics of a company’s use of information technology
in its information system affect the company’s internal control over financial
reporting. AU sec. 319, Consideration ofInternal Control in a Financial Statement
Audit, paragraphs .16 through .20, .30 through .32, and .77 through .79, discuss
the effect of information technology on internal control over financial reporting.
76. Understanding the Period-End Financial Reporting Process. The periodend financial reporting process includes the following:

•

The procedures used to enter transaction totals into the general ledger;

•

The procedures used to initiate, authorize, record, and process journal
entries in the general ledger;

•

Other procedures used to record recurring and nonrecurring adjust
ments to the annual and quarterly financial statements, such as
consolidating adjustments, report combinations, and classifications;
and

•

Procedures for drafting annual and quarterly financial statements
and related disclosures.

77. As part of understanding and evaluating the period-end financial report
ing process, the auditor should evaluate:

•

The inputs, procedures performed, and outputs of the processes the
company uses to produce its annual and quarterly financial state
ments;

•

The extent of information technology involvement in each period-end
financial reporting process element;

•

Who participates from management;

•

The number of locations involved;

•

Types of adjusting entries (for example, standard, nonstandard, elimi
nating, and consolidating); and

•

The nature and extent of the oversight of the process by appropriate
parties, including management, the board of directors, and the audit
committee.

78. The period-end financial reporting process is always a significant process
because of its importance to financial reporting and to the auditor’s opinions
on internal control over financial reporting and the financial statements. The
auditor’s understanding of the company’s period-end financial reporting proc
ess and how it interrelates with the company’s other significant processes
assists the auditor in identifying and testing controls that are the most relevant
to financial statement risks.
79. Performing Walkthroughs. The auditor should perform at least one walk
through for each major class of transactions (as identified in paragraph 71). In
a walkthrough, the auditor traces a transaction from origination through the
company’s information systems until it is reflected in the company’s financial
reports. Walkthroughs provide the auditor with evidence to:
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•

Confirm the auditor’s understanding of the process flow of transac
tions;

•

Confirm the auditor’s understanding of the design of controls identi
fied for all five components of internal control over financial reporting,
including those related to the prevention or detection of fraud;

•

Confirm that the auditor’s understanding of the process is complete
by determining whether all points in the process at which misstate
ments related to each relevant financial statement assertion that
could occur have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

Note: The auditor can often gain an understanding of the transaction
flow, identify and understand controls, and conduct the walkthrough
simultaneously.
80. The auditor’s walkthroughs should encompass the entire process of initi
ating, authorizing, recording, processing, and reporting individual transactions
and controls for each of the significant processes identified, including controls
intended to address the risk of fraud. During the walkthrough, at each point
at which important processing procedures or controls occur, the auditor should
question the company’s personnel about their understanding of what is re
quired by the company’s prescribed procedures and controls and determine
whether the processing procedures are performed as originally understood and
on a timely basis. (Controls might not be performed regularly but still be
timely.) During the walkthrough, the auditor should be alert for exceptions to
the company’s prescribed procedures and controls.

81. While performing a walkthrough, the auditor should evaluate the quality
of the evidence obtained and perform walkthrough procedures that produce a
level of evidence consistent with the objectives listed in paragraph 79. Rather
than reviewing copies of documents and making inquiries of a single person at
the company, the auditor should follow the process flow of actual transactions
using the same documents and information technology that company personnel
use and make inquiries of relevant personnel involved in significant aspects of
the process or controls. To corroborate information at various points in the
walkthrough, the auditor might ask personnel to describe their understanding
of the previous and succeeding processing or control activities and to demon
strate what they do. In addition, inquiries should include follow-up questions
that could help identify the abuse of controls or indicators of fraud. Examples
of follow-up inquiries include asking personnel:
•

What they do when they find an error or what they are looking for to
determine if there is an error (rather than simply asking them if they
perform listed procedures and controls); what kind of errors they have
found; what happened as a result of finding the errors, and how the
errors were resolved. If the person being interviewed has never found
an error, the auditor should evaluate whether that situation is due to
good preventive controls or whether the individual performing the
control lacks the necessary skills.

•

Whether they have ever been asked to override the process or controls,
and if so, to describe the situation, why it occurred, and what happened.
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82. During the period under audit, when there have been significant changes
in the process flow of transactions, including the supporting computer applica
tions, the auditor should evaluate the nature of the change(s) and the effect on
related accounts to determine whether to walk through transactions that were
processed both before and after the change.
Note: Unless significant changes in the process flow of transactions,
including the supporting computer applications, make it more efficient
for the auditor to prepare new documentation of a walkthrough, the
auditor may carry his or her documentation forward each year, after
updating it for any changes that have taken place.
83. Identifying Controls to Test. The auditor should obtain evidence about the
effectiveness of controls (either by performing tests of controls himself or
herself, or by using the work of others)14 for all relevant assertions related to
all significant accounts and disclosures in the financial statements. After
identifying significant accounts, relevant assertions, and significant processes,
the auditor should evaluate the following to identify the controls to be tested:

•

Points at which errors or fraud could occur;

•

The nature of the controls implemented by management;

•

The significance of each control in achieving the objectives of the
control criteria and whether more than one control achieves a particu
lar objective or whether more than one control is necessary to achieve
a particular objective; and

•

The risk that the controls might not be operating effectively. Factors
that affect whether the control might not be operating effectively
include the following:
—

Whether there have been changes in the volume or nature of
transactions that might adversely affect control design or operat
ing effectiveness;

—

Whether there have been changes in the design of controls;

—

The degree to which the control relies on the effectiveness of other
controls (for example, the control environment or information
technology general controls);

—

Whether there have been changes in key personnel who perform
the control or monitor its performance;

—

Whether the control relies on performance by an individual or is
automated; and

—

The complexity of the control.

84. The auditor should clearly link individual controls with the significant
accounts and assertions to which they relate.

85. The auditor should evaluate whether to test preventive controls, detective
controls, or a combination of both for individual relevant assertions related to
individual significant accounts. For instance, when performing tests of preven
tive and detective controls, the auditor might conclude that a deficient preven
tive control could be compensated for by an effective detective control and,
therefore, not result in a significant deficiency or material weakness. For example,
a monthly reconciliation control procedure, which is a detective control, might
14 See paragraphs 108 through 126 for additional direction on using the work of others.
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detect an out-of-balance situation resulting from an unauthorized transaction
being initiated due to an ineffective authorization procedure, which is a pre
ventive control. When determining whether the detective control is effective,
the auditor should evaluate whether the detective control is sufficient to
achieve the control objective to which the preventive control relates.

Note: Because effective internal control over financial reporting often
includes a combination of preventive and detective controls, the audi
tor ordinarily will test a combination of both.

86. The auditor should apply tests of controls to those controls that are
important to achieving each control objective. It is neither necessary to test all
controls nor is it necessary to test redundant controls (that is, controls that
duplicate other controls that achieve the same objective and already have been
tested), unless redundancy is itself a control objective, as in the case of certain
computer controls.
87. Appendix B, paragraphs B1 through B17, provide additional direction to
the auditor in determining which controls to test when a company has multiple
locations or business units. In these circumstances, the auditor should deter
mine significant accounts and their relevant assertions, significant processes,
and major classes of transactions based on those that are relevant and signifi
cant to the consolidated financial statements. Having made those determina
tions in relation to the consolidated financial statements, the auditor should
then apply the directions in Appendix B.
Testing and Evaluating Design Effectiveness

88. Internal control over financial reporting is effectively designed when the
controls complied with would be expected to prevent or detect errors or fraud
that could result in material misstatements in the financial statements. The
auditor should determine whether the company has controls to meet the
objectives of the control criteria by:

•

Identifying the company’s control objectives in each area;

•

Identifying the controls that satisfy each objective; and

•

Determining whether the controls, if operating properly, can effec
tively prevent or detect errors or fraud that could result in material
misstatements in the financial statements.

89. Procedures the auditor performs to test and evaluate design effectiveness
include inquiry, observation, walkthroughs, inspection of relevant documenta
tion, and a specific evaluation of whether the controls are likely to prevent or
detect errors or fraud that could result in misstatements if they are operated
as prescribed by appropriately qualified persons.
90. The procedures that the auditor performs in evaluating management’s
assessment process and obtaining an understanding of internal control over
financial reporting also provide the auditor with evidence about the design
effectiveness of internal control over financial reporting.
91. The procedures the auditor performs to test and evaluate design effective
ness also might provide evidence about operating effectiveness.
Testing and Evaluating Operating Effectiveness

92. An auditor should evaluate the operating effectiveness of a control by
determining whether the control is operating as designed and whether the
person performing the control possesses the necessary authority and qualifica
tions to perform the control effectively.
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93. Nature of Tests of Controls. Tests of controls over operating effectiveness
should include a mix of inquiries of appropriate personnel, inspection of
relevant documentation, observation of the company’s operations, and reper
formance of the application of the control. For example, the auditor might
observe the procedures for opening the mail and processing cash receipts to test
the operating effectiveness of controls over cash receipts. Because an observa
tion is pertinent only at the point in time at which it is made, the auditor should
supplement the observation with inquiries of company personnel and inspec
tion of documentation about the operation of such controls at other times. These
inquiries might be made concurrently with performing walkthroughs.

94. Inquiry is a procedure that consists of seeking information, both financial
and nonfinancial, of knowledgeable persons throughout the company. Inquiry
is used extensively throughout the audit and often is complementary to per
forming other procedures. Inquiries may range from formal written inquiries
to informal oral inquiries.
95. Evaluating responses to inquiries is an integral part of the inquiry proce
dure. Examples of information that inquiries might provide include the skill
and competency of those performing the control, the relative sensitivity of the
control to prevent or detect errors or fraud, and the frequency with which the
control operates to prevent or detect errors or fraud. Responses to inquiries
might provide the auditor with information not previously possessed or with
corroborative evidence. Alternatively, responses might provide information
that differs significantly from other information the auditor obtains (for exam
ple, information regarding the possibility of management override of controls).
In some cases, responses to inquiries provide a basis for the auditor to modify
or perform additional procedures.
96. Because inquiry alone does not provide sufficient evidence to support the
operating effectiveness of a control, the auditor should perform additional tests
of controls. For example, if the company implements a control activity whereby
its sales manager reviews and investigates a report of invoices with unusually
high or low gross margins, inquiry of the sales manager as to whether he or she
investigates discrepancies would be inadequate. To obtain sufficient evidence
about the operating effectiveness of the control, the auditor should corroborate
the sales manager’s responses by performing other procedures, such as inspect
ing reports or other documentation used in or generated by the performance of
the control, and evaluate whether appropriate actions were taken regarding
discrepancies.
97. The nature of the control also influences the nature of the tests of controls
the auditor can perform. For example, the auditor might examine documents
regarding controls for which documentary evidence exists. However, documen
tary evidence regarding some aspects of the control environment, such as
management’s philosophy and operating style, might not exist. In circum
stances in which documentary evidence of controls or the performance of
controls does not exist and is not expected to exist, the auditor’s tests of controls
would consist of inquiries of appropriate personnel and observation of company
activities. As another example, a signature on a voucher package to indicate
that the signer approved it does not necessarily mean that the person carefully
reviewed the package before signing. The package may have been signed based
on only a cursory review (or without any review). As a result, the quality of the
evidence regarding the effective operation of the control might not be suffi
ciently persuasive. If that is the case, the auditor should reperform the control
(for example, checking prices, extensions, and additions) as part of the test of
the control. In addition, the auditor might inquire of the person responsible for
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approving voucher packages what he or she looks for when approving packages
and how many errors have been found within voucher packages. The auditor
also might inquire of supervisors whether they have any knowledge of errors
that the person responsible for approving the voucher packages failed to detect.

98. Timing of Tests of Controls. The auditor must perform tests of controls over
a period of time that is adequate to determine whether, as of the date specified
in management’s report, the controls necessary for achieving the objectives of
the control criteria are operating effectively. The period of time over which the
auditor performs tests of controls varies with the nature of the controls being
tested and with the frequency with which specific controls operate and specific
policies are applied. Some controls operate continuously (for example, controls
over sales), while others operate only at certain times (for example, controls
over the preparation of monthly or quarterly financial statements and controls
over physical inventory counts).
99. The auditor’s testing of the operating effectiveness of such controls should
occur at the time the controls are operating. Controls “as of" a specific date
encompass controls that are relevant to the company’s internal control over
financial reporting “as of" that specific date, even though such controls might
not operate until after that specific date. For example, some controls over the
period-end financial reporting process normally operate only after the “as of"
date. Therefore, if controls over the December 31, 20X4 period-end financial
reporting process operate in January 20X5, the auditor should test the control
operating in January 20X5 to have sufficient evidence of operating effectiveness
“as of” December 31, 20X4.

100. When the auditor reports on the effectiveness of controls “as of" a specific
date and obtains evidence about the operating effectiveness of controls at an
interim date, he or she should determine what additional evidence to obtain
concerning the operation of the control for the remaining period. In making
that determination, the auditor should evaluate:
•

The specific controls tested prior to the “as of" date and the results of
those tests;

•

The degree to which evidence about the operating effectiveness of
those controls was obtained;

•

The length of the remaining period; and

•

The possibility that there have been any significant changes in inter
nal control over financial reporting subsequent to the interim date.

101. For controls over significant nonroutine transactions, controls over ac
counts or processes with a high degree of subjectivity or judgment in measure
ment, or controls over the recording of period-end adjustments, the auditor
should perform tests of controls closer to or at the “as of" date rather than at
an interim date. However, the auditor should balance performing the tests of
controls closer to the “as of” date with the need to obtain sufficient evidence of
operating effectiveness.

102. Prior to the date specified in management’s report, management might
implement changes to the company’s controls to make them more effective or
efficient or to address control deficiencies. In that case, the auditor might not
need to evaluate controls that have been superseded. For example, if the auditor
determines that the new controls achieve the related objectives of the control
criteria and have been in effect for a sufficient period to permit the auditor to
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assess their design and operating effectiveness by performing tests of con
trols,15 he or she will not need to evaluate the design and operating effective
ness of the superseded controls for purposes of expressing an opinion on
internal control over financial reporting.

103. As discussed in paragraph 207, however, the auditor must communicate
all identified significant deficiencies and material weaknesses in controls to the
audit committee in writing. In addition, the auditor should evaluate how the
design and operating effectiveness of the superseded controls relates to the
auditor’s reliance on controls for financial statement audit purposes.

104. Extent of Tests of Controls. Each year the auditor must obtain sufficient
evidence about whether the company’s internal control over financial reporting,
including the controls for all internal control components, is operating effec
tively. This means that each year the auditor must obtain evidence about the
effectiveness of controls for all relevant assertions related to all significant
accounts and disclosures in the financial statements. The auditor also should
vary from year to year the nature, timing, and extent of testing of controls to
introduce unpredictability into the testing and respond to changes in circum
stances. For example, each year the auditor might test the controls at a different
interim period; increase or reduce the number and types of tests performed; or
change the combination of procedures used.
105. In determining the extent of procedures to perform, the auditor should
design the procedures to provide a high level of assurance that the control being
tested is operating effectively. In making this determination, the auditor should
assess the following factors:
•

Nature of the control. The auditor should subject manual controls to
more extensive testing than automated controls. In some circum
stances, testing a single operation of an automated control may be
sufficient to obtain a high level of assurance that the control operated
effectively, provided that information technology general controls also
are operating effectively. For manual controls, sufficient evidence
about the operating effectiveness of the controls is obtained by evalu
ating multiple operations of the control and the results of each opera
tion. The auditor also should assess the complexity of the controls, the
significance of the judgments that must be made in connection with
their operation, and the level of competence of the person performing
the controls that is necessary for the control to operate effectively. As
the complexity and level of judgment increase or the level of compe
tence of the person performing the control decreases, the extent of the
auditor’s testing should increase.

•

Frequency of operation. Generally, the more frequently a manual
control operates, the more operations of the control the auditor should
test. For example, for a manual control that operates in connection
with each transaction, the auditor should test multiple operations of
the control over a sufficient period of time to obtain a high level of
assurance that the control operated effectively. For controls that
operate less frequently, such as monthly account reconciliations and
controls over the period-end financial reporting process, the auditor

15 Paragraph 179 provides reporting directions in these circumstances when the auditor has not
been able to obtain evidence that the new controls were appropriately designed or have been
operating effectively for a sufficient period of time.
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may test significantly fewer operations of the control. However, the
auditor’s evaluation of each operation of controls operating less fre
quently is likely to be more extensive. For example, when evaluating
the operation of a monthly exception report, the auditor should evalu
ate whether the judgments made with regard to the disposition of the
exceptions were appropriate and adequately supported.
Note: When sampling is appropriate and the population of con
trols to be tested is large, increasing the population size does not
proportionately increase the required sample size.

•

Importance of the control. Controls that are relatively more important
should be tested more extensively. For example, some controls may
address multiple financial statement assertions, and certain periodend detective controls might be considered more important than
related preventive controls. The auditor should test more operations
of such controls or, if such controls operate infrequently, the auditor
should evaluate each operation of the control more extensively.

106. Use of Professional Skepticism when Evaluating the Results of Testing.
The auditor must conduct the audit of internal control over financial reporting
and the audit of the financial statements with professional skepticism, which
is an attitude that includes a questioning mind and a critical assessment of
audit evidence. For example, even though a control is performed by the same
employee whom the auditor believes performed the control effectively in prior
periods, the control may not be operating effectively during the current period
because the employee could have become complacent, distracted, or otherwise
not be effectively carrying out his or her responsibilities. Also, regardless of any
past experience with the entity or the auditor’s beliefs about management’s
honesty and integrity, the auditor should recognize the possibility that a
material misstatement due to fraud could be present. Furthermore, profes
sional skepticism requires the auditor to consider whether evidence obtained
suggests that a material misstatement due to fraud has occurred. In exercising
professional skepticism in gathering and evaluating evidence, the auditor must
not be satisfied with less-than-persuasive evidence because of a belief that
management is honest.
107. When the auditor identifies exceptions to the company’s prescribed
control procedures, he or she should determine, using professional skepticism,
the effect of the exception on the nature and extent of additional testing that
may be appropriate or necessary and on the operating effectiveness of the
control being tested. A conclusion that an identified exception does not repre
sent a control deficiency is appropriate only if evidence beyond what the auditor
had initially planned and beyond inquiry supports that conclusion.

Using the Work of Others
108. In all audits of internal control over financial reporting, the auditor must
perform enough of the testing himself or herself so that the auditor’s own work
provides the principal evidence for the auditor’s opinion. The auditor may,
however, use the work of others to alter the nature, timing, or extent of the
work he or she otherwise would have performed. For these purposes, the work
of others includes relevant work performed by internal auditors, company
personnel (in addition to internal auditors), and third parties working under
the direction of management or the audit committee that provides information
about the effectiveness of internal control over financial reporting.
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Note: Because the amount of work related to obtaining sufficient
evidence to support an opinion about the effectiveness of controls is
not susceptible to precise measurement, the auditor’s judgment about
whether he or she has obtained the principal evidence for the opinion
will be qualitative as well as quantitative. For example, the auditor
might give more weight to work he or she performed on pervasive
controls and in areas such as the control environment than on other
controls, such as controls over low-risk, routine transactions.

109. The auditor should evaluate whether to use the work performed by others
in the audit of internal control over financial reporting. To determine the extent
to which the auditor may use the work of others to alter the nature, timing, or
extent of the work the auditor would have otherwise performed, in addition to
obtaining the principal evidence for his or her opinion, the auditor should:
a.

Evaluate the nature of the controls subjected to the work of others
(See paragraphs 112 through 116);

b.

Evaluate the competence and objectivity of the individuals who
performed the work (See paragraphs 117 through 122); and

c.

Test some of the work performed by others to evaluate the quality
and effectiveness of their work (See paragraphs 123 through 125).

Note: AU sec. 322, The Auditor’s Consideration of the Internal Audit
Function in an Audit of Financial Statements, applies to using the
work of internal auditors in an audit of the financial statements. The
auditor may apply the relevant concepts described in that section to
using the work of others in the audit of internal control over financial
reporting.
110. The auditor must obtain sufficient evidence to support his or her opinion.
Judgments about the sufficiency of evidence obtained and other factors affect
ing the auditor’s opinion, such as the significance of identified control deficien
cies, should be those of the auditor. Evidence obtained through the auditor’s
direct personal knowledge, observation, reperformance, and inspection is gen
erally more persuasive than information obtained indirectly from others, such
as from internal auditors, other company personnel, or third parties working
under the direction of management.

111. The requirement that the auditor’s own work must provide the principal
evidence for the auditor’s opinion is one of the boundaries within which the
auditor determines the work he or she must perform himself or herself in the
audit of internal control over financial reporting. Paragraphs 112 through 125
provide more specific and definitive direction on how the auditor makes this
determination, but the directions allow the auditor significant flexibility to use
his or her judgment to determine the work necessary to obtain the principal
evidence and to determine when the auditor can use the work of others rather
than perform the work himself or herself. Regardless of the auditor’s determi
nation of the work that he or she must perform himself or herself, the auditor’s
responsibility to report on the effectiveness of internal control over financial
reporting rests solely with the auditor; this responsibility cannot be shared with
the other individuals whose work the auditor uses. Therefore, when the auditor
uses the work of others, the auditor is responsible for the results of their work.
112. Evaluating the Nature of the Controls Subjected to the Work of Others.
The auditor should evaluate the following factors when evaluating the nature
of the controls subjected to the work of others. As these factors increase in
significance, the need for the auditor to perform his or her own work on those
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controls increases. As these factors decrease in significance, the need for the
auditor to perform his or her own work on those controls decreases.
•

The materiality of the accounts and disclosures that the control ad
dresses and the risk of material misstatement.

•

The degree of judgment required to evaluate the operating effective
ness of the control (that is, the degree to which the evaluation of the
effectiveness of the control requires evaluation of subjective factors
rather than objective testing).

•

The pervasiveness of the control.

•

The level of judgment or estimation required in the account or disclo
sure.

•

The potential for management override of the control.

113. Because of the nature of the controls in the control environment, the
auditor should not use the work of others to reduce the amount of work he or
she performs on controls in the control environment. The auditor should,
however, consider the results of work performed in this area by others because
it might indicate the need for the auditor to increase his or her work.
114. The control environment encompasses the following factors:16
•

Integrity and ethical values;

•

Commitment to competence;

•

Board of directors or audit committee participation;

•

Management’s philosophy and operating style;

•

Organizational structure;

•

Assignment of authority and responsibility; and

•

Human resource policies and procedures.

115. Controls that are part of the control environment include, but are not
limited to, controls specifically established to prevent and detect fraud that is
at least reasonably possible to result in material misstatement of the financial
statements.

Note: The term “reasonably possible” has the same meaning as in FAS
No. 5. See the first note to paragraph 9 for further discussion.
116. The auditor should perform the walkthroughs (as discussed beginning at
paragraph 79) himself or herself because of the degree ofjudgment required in
performing this work. However, to provide additional evidence, the auditor may
also review the work of others who have performed and documented walk
throughs. In evaluating whether his or her own evidence provides the principal
evidence, the auditor’s work on the control environment and in performing
walkthroughs constitutes an important part of the auditor’s own work.

117. Evaluating the Competence and Objectivity of Others. The extent to which
the auditor may use the work of others depends on the degree of competence
and objectivity of the individuals performing the work. The higher the degree
16 See the COSO report and paragraph .110 of AU sec. 319, Internal Control in a Financial
Statement Audit, for additional information about the factors included in the control environment.
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of competence and objectivity, the greater use the auditor may make of the
work; conversely, the lower the degree of competence and objectivity, the less
use the auditor may make of the work. Further, the auditor should not use the
work of individuals who have a low degree of objectivity, regardless of their
level of competence. Likewise, the auditor should not use the work of individu
als who have a low level of competence regardless of their degree of objectivity.

118. When evaluating the competence and objectivity of the individuals per
forming the tests of controls, the auditor should obtain, or update information
from prior years, about the factors indicated in the following paragraph. The
auditor should determine whether to test the existence and quality of those
factors and, if so, the extent to which to test the existence and quality of those
factors, based on the intended effect of the work of others on the audit of internal
control over financial reporting.
119. Factors concerning the competence of the individuals performing the
tests of controls include:
•

Their educational level and professional experience.

•

Their professional certification and continuing education.

•

Practices regarding the assignment of individuals to work areas.

•

Supervision and review of their activities.

•

Quality of the documentation of their work, including any reports or
recommendations issued.

•

Evaluation of their performance.

120. Factors concerning the objectivity of the individuals performing the tests
of controls include:
•

•

The organizational status of the individuals responsible for the work
of others (“testing authority”) in testing controls, including—

a.

Whether the testing authority reports to an officer of sufficient
status to ensure sufficient testing coverage and adequate con
sideration of, and action on, the findings and recommendations
of the individuals performing the testing.

b.

Whether the testing authority has direct access and reports
regularly to the board of directors or the audit committee.

c.

Whether the board of directors or the audit committee oversees
employment decisions related to the testing authority.

Policies to maintain the individuals’ objectivity about the areas being
tested, including—
a.

Policies prohibiting individuals from testing controls in areas in
which relatives are employed in important or internal controlsensitive positions.

b.

Policies prohibiting individuals from testing controls in areas to
which they were recently assigned or are scheduled to be as
signed upon completion of their controls testing responsibilities.

121. Internal auditors normally are expected to have greater competence with
regard to internal control over financial reporting and objectivity than other
company personnel. Therefore, the auditor may be able to use their work to a
greater extent than the work of other company personnel. This is particularly
true in the case of internal auditors who follow the International Standards for
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the Professional Practice ofInternal Auditing issued by the Institute of Internal
Auditors. If internal auditors have performed an extensive amount of relevant
work and the auditor determines they possess a high degree of competence and
objectivity, the auditor could use their work to the greatest extent an auditor
could use the work of others. On the other hand, if the internal audit function
reports solely to management, which would reduce internal auditors’ objectiv
ity, or if limited resources allocated to the internal audit function result in very
limited testing procedures on its part or reduced competency of the internal
auditors, the auditor should use their work to a much lesser extent and perform
more of the testing himself or herself.
122. When determining how the work of others will alter the nature, timing,
or extent of the auditor’s work, the auditor should assess the interrelationship
of the nature of the controls, as discussed in paragraph 112, and the competence
and objectivity of those who performed the work, as discussed in paragraphs
117 through 121. As the significance of the factors listed in paragraph 112
increases, the ability of the auditor to use the work of others decreases at the
same time that the necessary level of competence and objectivity of those who
perform the work increases. For example, for some pervasive controls, the
auditor may determine that using the work of internal auditors to a limited
degree would be appropriate and that using the work of other company
personnel would not be appropriate because other company personnel do not
have a high enough degree of objectivity as it relates to the nature of the
controls.
123. Testing the Work of Others. The auditor should test some of the work of
others to evaluate the quality and effectiveness of the work. The auditor’s tests
of the work of others may be accomplished by either (a) testing some of the
controls that others tested or (b) testing similar controls not actually tested by
others.
124. The nature and extent of these tests depend on the effect of the work of
others on the auditor’s procedures but should be sufficient to enable the auditor
to make an evaluation of the overall quality and effectiveness of the work the
auditor is considering. The auditor also should assess whether this evaluation
has an effect on his or her conclusions about the competence and objectivity of
the individuals performing the work.
125. In evaluating the quality and effectiveness of the work of others, the
auditor should evaluate such factors as to whether the:

•

Scope of work is appropriate to meet the objectives.

•

Work programs are adequate.

•

Work performed is adequately documented, including evidence of
supervision and review.

•

Conclusions are appropriate in the circumstances.

•

Reports are consistent with the results of the work performed.

126. The following examples illustrate how to apply the directions discussed
in this section:
•

Controls over the period-end financial reporting process. Many of the
controls over the period-end financial reporting process address sig
nificant risks of misstatement of the accounts and disclosures in the
annual and quarterly financial statements, may require significant
judgment to evaluate their operating effectiveness, may have a higher
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potential for management override, and may affect accounts that
require a high level of judgment or estimation. Therefore, the auditor
could determine that, based on the nature of controls over the periodend financial reporting process, he or she would need to perform more
of the tests of those controls himself or herself. Further, because of the
nature of the controls, the auditor should use the work of others only
if the degree of competence and objectivity of the individuals perform
ing the work is high; therefore, the auditor might use the work of
internal auditors to some extent but not the work of others within the
company.
•

Information technology general controls. Information technology gen
eral controls are part of the control activities component of internal
control; therefore, the nature of the controls might permit the auditor
to use the work of others. For example, program change controls over
routine maintenance changes may have a highly pervasive effect, yet
involve a low degree of judgment in evaluating their operating effec
tiveness, can be subjected to objective testing, and have a low potential
for management override. Therefore, the auditor could determine
that, based on the nature of these program change controls, the auditor
could use the work of others to a moderate extent so long as the degree
of competence and objectivity of the individuals performing the test is
at an appropriate level. On the other hand, controls to detect attempts
to override controls that prevent unauthorized journal entries from
being posted may have a highly pervasive effect, may involve a high
degree of judgment in evaluating their operating effectiveness, may
involve a subjective evaluation, and may have a reasonable possibility
for management override. Therefore, the auditor could determine
that, based on the nature of these controls over systems access, he or
she would need to perform more of the tests of those controls himself
or herself. Further, because of the nature of the controls, the auditor
should use the work of others only if the degree of competence and
objectivity of the individuals performing the tests is high.

•

Management self-assessment ofcontrols. As described in paragraph 40,
management may test the operating effectiveness of controls using a
self-assessment process. Because such an assessment is made by the
same personnel who are responsible for performing the control, the
individuals performing the self-assessment do not have sufficient
objectivity as it relates to the subject matter. Therefore, the auditor
should not use their work.

•

Controls over the calculation of depreciation of fixed assets. Controls
over the calculation of depreciation of fixed assets are usually not
pervasive, involve a low degree of judgment in evaluating their oper
ating effectiveness, and can be subjected to objective testing. If these
conditions describe the controls over the calculation of depreciation of
fixed assets and if there is a low potential for management override,
the auditor could determine that, based on the nature of these controls,
the auditor could use the work of others to a large extent (perhaps
entirely) so long as the degree of competence and objectivity of the
individuals performing the test is at an appropriate level.

•

Alternating tests of controls. Many of the controls over accounts pay
able, including controls over cash disbursements, are usually not
pervasive, involve a low degree of judgment in evaluating their oper
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ating effectiveness, can be subjected to objective testing, and have a
low potential for management override. When these conditions de
scribe the controls over accounts payable, the auditor could determine
that, based on the nature of these controls, he or she could use the
work of others to a large extent (perhaps entirely) so long as the degree
of competence and objectivity of the individuals performing the test is
at an appropriate level. However, if the company recently imple
mented a major information technology change that significantly
affected controls over cash disbursements, the auditor might decide to
use the work of others to a lesser extent in the audit immediately
following the information technology change and then return, in
subsequent years, to using the work of others to a large extent in this
area. As another example, the auditor might use the work of others
for testing controls over the depreciation of fixed assets (as described
in the point above) for several years’ audits but decide one year to
perform some extent of the work himself or herself to gain an under
standing of these controls beyond that provided by performing a
walkthrough.
Forming an Opinion on the Effectiveness of Internal Control Over
Financial Reporting

127. When forming an opinion on internal control over financial reporting, the
auditor should evaluate all evidence obtained from all sources, including:
•

The adequacy of the assessment performed by management and the
results of the auditor’s evaluation of the design and tests of operating
effectiveness of controls;

•

The negative results of substantive procedures performed during the
financial statement audit (for example, recorded and unrecorded ad
justments identified as a result of the performance of the auditing
procedures); and

•

Any identified control deficiencies.

128. As part of this evaluation, the auditor should review all reports issued
during the year by internal audit (or similar functions, such as loan review in
a financial institution) that address controls related to internal control over
financial reporting and evaluate any control deficiencies identified in those
reports. This review should include reports issued by internal audit as a result
of operational audits or specific reviews of key processes if those reports address
controls related to internal control over financial reporting.

129. Issuing an Unqualified Opinion. The auditor may issue an unqualified
opinion only when there are no identified material weaknesses and when there
have been no restrictions on the scope of the auditor’s work. The existence of a
material weakness requires the auditor to express an adverse opinion on the
effectiveness of internal control over financial reporting (See paragraph 175),
while a scope limitation requires the auditor to express a qualified opinion or
a disclaimer of opinion, depending on the significance of the limitation in scope
(See paragraph 178).
130. Evaluating Deficiencies in Internal Control Over Financial Reporting.
The auditor must evaluate identified control deficiencies and determine
whether the deficiencies, individually or in combination, are significant defi
ciencies or material weaknesses. The evaluation of the significance of a defi
ciency should include both quantitative and qualitative factors.
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131. The auditor should evaluate the significance of a deficiency in internal
control over financial reporting initially by determining the following:
•

The likelihood that a deficiency, or a combination of deficiencies, could
result in a misstatement of an account balance or disclosure; and

•

The magnitude of the potential misstatement resulting from the
deficiency or deficiencies.

132. The significance of a deficiency in internal control over financial reporting
depends on the potential for a misstatement, not on whether a misstatement
actually has occurred.
133. Several factors affect the likelihood that a deficiency, or a combination of
deficiencies, could result in a misstatement of an account balance or disclosure.
The factors include, but are not limited to, the following:
•

The nature of the financial statement accounts, disclosures, and as
sertions involved; for example, suspense accounts and related party
transactions involve greater risk.

•

The susceptibility of the related assets or liability to loss or fraud; that
is, greater susceptibility increases risk.

•

The subjectivity, complexity, or extent of judgment required to deter
mine the amount involved; that is, greater subjectivity, complexity, or
judgment, like that related to an accounting estimate, increases risk.

•

The cause and frequency of known or detected exceptions for the
operating effectiveness of a control; for example, a control with an
observed non-negligible deviation rate is a deficiency.

•

The interaction or relationship of the control with other controls; that
is, the interdependence or redundancy of the control.

•

The interaction of the deficiencies; for example, when evaluating a
combination of two or more deficiencies, whether the deficiencies could
affect the same financial statement accounts and assertions.

•

The possible future consequences of the deficiency.

134. When evaluating the likelihood that a deficiency or combination of
deficiencies could result in a misstatement, the auditor should evaluate how
the controls interact with other controls. There are controls, such as informa
tion technology general controls, on which other controls depend. Some controls
function together as a group of controls. Other controls overlap, in the sense
that these other controls achieve the same objective.
135. Several factors affect the magnitude of the misstatement that could result
from a deficiency or deficiencies in controls. The factors include, but are not
limited to, the following:
•

The financial statement amounts or total of transactions exposed to
the deficiency.

•

The volume of activity in the account balance or class of transactions
exposed to the deficiency that has occurred in the current period or
that is expected in future periods.

136. In evaluating the magnitude of the potential misstatement, the auditor
should recognize that the maximum amount that an account balance or total
of transactions can be overstated is generally the recorded amount. However,
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the recorded amount is not a limitation on the amount of potential under
statement. The auditor also should recognize that the risk of misstatement
might be different for the maximum possible misstatement than for lesser
possible amounts.
137. When evaluating the significance of a deficiency in internal control over
financial reporting, the auditor also should determine the level of detail and
degree of assurance that would satisfy prudent officials in the conduct of their
own affairs that they have reasonable assurance that transactions are recorded
as necessary to permit the preparation of financial statements in conformity
with generally accepted accounting principles. If the auditor determines that
the deficiency would prevent prudent officials in the conduct of their own affairs
from concluding that they have reasonable assurance,17 then the auditor
should deem the deficiency to be at least a significant deficiency. Having
determined in this manner that a deficiency represents a significant deficiency,
the auditor must further evaluate the deficiency to determine whether indi
vidually, or in combination with other deficiencies, the deficiency is a material
weakness.

Note: Paragraphs 9 and 10 provide the definitions of significant
deficiency and material weakness, respectively.

138. Inadequate documentation of the design of controls and the absence of
sufficient documented evidence to support management’s assessment of the
operating effectiveness of internal control over financial reporting are control
deficiencies. As with other control deficiencies, the auditor should evaluate
these deficiencies as to their significance.
139. The interaction of qualitative considerations that affect internal control
over financial reporting with quantitative considerations ordinarily results in
deficiencies in the following areas being at least significant deficiencies in
internal control over financial reporting:
•

Controls over the selection and application of accounting policies that
are in conformity with generally accepted accounting principles;

•

Antifraud programs and controls;

•

Controls over non-routine and non-systematic transactions; and

•

Controls over the period-end financial reporting process, including
controls over procedures used to enter transaction totals into the
general ledger; initiate, authorize, record, and process journal entries
into the general ledger; and record recurring and nonrecurring adjust
ments to the financial statements.

140. Each of the following circumstances should be regarded as at least a
significant deficiency and as a strong indicator that a material weakness in
internal control over financial reporting exists:

•

Restatement of previously issued financial statements to reflect the
correction of a misstatement.

Note: The correction of a misstatement includes misstatements due
to error or fraud; it does not include restatements to reflect a change
in accounting principle to comply with a new accounting principle or
17 See SEC Staff Accounting Bulletin Topic 1M2, Immaterial Misstatements That Are Intentional,
for further discussion about the level of detail and degree of assurance that would satisfy prudent
officials in the conduct of their own affairs.
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a voluntary change from one generally accepted accounting prin
ciple to another generally accepted accounting principle.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by
the company’s internal control over financial reporting. (This is a
strong indicator of a material weakness even if management sub
sequently corrects the misstatement.)

•

Oversight of the company’s external financial reporting and internal
control over financial reporting by the company’s audit committee is
ineffective. (Paragraphs 55 through 59 present factors to evaluate
when determining whether the audit committee is ineffective.)

•

The internal audit function or the risk assessment function is ineffec
tive at a company for which such a function needs to be effective for the
company to have an effective monitoring or risk assessment component,
such as for very large or highly complex companies.

Note: The evaluation of the internal audit or risk assessment
functions is similar to the evaluation of the audit committee, as
described in paragraphs 55 through 59, that is, the evaluation is
made within the context of the monitoring and risk assessment
components. The auditor is not required to make a separate evalu
ation of the effectiveness and performance of these functions. In
stead, the auditor should base his or her evaluation on evidence
obtained as part of evaluating the monitoring and risk assessment
components of internal control over financial reporting.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. This relates solely to those aspects of
the ineffective regulatory compliance function in which associated
violations of laws and regulations could have a material effect on the
reliability of financial reporting.

•

Identification of fraud of any magnitude on the part of senior manage
ment.

Note: The auditor is required to plan and perform procedures to
obtain reasonable assurance that material misstatement caused
by fraud is detected by the auditor. However, for the purposes of
evaluating and reporting deficiencies in internal control over
financial reporting, the auditor should evaluate fraud of any
magnitude (including fraud resulting in immaterial misstate
ments) on the part of senior management of which he or she is
aware. Furthermore, for the purposes of this circumstance, “senior
management” includes the principal executive and financial officers
signing the company’s certifications as required under Section 302
of the Act as well as any other member of management who play a
significant role in the company’s financial reporting process.

•

Significant deficiencies that have been communicated to management
and the audit committee remain uncorrected after some reasonable
period of time.

•

An ineffective control environment.

141. Appendix D provides examples of significant deficiencies and material
weaknesses.
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Requirement for Written Representations
142. In an audit of internal control over financial reporting, the auditor should
obtain written representations from management:
a.

Acknowledging management’s responsibility for establishing and
maintaining effective internal control over financial reporting;

b.

Stating that management has performed an assessment of the effec
tiveness of the company’s internal control over financial reporting
and specifying the control criteria;

c.

Stating that management did not use the auditor’s procedures per
formed during the audits of internal control over financial reporting
or the financial statements as part of the basis for management’s
assessment of the effectiveness of internal control over financial
reporting;

d.

Stating management’s conclusion about the effectiveness of the
company’s internal control over financial reporting based on the
control criteria as of a specified date;

e.

Stating that management has disclosed to the auditor all deficiencies
in the design or operation of internal control over financial reporting
identified as part of management’s assessment, including separately
disclosing to the auditor all such deficiencies that it believes to be
significant deficiencies or material weaknesses in internal control
over financial reporting;

f.

Describing any material fraud and any other fraud that, although
not material, involves senior management or management or other
employees who have a significant role in the company’s internal
control over financial reporting;

g.

Stating whether control deficiencies identified and communicated to
the audit committee during previous engagements pursuant to para
graph 207 have been resolved, and specifically identifying any that
have not; and

h.

Stating whether there were, subsequent to the date being reported
on, any changes in internal control over financial reporting or
other factors that might significantly affect internal control over
financial reporting, including any corrective actions taken by man
agement with regard to significant deficiencies and material weak
nesses.

143. The failure to obtain written representations from management, includ
ing management’s refusal to furnish them, constitutes a limitation on the scope
of the audit sufficient to preclude an unqualified opinion. As discussed further
in paragraph 178, when management limits the scope of the audit, the auditor
should either withdraw from the engagement or disclaim an opinion. Further,
the auditor should evaluate the effects of management’s refusal on his or her
ability to rely on other representations, including, if applicable, representations
obtained in an audit of the company’s financial statements.
144. AU sec. 333, Management Representations, explains matters such as who
should sign the letter, the period to be covered by the letter, and when to obtain
an updating letter.
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Relationship of an Audit of Internal Control Over Financial
Reporting to an Audit of Financial Statements
145. The audit of internal control over financial reporting should be integrated
with the audit of the financial statements. The objectives of the procedures for
the audits are not identical, however, and the auditor must plan and perform
the work to achieve the objectives of both audits.

146. The understanding of internal control over financial reporting the auditor
obtains and the procedures the auditor performs for purposes of expressing an
opinion on management’s assessment are interrelated with the internal control
over financial reporting understanding the auditor obtains and procedures the
auditor performs to assess control risk for purposes of expressing an opinion
on the financial statements. As a result, it is efficient for the auditor to
coordinate obtaining the understanding and performing the procedures.
Tests of Controls in an Audit of Internal Control Over Financial Reporting

147. The objective of the tests of controls in an audit of internal control over
financial reporting is to obtain evidence about the effectiveness of controls to
support the auditor’s opinion on whether management’s assessment of the effec
tiveness of the company’s internal control over financial reporting is fairly stated.
The auditor’s opinion relates to the effectiveness of the company’s internal control
over financial reporting as of a point in time and taken as a whole.
148. To express an opinion on internal control over financial reporting effec
tiveness as of a point in time, the auditor should obtain evidence that internal
control over financial reporting has operated effectively for a sufficient period
of time, which may be less than the entire period (ordinarily one year) covered
by the company’s financial statements. To express an opinion on internal
control over financial reporting effectiveness taken as a whole, the auditor must
obtain evidence about the effectiveness of controls over all relevant assertions
related to all significant accounts and disclosures in the financialstatements.
This requires that the auditor test the design and operating effectiveness of
controls he or she ordinarily would not test if expressing an opinion only on the
financial statements.
149. When concluding on the effectiveness of internal control over financial
reporting for purposes of expressing an opinion on management’s assessment,
the auditor should incorporate the results of any additional tests of controls
performed to achieve the objective related to expressing an opinion on the
financial statements, as discussed in the following section.
Tests of Controls in an Audit of Financial Statements

150. To express an opinion on the financial statements, the auditor ordinarily
performs tests of controls and substantive procedures. The objective of the tests
of controls the auditor performs for this purpose is to assess control risk. To
assess control risk for specific financial statement assertions at less than the
maximum, the auditor is required to obtain evidence that the relevant controls
operated effectively during the entire period upon which the auditor plans to
place reliance on those controls. However, the auditor is not required to assess
control risk at less than the maximum for all relevant assertions and, for a
variety of reasons, the auditor may choose not to do so.18
18 See paragraph 160 for additional documentation requirements when the auditor assesses
control risk as other than low.
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151. When concluding on the effectiveness of controls for the purpose of
assessing control risk, the auditor also should evaluate the results of any
additional tests of controls performed to achieve the objective related to ex
pressing an opinion on management’s assessment, as discussed in paragraphs
147 through 149. Consideration of these results may require the auditor to alter
the nature, timing, and extent of substantive procedures and to plan and
perform further tests of controls, particularly in response to identified control
deficiencies.

Effect of Tests of Controls on Substantive Procedures

152. Regardless of the assessed level of control risk or the assessed risk of
material misstatement in connection with the audit of the financial statements,
the auditor should perform substantive procedures for all relevant assertions
related to all significant accounts and disclosures. Performing procedures to
express an opinion on internal control over financial reporting does not dimin
ish this requirement.
153. The substantive procedures that the auditor should perform consist of
tests of details of transactions and balances and analytical procedures. Before
using the results obtained from substantive analytical procedures, the auditor
should either test the design and operating effectiveness of controls over
financial information used in the substantive analytical procedures or perform
other procedures to support the completeness and accuracy of the underlying
information. For significant risks of material misstatement, it is unlikely that
audit evidence obtained from substantive analytical procedures alone will be
sufficient.

154. When designing substantive analytical procedures, the auditor also
should evaluate the risk of management override of controls. As part of this
process, the auditor should evaluate whether such an override might have
allowed adjustments outside of the normal period-end financial reporting
process to have been made to the financial statements. Such adjustments might
have resulted in artificial changes to the financial statement relationships
being analyzed, causing the auditor to draw erroneous conclusions. For this
reason, substantive analytical procedures alone are not well suited to detecting
fraud.

155. The auditor’s substantive procedures must include reconciling the finan
cial statements to the accounting records. The auditor’s substantive procedures
also should include examining material adjustments made during the course
of preparing the financial statements. Also, other auditing standards require
auditors to perform specific tests of details in the financial statement audit. For
instance, AU sec. 316, Consideration of Fraud in a Financial Statement Audit,
requires the auditor to perform certain tests of details to further address the
risk of management override, whether or not a specific risk of fraud has been
identified. Paragraph .34 of AU Sec. 330, The Confirmation Process, states that
there is a presumption that the auditor will request the confirmation of
accounts receivable. Similarly, paragraph .01 of AU Sec. 331, Inventories, states
that observation of inventories is a generally accepted auditing procedure and
that the auditor who issues an opinion without this procedure “has the burden
of justifying the opinion expressed.”
156. If, during the audit of internal control over financial reporting, the
auditor identifies a control deficiency, he or she should determine the effect on
the nature, timing, and extent of substantive procedures to be performed to
reduce the risk of material misstatement of the financial statements to an
appropriately low level.

Select SEC-Approved PCAOB Releases

1648

Effect of Substantive Procedures on the Auditor's Conclusions About
the Operating Effectiveness of Controls

157. In an audit of internal control over financial reporting, the auditor should
evaluate the effect of the findings of all substantive auditing procedures
performed in the audit of financial statements on the effectiveness of internal
control over financial reporting. This evaluation should include, but not be
limited to:
•

The auditor’s risk evaluations in connection with the selection and
application of substantive procedures, especially those related to fraud
(See paragraph 26);

•

Findings with respect to illegal acts and related party transactions;

•

Indications of management bias in making accounting estimates and
in selecting accounting principles; and

•

Misstatements detected by substantive procedures. The extent of such
misstatements might alter the auditor’s judgment about the effective
ness of controls.

158. However, the absence of misstatements detected by substantive proce
dures does not provide evidence that controls related to the assertion being
tested are effective.

Documentation Requirements
159. In addition to the documentation requirements in AU sec. 339, Audit
Documentation, the auditor should document:
•

The understanding obtained and the evaluation of the design of each
of the five components of the company’s internal control over financial
reporting;

•

The process used to determine significant accounts and disclosures
and major classes of transactions, including the determination of the
locations or business units at which to perform testing;

•

The identification of the points at which misstatements related to
relevant financial statement assertions could occur within significant
accounts and disclosures and major classes of transactions;

•

The extent to which the auditor relied upon work performed by others
as well as the auditor’s assessment of their competence and objectivity;

•

The evaluation of any deficiencies noted as a result of the auditor’s
testing; and

•

Other findings that could result in a modification to the auditor’s
report.

160. For a company that has effective internal control over financial reporting,
the auditor ordinarily will be able to perform sufficient testing of controls to be
able to assess control risk for all relevant assertions related to significant
accounts and disclosures at a low level. If, however, the auditor assesses control
risk as other than low for certain assertions or significant accounts, the auditor
should document the reasons for that conclusion. Examples of when it is
appropriate to assess control risk as other than low include:
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•

When a control over a relevant assertion related to a significant
account or disclosure was superseded late in the year and only the new
control was tested for operating effectiveness.

•

When a material weakness existed during the period under audit and
was corrected by the end of the period.

161. The auditor also should document the effect of a conclusion that control
risk is other than low for any relevant assertions related to any significant
accounts in connection with the audit of the financial statements on his or her
opinion on the audit of internal control over financial reporting.

Reporting on Internal Control Over Financial Reporting
Management's Report

162. Management is required to include in its annual report its assessment of
the effectiveness of the company’s internal control over financial reporting in
addition to its audited financial statements as of the end of the most recent
fiscal year. Management’s report on internal control over financial reporting is
required to include the following:19
•

A statement of management’s responsibility for establishing and
maintaining adequate internal control over financial reporting for the
company;

•

A statement identifying the framework used by management to con
duct the required assessment of the effectiveness of the company’s
internal control over financial reporting;

•

An assessment of the effectiveness of the company’s internal control
over financial reporting as of the end of the company’s most recent
fiscal year, including an explicit statement as to whether that internal
control over financial reporting is effective; and

•

A statement that the registered public accounting firm that audited
the financial statements included in the annual report has issued an
attestation report on management’s assessment of the company’s
internal control over financial reporting.

163. Management should provide, both in its report on internal control over
financial reporting and in its representation letter to the auditor, a written
conclusion about the effectiveness of the company’s internal control over
financial reporting. The conclusion about the effectiveness of a company’s
internal control over financial reporting can take many forms; however, man
agement is required to state a direct conclusion about whether the company’s
internal control over financial reporting is effective. This standard, for example,
includes the phrase “management’s assessment that W Company maintained
effective internal control over financial reporting as of [date]” to illustrate such
a conclusion. Other phrases, such as “management’s assessment that W Com
pany’s internal control over financial reporting as of [date] is sufficient to meet
the stated objectives,” also might be used. However, the conclusion should not
be so subjective (for example, “very effective internal control”) that people
19 See Item 308(a) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and 17 C.F.R. 229.308(a),
respectively.
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having competence in and using the same or similar criteria would not ordinar
ily be able to arrive at similar conclusions.

164. Management is precluded from concluding that the company’s internal
control over financial reporting is effective if there are one or more material
weaknesses.20 In addition, management is required to disclose all material
weaknesses that exist as of the end of the most recent fiscal year.

165. Management might be able to accurately represent that internal control
over financial reporting, as of the end of the company’s most recent fiscal year,
is effective even if one or more material weaknesses existed during the period.
To make this representation, management must have changed the internal
control over financial reporting to eliminate the material weaknesses suffi
ciently in advance of the “as of" date and have satisfactorily tested the effec
tiveness over a period of time that is adequate for it to determine whether, as
of the end of the fiscal year, the design and operation of internal control over
financial reporting is effective.21
Auditor's Evaluation of Management's Report

166. With respect to management’s report on its assessment, the auditor
should evaluate the following matters:
a.

Whether management has properly stated its responsibility for es
tablishing and maintaining adequate internal control over financial
reporting.

b.

Whether the framework used by management to conduct the evalu
ation is suitable. (As discussed in paragraph 14, the framework
described in COSO constitutes a suitable and available framework.)

c.

Whether management’s assessment of the effectiveness of internal
control over financial reporting, as of the end of the company’s most
recent fiscal year, is free of material misstatement.

d.

Whether management has expressed its assessment in an acceptable
form.
—

Management is required to state whether the company’s inter
nal control over financial reporting is effective.

—

A negative assurance statement indicating that, “Nothing has
come to management’s attention to suggest that the company’s
internal control over financial reporting is not effective,” is not
acceptable.

—

Management is not permitted to conclude that the company’s
internal control over financial reporting is effective if there are
one or more material weaknesses in the company’s internal
control over financial reporting.

20 See Item 308(a)(3) of Regulation S-B and S-K, 17 C.F.R. 228.308(a) and 17 C.F.R. 229.308(a),
respectively.

21 However, when the reason for a change in internal control over financial reporting is the
correction of a material weakness, management and the auditor should evaluate whether the reason
for the change and the circumstances surrounding the change are material information necessary to
make the disclosure about the change not misleading in a filing subject to certification under
Securities Exchange Act Rule 13a-14(a) or 15d-14(a), 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d14(a). See discussion beginning at paragraph 200 for further direction.
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Whether material weaknesses identified in the company’s internal
control over financial reporting, if any, have been properly disclosed,
including material weaknesses corrected during the period.22

Auditor's Report on Management's Assessment of Internal Control
Over Financial Reporting
167. The auditor’s report on management’s assessment of the effectiveness of
internal control over financial reporting must include the following elements:

a.

A title that includes the word independent;

b.

An identification of management’s conclusion about the effectiveness
of the company’s internal control over financial reporting as of a
specified date based on the control criteria [for example, criteria
established in Internal Control—Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Com
mission (COSO)];

c.

An identification of the title of the management report that includes
management’s assessment (the auditor should use the same descrip
tion of the company’s internal control over financial reporting as
management uses in its report);

d.

A statement that the assessment is the responsibility of manage
ment;

e.

A statement that the auditor’s responsibility is to express an opinion
on the assessment and an opinion on the company’s internal control
over financial reporting based on his or her audit;

f.

A definition of internal control over financial reporting as stated in
paragraph 7;

g.

A statement that the audit was conducted in accordance with the
standards of the Public Company Accounting Oversight Board
(United States);

h.

A statement that the standards of the Public Company Accounting
Oversight Board require that the auditor plan and perform the audit
to obtain reasonable assurance about whether effective internal
control over financial reporting was maintained in all material
respects;

i.

A statement that an audit includes obtaining an understanding of
internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effec
tiveness of internal control, and performing such other procedures
as the auditor considered necessary in the circumstances;

j.

A statement that the auditor believes the audit provides a reasonable
basis for his or her opinions;

k.

A paragraph stating that, because of inherent limitations, internal
control over financial reporting may not prevent or detect misstate
ments and that projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become

22 See paragraph 206 for direction when a material weakness was corrected during the fourth
quarter and the auditor believes that modification to the disclosures about changes in internal
control over financial reporting are necessary for the annual certifications to be accurate and to
comply with the requirements of Section 302 of the Act.
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inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate;

l.

The auditor’s opinion on whether management’s assessment of the
effectiveness of the company’s internal control over financial report
ing as of the specified date is fairly stated, in all material respects,
based on the control criteria (See discussion beginning at paragraph
162);

m.

The auditor’s opinion on whether the company maintained, in all
material respects, effective internal control over financial reporting
as of the specified date, based on the control criteria;

n.

The manual or printed signature of the auditor’s firm;

o.

The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor’s report has been issued; and

p.

The date of the audit report.

168. Example A-1 in Appendix A is an illustrative auditor’s report for an
unqualified opinion on management’s assessment of the effectiveness of the
company’s internal control over financial reporting and an unqualified opinion
on the effectiveness of the company’s internal control over financial reporting.
169. Separate or Combined Reports. The auditor may choose to issue a com
bined report (that is, one report containing both an opinion on the financial
statements and the opinions on internal control over financial reporting) or
separate reports on the company’s financial statements and on internal control
over financial reporting. Example A-7 in Appendix A is an illustrative combined
audit report on internal control over financial reporting. Appendix A also
includes examples of separate reports on internal control over financial report
ing.

170. If the auditor chooses to issue a separate report on internal control over
financial reporting, he or she should add the following paragraph to the
auditor’s report on the financial statements:8
We also have audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the effectiveness of W Company’s
internal control over financial reporting as of December 31, 20X3, based on
[identify control criteria] and our report dated [date of report, which should be
the same as the date of the report on the financial statements] expressed [include
nature of opinions].
§ On November 30, 2004, the SEC issued an Exemptive Order delaying the filing deadline for the
first report on management’s- assessment of the effectiveness of internal control over financial
reporting for some accelerated filers. Accelerated filers with a market capitalization of less than $700
million and a fiscal year ending between and including November 15, 2004, and February 29, 2005
now have an additional 45 days .to file management’s first report on internal control over financial
reporting and the related reports of their auditors as long as the company meets certain conditions.
To facilitate the SEC’s objectives, on November 30, 2004, the PCAOB adopted a temporary transi
tional rule, which expires July 15, 2005. The temporary rule relieves auditors from two PCAOB
Auditing Standard No. 2 requirements. The rule permits auditors to (1) date their reports on
management’s assessment of the effectiveness of internal control over financial reporting later than
the date of their reports on the financial statements of companies relying on the SEC’s Order; and (2)
not include a paragraph referencing the separate report on internal control over financial reporting
in the auditor’s separate report on the financial statements of companies relying on the SEC’s Order.
The SEC has published this temporary transitional rule for comment, and at the same time has
granted it accelerated approval.
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and add the following paragraph to the report on internal control over financial
reporting:
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should he the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].

171. Report Date. As stated previously, the auditor cannot audit internal
control over financial reporting without also auditing the financial statements.
Therefore, the reports should be dated the same.§
172. When the auditor elects to issue a combined report on the audit of the
financial statements and the audit of internal control over financial reporting,
the audit opinion will address multiple reporting periods for the financial
statements presented but only the end of the most recent fiscal year for the
effectiveness of internal control over financial reporting and management’s
assessment of the effectiveness of internal control over financial reporting. See
a combined report in Example A-7 in Appendix A.
173. Report Modifications. The auditor should modify the standard report if
any of the following conditions exist.

a.

Management’s assessment is inadequate or management’s report is
inappropriate. (See paragraph 174.)

b.

There is a material weakness in the company’s internal control over
financial reporting. (See paragraphs 175 through 177.)

c.

There is a restriction on the scope of the engagement. (See para
graphs 178 through 181.)

d.

The auditor decides to refer to the report of other auditors as the
basis, in part, for the auditor’s own report. (See paragraphs 182
through 185.)

e.

A significant subsequent event has occurred since the date being
reported on. (See paragraphs 186 through 189.)

f.

There is other information contained in management’s report on
internal control over financial reporting. (See paragraphs 190
through 192.)

174. Management’s Assessment Inadequate or Report Inappropriate. If the
auditor determines that management’s process for assessing internal control
over financial reporting is inadequate, the auditor should modify his or her
opinion for a scope limitation (discussed further beginning at paragraph 178).
§ On November 30,2004, the SEC issued an Exemptive Order delaying the filing deadline for the
first report on management’s assessment of the effectiveness of internal control over financial
reporting for some accelerated filers. Accelerated filers with a market capitalization of less than $700
million and a fiscal year ending between and including November 15, 2004, and February 29, 2005
now have an additional 45 days to file management’s first report on internal control over financial

reporting and the related reports of their auditors as long as the company meets certain conditions.
To facilitate the SEC’s objectives, on November 30, 2004, the PCAOB adopted a temporary transi
tional rule, which expires July 15, 2005. The temporary rule relieves auditors from two PCAOB
Auditing Standard No. 2 requirements. The rule permits auditors to (1) date their reports on
management’s assessment of the effectiveness of internal control over financial reporting later than
the date of their reports on the financial statements of companies relying on the SEC’s Order; and (2)
not include a paragraph referencing the separate report on internal control over financial reporting
in the auditor’s separate report on the financial statements of companies relying on the SEC’s Order.
The SEC has published this temporary transitional rule for comment, and at the same time has
granted it accelerated approval.
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If the auditor determines that management’s report is inappropriate, the
auditor should modify his or her report to include, at a minimum, an explana
tory paragraph describing the reasons for this conclusion.

175. Material Weaknesses. Paragraphs 130 through 141 describe significant
deficiencies and material weaknesses. If there are significant deficiencies that,
individually or in combination, result in one or more material weaknesses,
management is precluded from concluding that internal control over financial
reporting is effective. In these circumstances, the auditor must express an
adverse opinion on the company’s internal control over financial reporting.
176. When expressing an adverse opinion on the effectiveness of internal
control over financial reporting because of a material weakness, the auditor’s
report must include:
•

The definition of a material weakness, as provided in paragraph 10.

•

A statement that a material weakness has been identified and in
cluded in management’s assessment. (If the material weakness has
not been included in management’s assessment, this sentence should
be modified to state that the material weakness has been identified
but not included in management’s assessment. In this case, the auditor
also is required to communicate in writing to the audit committee that
the material weakness was not disclosed or identified as a material
weakness in management’s report.)

•

A description of any material weaknesses identified in a company’s
internal control over financial reporting. This description should pro
vide the users of the audit report with specific information about the
nature of any material weakness, and its actual and potential effect
on the presentation of the company’s financial statements issued
during the existence of the weakness. This description also should
address requirements described in paragraph 194.

177. Depending on the circumstances, the auditor may express both an un
qualified opinion and an other-than-unqualified opinion within the same report
on internal control over financial reporting. For example, if management makes
an adverse assessment because a material weakness has been identified and
not corrected (“...internal control over financial reporting is not effective...”),
the auditor would express an unqualified opinion on management’s assessment
(“...management’s assessment that internal control over financial reporting is
not effective is fairly stated, in all material respects...”). At the same time, the
auditor would express an adverse opinion about the effectiveness of internal
control over financial reporting (“In our opinion, because of the effect of the
material weakness described..., the company’s internal control over financial
reporting is not effective.”). Example A-2 in Appendix A illustrates the form of
the report that is appropriate in this situation. Example A-6 in Appendix A
illustrates a report that reflects disagreement between management and the
auditor that a material weakness exists.
178. Scope Limitations. The auditor can express an unqualified opinion on
management’s assessment of internal control over financial reporting and an
unqualified opinion on the effectiveness of internal control over financial
reporting only if the auditor has been able to apply all the procedures necessary
in the circumstances. If there are restrictions on the scope of the engagement
imposed by the circumstances, the auditor should withdraw from the engage
ment, disclaim an opinion, or express a qualified opinion. The auditor’s decision
depends on his or her assessment of the importance of the omitted procedure(s)
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to his or her ability to form an opinion on management’s assessment of internal
control over financial reporting and an opinion on the effectiveness of the
company’s internal control over financial reporting. However, when the restric
tions are imposed by management, the auditor should withdraw from the
engagement or disclaim an opinion on management’s assessment of internal
control over financial reporting and the effectiveness of internal control over
financial reporting.

179. For example, management might have identified a material weakness in
its internal control over financial reporting prior to the date specified in its
report and implemented controls to correct it. If management believes that the
new controls have been operating for a sufficient period of time to determine
that they are both effectively designed and operating, management would be
able to include in its assessment its conclusion that internal control over
financial reporting is effective as of the date specified. However, if the auditor
disagrees with the sufficiency of the time period, he or she would be unable to
obtain sufficient evidence that the new controls have been operating effectively
for a sufficient period. In that case, the auditor should modify the opinion on
the effectiveness of internal control over financial reporting and the opinion on
management’s assessment of internal control over financial reporting because
of a scope limitation.
180. When the auditor plans to disclaim an opinion and the limited procedures
performed by the auditor caused the auditor to conclude that a material
weakness exists, the auditor’s report should include:

•

The definition of a material weakness, as provided in paragraph 10.

•

A description of any material weaknesses identified in the company’s
internal control over financial reporting. This description should pro
vide the users of the audit report with specific information about the
nature of any material weakness, and its actual and potential effect
on the presentation of the company’s financial statements issued
during the existence of the weakness. This description also should
address the requirements in paragraph 194.

181. Example A-3 in Appendix A illustrates the form of report when there is
a limitation on the scope of the audit causing the auditor to issue qualified
opinions. Example A-4 illustrates the form of report when restrictions on the
scope of the audit cause the auditor to disclaim opinions.
182. Opinions Based, in Part, on the Report ofAnother Auditor. When another
auditor has audited the financial statements and internal control over financial
reporting of one or more subsidiaries, divisions, branches, or components of the
company, the auditor should determine whether he or she may serve as the
principal auditor and use the work and reports of another auditor as a basis,
in part, for his or her opinions. AU sec. 543, Part ofAudit Performed by Other
Independent Auditors, provides direction on the auditor’s decision of whether
to serve as the principal auditor of the financial statements. If the auditor
decides it is appropriate to serve as the principal auditor of the financial
statements, then that auditor also should be the principal auditor of the
company’s internal control over financial reporting. This relationship results
from the requirement that an audit of the financial statements must be
performed to audit internal control over financial reporting; only the principal
auditor of the financial statements can be the principal auditor of internal
control over financial reporting. In this circumstance, the principal auditor of
the financial statements needs to participate sufficiently in the audit of internal

1656

Select SEC-Approved PCAOB Releases

control over financial reporting to provide a basis for serving as the principal
auditor of internal control over financial reporting.

183. When serving as the principal auditor of internal control over financial
reporting, the auditor should decide whether to make reference in the report
on internal control over financial reporting to the audit of internal control over
financial reporting performed by the other auditor. In these circumstances, the
auditor’s decision is based on factors similar to those of the independent auditor
who uses the work and reports of other independent auditors when reporting
on a company’s financial statements as described in AU sec. 543.
184. The decision about whether to make reference to another auditor in the
report on the audit of internal control over financial reporting might differ from
the corresponding decision as it relates to the audit of the financial statements.
For example, the audit report on the financial statements may make reference
to the audit of a significant equity investment performed by another inde
pendent auditor, but the report on internal control over financial reporting
might not make a similar reference because management’s evaluation of
internal control over financial reporting ordinarily would not extend to controls
at the equity method investee.23
185. When the auditor decides to make reference to the report of the other
auditor as a basis, in part, for his or her opinions, the auditor should refer to
the report of the other auditor when describing the scope of the audit and when
expressing the opinions.

186. Subsequent Events. Changes in internal control over financial reporting
or other factors that might significantly affect internal control over financial
reporting might occur subsequent to the date as of which internal control over
financial reporting is being audited but before the date of the auditor’s report.
The auditor should inquire of management whether there were any such
changes or factors. As described in paragraph 142, the auditor should obtain
written representations from management relating to such matters. Addition
ally, to obtain information about whether changes have occurred that might
affect the effectiveness of the company’s internal control over financial report
ing and, therefore, the auditor’s report, the auditor should inquire about and
examine, for this subsequent period, the following:
•

Relevant internal audit reports (or similar functions, such as loan
review in a financial institution) issued during the subsequent period;

•

Independent auditor reports (if other than the auditor’s) of significant
deficiencies or material weaknesses;

•

Regulatory agency reports on the company’s internal control over
financial reporting; and

•

Information about the effectiveness of the company’s internal control
over financial reporting obtained through other engagements.

187. The auditor could inquire about and examine other documents for the
subsequent period. Paragraphs .01 through .09 of AU sec. 560, Subsequent
Events, provides direction on subsequent events for a financial statement audit
that also may be helpful to the auditor performing an audit of internal control
over financial reporting.
23 See Appendix B, paragraph B15, for further discussion of the evaluation of the controls over
financial reporting for an equity method investment.
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188. If the auditor obtains knowledge about subsequent events that materially
and adversely affect the effectiveness of the company’s internal control over
financial reporting as of the date specified in the assessment, the auditor should
issue an adverse opinion on the effectiveness of internal control over financial
reporting (and issue an adverse opinion on management’s assessment of
internal control over financial reporting if management’s report does not
appropriately assess the affect of the subsequent event). If the auditor is unable
to determine the effect of the subsequent event on the effectiveness of the
company’s internal control over financial reporting, the auditor should disclaim
opinions. As described in paragraph 190, the auditor should disclaim an opinion
on management’s disclosures about corrective actions taken by the company
after the date of management’s assessment, if any.

189. The auditor may obtain knowledge about subsequent events with
respect to conditions that did not exist at the date specified in the assess
ment but arose subsequent to that date. If a subsequent event of this type
has a material effect on the company, the auditor should include in his or
her report an explanatory paragraph describing the event and its effects or
directing the reader’s attention to the event and its effects as disclosed in
management’s report. Management’s consideration of such events to be dis
closed in its report should be limited to a change that has materially affected,
or is reasonably likely to materially affect, the company’s internal control
over financial reporting.
190. Management’s Report Containing Additional Information. Manage
ment’s report on internal control over financial reporting may contain informa
tion in addition to management’s assessment of the effectiveness of its internal
control over financial reporting. Such information might include, for example:
•

Disclosures about corrective actions taken by the company after the
date of management’s assessment;

•

The company’s plans to implement new controls; and

•

A statement that management believes the cost of correcting a mate
rial weakness would exceed the benefits to be derived from implement
ing new controls.

191. If management’s assessment includes such additional information, the
auditor should disclaim an opinion on the information. For example, the auditor
should use the following language as the last paragraph of the report to disclaim
an opinion on management’s cost-benefit statement:
We do not express an opinion or any other form of assurance on management’s
statement referring to the costs and related benefits of implementing new
controls.

192. If the auditor believes that management’s additional information con
tains a material misstatement of fact, he or she should discuss the matter with
management. If the auditor concludes that there is a valid basis for concern,
he or she should propose that management consult with some other party whose
advice might be useful, such as the company’s legal counsel. If, after discussing
the matter with management and those management has consulted, the
auditor concludes that a material misstatement of fact remains, the auditor
should notify management and the audit committee, in writing, of the auditor’s
views concerning the information. The auditor also should consider consulting
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the auditor’s legal counsel about further actions to be taken, including the
auditor’s responsibility under Section 10A of the Securities Exchange Act of
1934.24

Note: If management makes the types of disclosures described in
paragraph 190 outside its report on internal control over financial
reporting and includes them elsewhere within its annual report on the
company’s financial statements, the auditor would not need to dis
claim an opinion, as described in paragraph 191. However, in that
situation, the auditor’s responsibilities are the same as those described
in paragraph 192 if the auditor believes that the additional informa
tion contains a material misstatement of fact.

193. Effect of Auditor’s Adverse Opinion on Internal Control Over Financial
Reporting on the Opinion on Financial Statements. In some cases, the auditor’s
report on internal control over financial reporting might describe a material
weakness that resulted in an adverse opinion on the effectiveness of internal
control over financial reporting while the audit report on the financial state
ments remains unqualified. Consequently, during the audit of the financial
statements, the auditor did not rely on that control. However, he or she
performed additional substantive procedures to determine whether there was
a material misstatement in the account related to the control. If, as a result of
these procedures, the auditor determines that there was not a material mis
statement in the account, he or she would be able to express an unqualified
opinion on the financial statements.
194. When the auditor’s opinion on the financial statements is unaffected by
the adverse opinion on the effectiveness of internal control over financial
reporting, the report on internal control over financial reporting (or the com
bined report, if a combined report is issued) should include the following or
similar language in the paragraph that describes the material weakness:
This material weakness was considered in determining the nature, timing, and
extent of audit tests applied in our audit of the 20X3 financial statements, and
this report does not affect our report dated [date of report] on those financial
statements. [Revise this wording appropriately for use in a combined report.]

195. Such disclosure is important to ensure that users of the auditor’s report
on the financial statements understand why the auditor issued an unqualified
opinion on those statements.
196. Disclosure is also important when the auditor’s opinion on the financial
statements is affected by the adverse opinion on the effectiveness of internal
control over financial reporting. In that circumstance, the report on internal
control over financial reporting (or the combined report, if a combined report
is issued) should include the following or similar language in the paragraph
that describes the material weakness:
This material weakness was considered in determining the nature, timing, and
extent of audit tests applied in our audit of the 20X3 financial statements.

197. Subsequent Discovery of Information Existing at the Date of the Auditor’s
Report on Internal Control Over Financial Reporting. After the issuance of the
report on internal control over financial reporting, the auditor may become
aware of conditions that existed at the report date that might have affected the
auditor’s opinions had he or she been aware of them. The auditor’s evaluation
of such subsequent information is similar to the auditor’s evaluation of infor
24 See Section 10A of the Securities Exchange Act of 1934, 15 U.S.C. 78j-1.
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mation discovered subsequent to the date of the report on an audit of financial
statements, as described in AU sec. 561, Subsequent Discovery ofFacts Existing
at the Date of the Auditor’s Report. That standard requires the auditor to
determine whether the information is reliable and whether the facts existed at
the date of his or her report. If so, the auditor should determine (1) whether
the facts would have changed the report if he or she had been aware of them
and (2) whether there are persons currently relying on or likely to rely on the
auditor’s report. For instance, if previously issued financial statements and the
auditor’s report have been recalled and reissued to reflect the correction of a
misstatement, the auditor should presume that his or her report on the
company’s internal control over financial reporting as of same specified date
also should be recalled and reissued to reflect the material weakness that
existed at that date. Based on these considerations, paragraph .06 of AU sec.
561 provides detailed requirements for the auditor.
198. Filings Under Federal Securities Statutes. AU sec. 711, Filings Under
Federal Securities Statutes, describes the auditor’s responsibilities when an
auditor’s report is included in registration statements, proxy statements, or
periodic reports filed under the federal securities statutes. The auditor should
also apply AU sec. 711 with respect to the auditor’s report on management’s
assessment of the effectiveness of internal control over financial reporting
included in such filings. In addition, the direction in paragraph .10 of AU sec.
711 to inquire of and obtain written representations from officers and other
executives responsible for financial and accounting matters about whether any
events have occurred that have a material effect on the audited financial
statements should be extended to matters that could have a material effect on
management’s assessment of internal control over financial reporting.
199. When the auditor has fulfilled these responsibilities and intends to
consent to the inclusion of his or her report on management’s assessment of the
effectiveness of internal control over financial reporting in the securities filing,
the auditor’s consent should clearly indicate that both the audit report on
financial statements and the audit report on management’s assessment of the
effectiveness of internal control over financial reporting (or both opinions if a
combined report is issued) are included in his or her consent.

Auditor's Responsibilities for Evaluating Management's
Certification Disclosures About Internal Control Over
Financial Reporting
Required Management Certifications

200. Section 302 of the Act, and Securities Exchange Act Rule 13a-14(a) or
15d-14(a), whichever applies,25 requires a company’s management, with the
participation of the principal executive and financial officers (the certifying
officers), to make the following quarterly and annual certifications with respect
to the company’s internal control over financial reporting:

•

A statement that the certifying officers are responsible for establishing
and maintaining internal control over financial reporting;

•

25

A statement that the certifying officers have designed such internal
control over financial reporting, or caused such internal control over
financial reporting to be designed under their supervision, to provide

See 17 C.F.R., 240.13a-14a or 15d-14a, whichever applies.
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reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles; and
•

A statement that the report discloses any changes in the company’s
internal control over financial reporting that occurred during the most
recent fiscal quarter (the company’s fourth fiscal quarter in the case
of an annual report) that have materially affected, or are reasonably
likely to materially affect, the company’s internal control over finan
cial reporting.

201. When the reason for a change in internal control over financial reporting
is the correction of a material weakness, management has a responsibility to
determine and the auditor should evaluate whether the reason for the change
and the circumstances surrounding that change are material information
necessary to make the disclosure about the change not misleading.26
Auditor Evaluation Responsibilities

202. The auditor’s responsibility as it relates to management’s quarterly
certifications on internal control over financial reporting is different from the
auditor’s responsibility as it relates to management’s annual assessment of
internal control over financial reporting. The auditor should perform limited
procedures quarterly to provide a basis for determining whether he or she has
become aware of any material modifications that, in the auditor’s judgment,
should be made to the disclosures about changes in internal control over
financial reporting in order for the certifications to be accurate and to comply
with the requirements of Section 302 of the Act.
203. To fulfill this responsibility, the auditor should perform, on a quarterly
basis, the following procedures:
•

Inquire of management about significant changes in the design or
operation of internal control over financial reporting as it relates to
the preparation of annual as well as interim financial information that
could have occurred subsequent to the preceding annual audit or prior
review of interim financial information;

•

Evaluate the implications of misstatements identified by the auditor
as part of the auditor’s required review of interim financial informa
tion (See AU sec. 722, Interim Financial Information) as it relates to
effective internal control over financial reporting; and

•

Determine, through a combination of observation and inquiry,
whether any change in internal control over financial reporting has
materially affected, or is reasonably likely to materially affect, the

company’s internal control over financial reporting.
Note: Foreign private issuers filing Forms 20-F and 40-F are not
subject to quarterly reporting requirements, therefore, the auditor’s
responsibilities would extend only to the certifications in the annual
report of these companies.

204. When matters come to auditor’s attention that lead him or her to believe
that modification to the disclosures about changes in internal control over
financial reporting is necessary for the certifications to be accurate and to
26 See Securities Exchange Act Rule 12b-20,17 C.F.R. 240.12b-20.
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comply with the requirements of Section 302 of the Act and Securities Exchange
Act Rule 13a-14(a) or 15d-14(a), whichever applies,27 the auditor should com
municate the matter(s) to the appropriate level of management as soon as
practicable.
205. If, in the auditor’s judgment, management does not respond appropri
ately to the auditor’s communication within a reasonable period of time, the
auditor should inform the audit committee. If, in the auditor’s judgment, the
audit committee does not respond appropriately to the auditor’s communication
within a reasonable period of time, the auditor should evaluate whether to
resign from the engagement. The auditor should evaluate whether to consult
with his or her attorney when making these evaluations. In these circum
stances, the auditor also has responsibilities under AU sec. 317, Illegal Acts by
Clients, and Section 10A of the Securities Exchange Act of 1934.28 The auditor’s
responsibilities for evaluating the disclosures about changes in internal control
over financial reporting do not diminish in any way management’s responsibil
ity for ensuring that its certifications comply with the requirements of Section
302 of the Act and Securities Exchange Act Rule 13a-14(a) or 15d-14(a),
whichever applies.29

206. If matters come to the auditor’s attention as a result of the audit of
internal control over financial reporting that lead him or her to believe that
modifications to the disclosures about changes in internal control over financial
reporting (addressing changes in internal control over financial reporting
occurring during the fourth quarter) are necessary for the annual certifica
tions to be accurate and to comply with the requirements of Section 302 of
the Act and Securities Exchange Act Rule 13a-14(a) or 15d-14(a), whichever
applies,30 the auditor should follow the same communication responsibilities
as described in paragraphs 204 and 205. However, if management and the audit
committee do not respond appropriately, in addition to the responsibilities
described in the preceding two paragraphs, the auditor should modify his or
her report on the audit of internal control over financial reporting to include
an explanatory paragraph describing the reasons the auditor believes manage
ment’s disclosures should be modified.

Required Communications in An Audit of Internal Control Over
Financial Reporting
207. The auditor must communicate in writing to management and the audit
committee all significant deficiencies and material weaknesses identified dur
ing the audit. The written communication should be made prior to the issuance
of the auditor’s report on internal control over financial reporting. The auditor’s
communication should distinguish clearly between those matters considered to
be significant deficiencies and those considered to be material weaknesses, as
defined in paragraphs 9 and 10, respectively.
208. If a significant deficiency or material weakness exists because the over
sight of the company’s external financial reporting and internal control over

financial reporting by the company’s audit committee is ineffective, the auditor
must communicate that specific significant deficiency or material weakness in
writing to the board of directors.
27

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.

28

See 15 U.S.C. 78j-1.

29

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.

30

See 17 C.F.R. 240.13a-14(a) or 17 C.F.R. 240.15d-14(a), whichever applies.
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209. In addition, the auditor should communicate to management, in writing,
all deficiencies in internal control over financial reporting (that is, those
deficiencies in internal control over financial reporting that are of a lesser
magnitude than significant deficiencies) identified during the audit and inform
the audit committee when such a communication has been made. When making
this communication, it is not necessary for the auditor to repeat information
about such deficiencies that have been included in previously issued written
communications, whether those communications were made by the auditor,
internal auditors, or others within the organization. Furthermore, the auditor
is not required to perform procedures sufficient to identify all control deficien
cies; rather, the auditor should communicate deficiencies in internal control
over financial reporting of which he or she is aware.
Note: As part of his or her evaluation of the effectiveness of internal
control over financial reporting, the auditor should determine whether
control deficiencies identified by internal auditors and others within
the company, for example, through ongoing monitoring activities and
the annual assessment of internal control over financial reporting, are
reported to appropriate levels of management in a timely manner. The
lack of an internal process to report deficiencies in internal control to
management on a timely basis represents a control deficiency that the
auditor should evaluate as to severity.
210. These written communications should state that the communication is
intended solely for the information and use of the board of directors, audit
committee, management, and others within the organization. When there are
requirements established by governmental authorities to furnish such reports,
specific reference to such regulatory agencies may be made.

211. These written communications also should include the definitions of
control deficiencies, significant deficiencies, and material weaknesses and
should clearly distinguish to which category the deficiencies being communi
cated relate.
212. Because of the potential for misinterpretation of the limited degree of
assurance associated with the auditor issuing a written report representing
that no significant deficiencies were noted during an audit of internal control
over financial reporting, the auditor should not issue such representations.
213. When auditing internal control over financial reporting, the auditor may
become aware of fraud or possible illegal acts. If the matter involves fraud, it
must be brought to the attention of the, appropriate level of management. If the
fraud involves senior management, the auditor must communicate the matter
directly to the audit committee as described in AU sec. 316, Consideration of
Fraud in a Financial Statement Audit. If the matter involves possible illegal
acts, the auditor must assure himself or herself that the audit committee is
adequately informed, unless the matter is clearly inconsequential, in accord
ance with AU sec. 317, Illegal Acts by Clients. The auditor also must determine
his dr her responsibilities under Section 10A of the Securities Exchange Act of
1934.31
214. When timely communication is important, the auditor should communi
cate the preceding matters during the course of the audit rather than at the
end of the engagement. The decision about whether to issue an interim
31

See 15 U.S.C. 78j-l.
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communication should be determined based on the relative significance of the
matters noted and the urgency of corrective follow-up action required.

Effective Date
215. Companies considered accelerated filers under Securities Exchange Act
Rule 12b-232 are required to comply with the internal control reporting and
disclosure requirements of Section 404 of the Act for fiscal years ending on or
after November 15,2004. (Other companies have until fiscal years ending on or
after July 15, 2005, to comply with these internal control reporting and
disclosure requirements.) Accordingly, independent auditors engaged to audit
the financial statements of accelerated filers for fiscal years ending on or after
November 15, 2004, also are required to audit and report on the company’s
internal control over financial reporting as of the end of such fiscal year. This
standard is required to be complied with for such engagements, except as it
relates to the auditor’s responsibilities for evaluating management’s certifica
tion disclosures about internal control over financial reporting. The auditor’s
responsibilities for evaluating management’s certification disclosures about
internal control over financial reporting described in paragraphs 202 through
206 take effect beginning with the first quarter after the auditor’s first audit
report on the company’s internal control over financial reporting.
216. Early compliance with this standard is permitted.

32 See 17 C.F.R. 240.12b-2.
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APPENDIX A

ILLUSTRATIVE REPORTS ON INTERNAL CONTROL OVER
FINANCIAL REPORTING
A1. Paragraphs 167 through 199 of this standard provide direction on the
auditor’s report on management’s assessment of internal control over financial
reporting. The following examples illustrate how to apply that direction in
several different situations.
ILLUSTRATIVE REPORT:
Example A-1—Expressing an Unqualified Opinion on Management’s Assess
ment of the Effectiveness of Internal Control Over Financial Reporting and an
Unqualified Opinion on the Effectiveness of Internal Control Over Financial
Reporting (Separate Report)
Example A-2—Expressing an Unqualified Opinion on Management’s Assess
ment of the Effectiveness of Internal Control Over Financial Reporting and an
Adverse Opinion on the Effectiveness ofInternal Control Over Financial Report
ing Because of the Existence of a Material Weakness

Example A-3—Expressing a Qualified Opinion on Management’s Assessment
of the Effectiveness of Internal Control Over Financial Reporting and a Quali
fied Opinion on the Effectiveness of Internal Control Over Financial Reporting
Because of a Limitation on the Scope of the Audit
Example A-4—Disclaiming an Opinion on Management’s Assessment of the
Effectiveness ofInternal Control Over Financial Reporting and Disclaiming an
Opinion on the Effectiveness of Internal Control Over Financial Reporting
Because of a Limitation on the Scope of the Audit
Example A-5—Expressing an Unqualified Opinion on Management’s Assess
ment of the Effectiveness of Internal Control Over Financial Reporting That
Refers to the Report of Other Auditors As a Basis, in Part, for the Auditor’s
Opinion and an Unqualified Opinion on the Effectiveness of Internal Control
Over Financial Reporting
Example A-6—Expressing an Adverse Opinion on Management’s Assessment of
the Effectiveness of Internal Control Over Financial Reporting and an Adverse
Opinion on the Effectiveness of Internal Control Over Financial Reporting
Because of the Existence of a Material Weakness
Example A-7—Expressing an Unqualified Opinion on Financial Statements,
an Unqualified Opinion on Management’s Assessment of the Effectiveness of
Internal Control Over Financial Reporting, and an Unqualified Opinion on the
Effectiveness of Internal Control Over Financial Reporting (Combined Report)
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Example A-1
Illustrative Report Expressing an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal Control Over
Financial Reporting and an Unqualified Opinion on the Effectiveness of
Internal Control Over Financial Reporting (Separate Report)'

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [ Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.
[Scope paragraph]

We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for
our opinion.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.
1 If the auditor issues separate reports on the audit of internal control over financial reporting
and the audit of the financial statements, both reports should include a statement that the audit was
conducted in accordance with standards of the Public Company Accounting Oversight Board (United
States).
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[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
[Opinion paragraph]

In our opinion, management’s assessment that W Company maintained effec
tive internal control over financial reporting as of December 31, 20X3, is fairly
stated, in all material respects, based on [Identify control criteria, for example,
“criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission
(COSO).”]. Also in our opinion, W Company maintained, in all material re
spects, effective internal control over financial reporting as of December 31,
20X3, based on [Identify control criteria, for example,“criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsor
ing Organizations of the Treadway Commission (COSO).”].

[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].

[Signature]

[City and State or Country]
[Date]
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Example A-2
Illustrative Report Expressing an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal Control Over
Financial Reporting and an Adverse Opinion on the Effectiveness of
Internal Control Over Financial Reporting Because of the Existence of
a Material Weakness

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company did not maintain effective
internal control over financial reporting as of December 31, 20X3, because of
the effect of [material weakness identified in management’s assessment], based
on [Identify criteria, for example, “criteria established in Internal Control—In
tegrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO).”]. W Company’s management is responsi
ble for maintaining effective internal control over financial reporting and for
its assessment of the effectiveness of internal control over financial reporting.
Our responsibility is to express an opinion on management’s assessment and
an opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.

[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all
material respects. Our audit included obtaining an understanding of internal
control over financial reporting, evaluating management’s assessment, testing
and evaluating the design and operating effectiveness of internal control, and
performing such other procedures as we considered necessary in the circum
stances. We believe that our audit provides a reasonable basis for our opinion.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.

[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
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[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control deficien
cies, that results in more than a remote likelihood that a material misstatement
of the annual or interim financial statements will not be prevented or detected.
The following material weakness has been identified and included in manage
ment’s assessment. [Include a description ofthe material weakness and its effect
on the achievement of the objectives of the control criteria.] This material
weakness was considered in determining the nature, timing, and extent of audit
tests applied in our audit of the 20X3 financial statements, and this report does
not affect our report dated [date of report, which should be the same as the date
of this report on internal control] on those financial statements.2

[Opinion paragraph]
In our opinion, management’s assessment that W Company did not maintain
effective internal control over financial reporting as of December 31, 20X3, is
fairly stated, in all material respects, based on [Identify control criteria, for
example, “criteria established in Internal Control—Integrated Framework is
sued by the Committee of Sponsoring Organizations of the Treadway Commis
sion (COSO)."]. Also, in our opinion, because of the effect of the material
weakness described above on the achievement of the objectives of the control
criteria, W Company has not maintained effective internal control over finan
cial reporting as of December 31, 20X3, based on [Identify control criteria, for
example, “criteria established in Internal Control—Integrated Framework is
sued by the Committee of Sponsoring Organizations of the Treadway Commis
sion (COSO).”].
[Signature]
[City and State or Country]

[Date]

2 Modify this sentence when the auditor’s opinion on the financial statements is affected by the
adverse opinion on the effectiveness of internal control over financial reporting, as described in
paragraph 196.
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Example A-3
Illustrative Report Expressing a Qualified Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and a Qualified Opinion on the Effectiveness of Internal
Control Over Financial Reporting Because of a Limitation on the
Scope of the Audit

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]

We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.
[Scope paragraph}

Except as described below, we conducted our audit in accordance the standards
of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audit to obtain reasonable
assurance about whether effective internal control over financial reporting was
maintained in all material respects. Our audit included obtaining an under
standing of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of
internal control, and performing such other procedures as we considered
necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinion.
[Explanatory paragraph that describes scope limitation]

A material weakness is a control deficiency, or combination of control deficien
cies, that results in more than a remote likelihood that a material misstatement
of the annual or interim financial statements will not be prevented or detected.
The following material weakness has been identified and included in manage
ment’s assessment.3 Prior to December 20, 20X3, W Company had an inade
quate system for recording cash receipts, which could have prevented the
Company from recording cash receipts on accounts receivable completely and
properly. Therefore, cash received could have been diverted for unauthorized
use, lost, or otherwise not properly recorded to accounts receivable. We believe
this condition was a material weakness in the design or operation of the internal
control of W Company in effect prior to December 20, 20X3. Although the
Company implemented a new cash receipts system on December 20, 20X3, the
system has not been in operation for a sufficient period of time to enable us to
obtain sufficient evidence about its operating effectiveness.
3 If the auditor has identified a material weakness that is not included in management’s
assessment, add the following wording to the report: “In addition, we have identified the following
material weakness that has not been identified as a material weakness in management’s assess
ment.”
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[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.

[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

[Opinion paragraph]
In our opinion, except for the effect of matters we might have discovered had
we been able to examine evidence about the effectiveness of the new cash
receipts system, management’s assessment that W Company maintained effec
tive internal control over financial reporting as of December 31, 20X3, is fairly
stated, in all material respects, based on [Identify control criteria, for example,
“criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission
(COSO).”]. Also, in our opinion, except for the effect of matters we might have
discovered had we been able to examine evidence about the effectiveness of the
new cash receipts system, W Company maintained, in all material respects,
effective internal control over financial reporting as of December 31, 20X3,
based on [Identify control criteria, for example, “criteria established in Internal
Control—Integrated Framework issued by the Committee ofSponsoring Organi
zations of the Treadway Commission (COSO).”].

[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].

[Signature]

[City and State or Country]
[Date]
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Example A-4
Illustrative Report Disclaiming an Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and Disclaiming an Opinion on the Effectiveness of Internal
Control Over Financial Reporting Because of a Limitation on the
Scope of the Audit
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
Vie were engaged to audit management’s assessment included in the accompa
nying [title of management’s report] that W Company maintained effective
internal control over financial reporting as of December 31, 20X3 based on
[Identify control criteria, for example, “criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission (COSO).”]. W Company’s management is responsi
ble for maintaining effective internal control over financial reporting and for
its assessment of the effectiveness of internal control over financial reporting.
[Omit scope paragraph]

[Explanatory paragraph that describes scope limitation]4
[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2) provide
reasonable assurance that transactions are recorded as necessary to permit
preparation of financial statements in accordance with generally accepted ac
counting principles, and that receipts and expenditures of the company are being
made only in accordance with authorizations of management and directors of the
company; and (3) provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use, or disposition of the company’s assets
that could have a material effect on the financial statements.

[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
[Opinion paragraph]

Since management [describe scope restrictions] and we were unable to apply
other procedures to satisfy ourselves as to the effectiveness of the company’s
internal control over financial reporting, the scope of our work was not sufficient
4 If, through the limited procedures performed, the auditor concludes that a material weakness
exists, the auditor should add the definition of material weakness (as provided in paragraph 10) to
the explanatory paragraph. In addition, the auditor should include a description of the material
weakness and its effect on the achievement of the objectives of the control criteria.
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to enable us to express, and we do not express, an opinion either on manage
ment’s assessment or on the effectiveness of the company’s internal control over
financial reporting.

[Explanatory paragraph]

We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].
[Signature]

[City and State or Country]

[Date]
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Example A-5
Illustrative Report Expressing an Unqualified Opinion on
Management's Assessment of the Effectiveness of Internal Control Over
Financial Reporting That Refers to the Report of Other Auditors as a
Basis, in Part, for the Auditor's Opinion and an Unqualified Opinion
on the Effectiveness of Internal Control Over Financial Reporting
Report of Independent Registered Public Accounting Firm
[Introductory paragraph]

We have audited management’s assessment, included in the accotnpanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit. We did not examine the effectiveness of internal
control over financial reporting of B Company, a wholly owned subsidiary,
whose financial statements reflect total assets and revenues constituting 20
and 30 percent, respectively, of the related consolidated financial statement
amounts as of and for the year ended December 31, 20X3. The effectiveness of
B Company’s internal control over financial reporting was audited by other
auditors whose report has been furnished to us, and our opinion, insofar as it
relates to the effectiveness of B Company’s internal control over financial
reporting, is based solely on the report of the other auditors.
[Scope paragraph]
We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit and the report of the other auditors
provide a reasonable basis for our opinion.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles,
and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and
(3) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the company’s assets that could
have a material effect on the financial statements.
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[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
[Opinion paragraph]

In our opinion, based on our audit and the report of the other auditors,
management’s assessment that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, is fairly stated, in all
material respects, based on [Identify control criteria, for example, “criteria
established in Internal Control—Integrated Framework issued by the Commit
tee of Sponsoring Organizations of the Treadway Commission (COSO).”]. Also,
in our opinion, based on our audit and the report of the other auditors, W
Company maintained, in all material respects, effective internal control over
financial reporting as of December 31,20X3, based on [Identify control criteria,
for example, “criteria established in Internal Control—Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commis
sion (COSO).”].

[Explanatory paragraph]
We have also audited, in accordance with the standards of the Public Company
Accounting Oversight Board (United States), the [identify financial statements]
of W Company and our report dated [date of report, which should be the same
as the date of the report on the effectiveness of internal control over financial
reporting] expressed [include nature of opinion].

[Signature]

[City and State or Country]
[Date]
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Illustrative Report Expressing an Adverse Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting and an Adverse Opinion on the Effectiveness of Internal
Control Over Financial Reporting Because of the Existence of a
Material Weakness

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited management’s assessment, included in the accompanying
[title of management’s report], that W Company maintained effective internal
control over financial reporting as of December 31, 20X3, based on [Identify
control criteria, for example, “criteria established in Internal Control—Inte
grated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO).”]. W Company’s management is responsible
for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an
opinion on the effectiveness of the company’s internal control over financial
reporting based on our audit.

[Scope paragraph]

We conducted our audit in accordance with the standards of the Public Com
pany Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of inter
nal control over financial reporting, evaluating management’s assessment,
testing and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for
our opinion.

[Definition paragraph]
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company’s internal control
over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally ac
cepted accounting principles, and that receipts and expenditures of the com
pany are being made only in accordance with authorizations of management
and directors of the company; and (3) provide reasonable assurance regarding
prevention or timely detection of unauthorized acquisition, use, or disposition
of the company’s assets that could have a material effect on the financial
statements.

[Inherent limitations paragraph]
Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.
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[Explanatory paragraph]
A material weakness is a control deficiency, or combination of control deficien
cies, that results in more than a remote likelihood that a material misstatement
of the annual or interim financial statements will not be prevented or detected.
We have identified the following material weakness that has not been identified
as a material weakness in management’s assessment [Include a description of
the material weakness and its effect on the achievement of the objectives of the
control criteria. ] This material weakness was considered in determining the
nature, timing, and extent of audit tests applied in our audit of the 20X3
financial statements, and this report does not affect our report dated [date of
report, which should be the same as the date of this report on internal control]
on those financial statements.5

[Opinion paragraph]
In our opinion, because of the effect of the material weakness described above
on the achievement of the objectives of the control criteria, management’s
assessment that W Company maintained effective internal control over finan
cial reporting as of December 31, 20X3, is not fairly stated, in all material
respects, based on [Identify control criteria, for example, “criteria established
in Internal Control—Integrated Framework issued by the Committee of Spon
soring Organizations of the Treadway Commission (COSO).”]. Also, in our
opinion, because of the effect of the material weakness described above on the
achievement of the objectives of the control criteria, W Company has not
maintained effective internal control over financial reporting as of December
31, 20X3, based on [Identify control criteria, for example, “criteria established
in Internal Control—Integrated Framework issued by the Committee of Spon
soring Organizations of the Treadway Commission (COSO).”].

[Signature]
[City and State or Country]

[Date]

5 Modify this sentence when the auditor’s opinion on the financial statements is affected by the
adverse opinion on the effectiveness of internal control over financial reporting.
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Example A-7
Illustrative Combined Report Expressing an Unqualified Opinion on
Financial Statements, an Unqualified Opinion on Management's
Assessment of the Effectiveness of Internal Control Over Financial
Reporting, and an Unqualified Opinion on the Effectiveness of Internal
Control Over Financial Reporting

Report of Independent Registered Public Accounting Firm
[Introductory paragraph]
We have audited the accompanying balance sheets of W Company as of
December 31,20X3 and 20X2, and the related statements of income, stockhold
ers’ equity and comprehensive income, and cash flows for each of the years in
the three-year period ended December 31, 20X3. We also have audited manage
ment’s assessment, included in the accompanying [title of management’s report],
that W Company maintained effective internal control over financial reporting as
of December 31, 20X3, based on [Identify control criteria, for example, “criteria
established in Internal Control—Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO).”]. W Com
pany’s management is responsible for these financial statements, for maintain
ing effective internal control over financial reporting, and for its assessment of
the effectiveness of internal control over financial reporting. Our responsibility
is to express an opinion on these financial statements, an opinion on manage
ment’s assessment, and an opinion on the effectiveness of the company’s
internal control over financial reporting based on our audits.

[Scope paragraph]
We conducted our audits in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we
plan and perform the audits to obtain reasonable assurance about whether the
financial statements are free of material misstatement and whether effective
internal control over financial reporting was maintained in all material respects.
Our audit of financial statements included examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. Our audit of internal
control over financial reporting included obtaining an understanding of internal
control over financial reporting, evaluating management’s assessment, testing
and evaluating the design and operating effectiveness of internal control, and
performing such other procedures as we considered necessary in the circum
stances. We believe that our audits provide a reasonable basis for our opinions.

[Definition paragraph}
A company’s internal control over financial reporting is a process designed to
provide reasonable assurance regarding the reliability of financial reporting and
the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company’s internal control over
financial reporting includes those policies and procedures that (1) pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles,
and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and
(3) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the company’s assets that could
have a material effect on the financial statements.
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[Inherent limitations paragraph]

Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate.

[Opinion paragraph]

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position ofW Company as of December 31,20X3
and 20X2, and the results of its operations and its cash flows for each of the
years in the three-year period ended December 31, 20X3 in conformity with
accounting principles generally accepted in the United States of America. Also
in our opinion, management’s assessment that W Company maintained effec
tive internal control over financial reporting as of December 31, 20X3, is fairly
stated, in all material respects, based on [Identify control criteria, for example,
“criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission
(COSO).”]. Furthermore, in our opinion, W Company maintained, in all mate
rial respects, effective internal control over financial reporting as of December
31, 20X3, based on [Identify control criteria, for example, “criteria established
in Internal Control—Integrated Framework issued by the Committee of Spon
soring Organizations of the Treadway Commission (COSO).”].

[Signature]

[City and State or Country]
[Date]
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APPENDIX B
ADDITIONAL PERFORMANCE REQUIREMENTS AND
DIRECTIONS; EXTENT-OF-TESTING EXAMPLES
Tests to Be Performed When a Company Has Multiple Locations
or Business Units
B1. To determine the locations or business units for performing audit proce
dures, the auditor should evaluate their relative financial significance and the
risk of material misstatement arising from them. In making this evaluation,
the auditor should identify the locations or business units that are individually
important, evaluate their documentation of controls, and test controls over
significant accounts and disclosures. For locations or business units that
contain specific risks that, by themselves, could create a material misstate
ment, the auditor should evaluate their documentation of controls and test
controls over the specific risks.

B2. The auditor should determine the other locations or business units that,
when aggregated, represent a group with a level of financial significance that
could, create a material misstatement in the financial statements. For that
group, the auditor should determine whether there are company-level controls
in place. If so, the auditor should evaluate the documentation and test such
company-level controls. If not, the auditor should perform tests of controls at
some of the locations or business units.
B3. No further work is necessary on the remaining locations or businesses,
provided that they are not able to create, either individually or in the aggregate,
a material misstatement in the financial statements.
Locations or Business Units That Are Financially Significant

B4. Because of the importance of financially significant locations or business
units, the auditor should evaluate management’s documentation of and per
form tests of controls over all relevant assertions related to significant accounts
and disclosures at each financially significant location or business unit, as
discussed in paragraphs 83 through 105. Generally, a relatively small number
of locations or business units will encompass a large portion of a company’s
operations and financial position, making them financially significant.
B5. In determining the nature, timing, and extent of testing at the individual
locations or business units, the auditor should evaluate each entity’s involve
ment, if any, with a central processing or shared service environment.
Locations or Business Units That Involve Specific Risks

B6. Although a location or business unit might not be individually financially
significant, it might present specific risks that, by themselves, could create a
material misstatement in the company’s financial statements. The auditor
should test the controls over the specific risks that could create a material
misstatement in the company’s financial statements. The auditor need not test
controls over all relevant assertions related to all significant accounts at these
locations or business units. For example, a business unit responsible for foreign
exchange trading could expose the company to the risk of material misstate
ment, even though the relative financial significance of such transactions is
low.
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Locations or Business Units That Are Significant Only When
Aggregated With Other Locations and Business Units

B7. In determining the nature, timing, and extent of testing, the auditor
should determine whether management has documented and placed in opera
tion company-level controls (See paragraph 53) over individually unimportant
locations and business units that, when aggregated with other locations or
business units, might have a high level of financial significance. A high level of
financial significance could create a greater than remote risk of material
misstatement of the financial statements.
B8. For the purposes of this evaluation, company-level controls are controls
management has in place to provide assurance that appropriate controls exist
throughout the organization, including at individual locations or business
units.

B9. The auditor should perform tests of company-level controls to determine
whether such controls are operating effectively. The auditor might conclude
that he or she cannot evaluate the operating effectiveness of such controls
without visiting some or all of the locations or business units.
B10. If management does not have company-level controls operating at these
locations and business units, the auditor should determine the nature, timing,
and extent of procedures to be performed at each location, business unit, or
combination of locations and business units. When determining the locations
or business units to visit and the controls to test, the auditor should evaluate
the following factors:

•

The relative financial significance of each location or business unit.

•

The risk of material misstatement arising from each location or
business unit.

•

The similarity of business operations and internal control over finan
cial reporting at the various locations or business units.

•

The degree of centralization of processes and financial reporting
applications.

•

The effectiveness of the control environment, particularly manage
ment’s direct control over the exercise of authority delegated to others
and its ability to effectively supervise activities at the various locations
or business units. An ineffective control environment over the loca
tions or business units might constitute a material weakness.

•

The nature and amount of transactions executed and related assets at
the various locations or business units.

•

The potential for material unrecognized obligations to exist at a
location or business unit and the degree to which the location or
business unit could create an obligation on the part of the company.

•

Management’s risk assessment process and analysis for excluding a
location or business unit from its assessment of internal control over
financial reporting.

B11. Testing company-level controls is not a substitute for the auditor’s
testing of controls over a large portion of the company’s operations or financial
position. If the auditor cannot test a large portion of the company’s operations
and financial position by selecting a relatively small number of locations or

Audit of Internal Control Over Financial Reporting

1681

business units, he or she should expand the number of locations or business
units selected to evaluate internal control over financial reporting.
Note: The evaluation of whether controls over a large portion of the
company’s operations or financial position have been tested should be
made at the overall level, not at the individual significant account
level.
Locations and Business Units That Do Not Require Testing

B12. No testing is required for locations or business units that individually,
and when aggregated with others, could not result in a material misstatement
to the financial statements.
Multi-Location Testing Considerations Flowchart

B13. Illustration B-l depicts how to apply the directions in this section to a
hypothetical company with 150 locations or business units, along with the
auditor’s testing considerations for those locations or business units.
Illustration B-1

Multi-location Testing Considerations
150*
Is location or business unit
individually important?

15____

Yes

Evaluate documentation and test
controls over relevant assertions
for significant accounts at each
location or business unit

No

Are there specific significant
risks?

5______ Yes

Evaluate documentation and
test controls over specific
risks

No

130
Are there locations or
business units that are not
important even when
aggregated with others?

60_______ Yes

No further action
required for such units

No

70
Yes

Are there documented
company-level
controls over this group?

No

Evaluate documentation and test
company-level controls over group**
Some testing of controls at individual
locations or business units required

* Numbers represent number of locations afffected.
** See paragraph B7.

Special Situations

B14. The scope of the evaluation of the company’s internal control over
financial reporting should include entities that are acquired on or before the
date of management’s assessment and operations that are accounted for as
discontinued operations on the date of management’s assessment. The auditor
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should consider this multiple locations discussion in determining whether it
will be necessary to test controls at these entities or operations.

B15. For equity method investments, the evaluation of the company’s internal
control over financial reporting should include controls over the reporting in
accordance with generally accepted accounting principles, in the company’s
financial statements, of the company’s portion of the investees’ income or loss,
the investment balance, adjustments to the income or loss and investment
balance, and related disclosures. The evaluation ordinarily would not extend
to controls at the equity method investee.
B16. In situations in which the SEC allows management to limit its assess
ment of internal control over financial reporting by excluding certain entities,
the auditor may limit the audit in the same manner and report without
reference to the limitation in scope. However, the auditor should evaluate the
reasonableness of management’s conclusion that the situation meets the crite
ria of the SEC’s allowed exclusion and the appropriateness of any required
disclosure related to such a limitation. If the auditor believes that manage
ment’s disclosure about the limitation requires modification, the auditor should
follow the same communication responsibilities as described in paragraphs 204
and 205. If management and the audit committee do not respond appropriately,
in addition to fulfilling those responsibilities, the auditor should modify his or
her report on the audit of internal control over financial reporting to include
an explanatory paragraph describing the reasons why the auditor believes
management’s disclosure should be modified.
B17. For example, for entities that are consolidated or proportionately consoli
dated, the evaluation of the company’s internal control over financial reporting
should include controls over significant accounts and processes that exist at the
consolidated or proportionately consolidated entity. In some instances, how
ever, such as for some variable interest entities as defined in Financial
Accounting Standards Board Interpretation No. 46, Consolidation of Vari
able Interest Entities, management might not be able to obtain the information
necessary to make an assessment because it does not have the ability to control
the entity. If management is allowed to limit its assessment by excluding such
entities,1 the auditor may limit the audit in the same manner and report
without reference to the limitation in scope. In this case, the evaluation of the
company’s internal control over financial reporting should include evaluation
of controls over the reporting in accordance with generally accepted accounting
principles, in the company’s financial statements, of the company’s portion of
the entity’s income or loss, the investment balance, adjustments to the income
or loss and investment balances, and related disclosures. However, the auditor
should evaluate the reasonableness of management’s conclusion that it does
not have the ability to obtain the necessary information as well as the appro
priateness of any required disclosure related to such a limitation.
1 It is our understanding that the SEC Staff may conclude that management can limit the scope
of its assessment if it does not have the authority to affect, and therefore cannot assess, the controls
in place over certain amounts. This would relate to entities that are consolidated or proportionately
consolidated when the issuer does not have sufficient control over the entity to assess and affect
controls. If management’s report on its assessment of the effectiveness of internal control over
financial reporting is limited in that manner, the SEC staff may permit the company to disclose this
fact as well as information about the magnitude of the amounts included in the financial statements
from entities whose controls cannot be assessed. This disclosure would be required in each filing, but
outside of management’s report on its assessment of the effectiveness of internal control over
financial reporting.
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Use of Service Organizations

B18. AU sec. 324, Service Organizations, applies to the audit of financial
statements of a company that obtains services from another organization that
are part of its information system. The auditor may apply the relevant concepts
described in AU sec. 324 to the audit of internal control over financial reporting.
Further, although AU sec. 324 was designed to address auditor-to-auditor
communications as part of the audit of financial statements, it also is appro
priate for management to apply the relevant concepts described in that stand
ard to its assessment of internal control over financial reporting.
B19. Paragraph .03 of AU sec. 324 describes the situation in which a service
organization’s services are part of a company’s information system. If the
service organization’s services are part of a company’s information system, as
described therein, then they are part of the information and communication
component of the company’s internal control over financial reporting. When the
service organization’s services are part of the company’s internal control over
financial reporting, management should consider the activities of the service
organization in making its assessment of internal control over financial report
ing, and the auditor should consider the activities of the service organization
in determining the evidence required to support his or her opinion.
Note: The use of a service organization does not reduce management’s
responsibility to maintain effective internal control over financial
reporting.
B20. Paragraphs .07 through .16 in AU sec. 324 describe the procedures that
management and the auditor should perform with respect to the activities
performed by the service organization. The procedures include:
а.

Obtaining an understanding of the controls at the service organization
that are relevant to the entity’s internal control and the controls at the
user organization over the activities of the service organization, and

b.

Obtaining evidence that the controls that are relevant to management’s
assessment and the auditor’s opinion are operating effectively.

B21. Evidence that the controls that are relevant to management’s assess
ment and the auditor’s opinion are operating effectively may be obtained by
following the procedures described in paragraph .12 of AU sec. 324. These
procedures include:
а.

Performing tests of the user organization’s controls over the activi
ties of the service organization (for example, testing the user organi
zation’s independent reperformance of selected items processed by
the service organization or testing the user organization’s reconcili
ation of output reports with source documents).

b.

Performing tests of controls at the service organization.

c.

Obtaining a service auditor’s report on controls placed in operation
and tests of operating effectiveness, or a report on the application of
agreed-upon procedures that describes relevant tests of controls.

Note: The service auditor’s report referred to above means a report
with the service auditor’s opinion on the service organization’s descrip
tion of the design of its controls, the tests of controls, and results of
those tests performed by the service auditor, and the service auditor’s
opinion on whether the controls tested were operating effectively
during the specified period (in other words, “reports on controls placed
in operation and tests of operating effectiveness” described in paragraph
.246 of AU sec. 324). A service auditor’s report that does not include
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tests of controls, results of the tests, and the service auditor’s opinion
on operating effectiveness (in other words, “reports on controls placed
in operation” described in paragraph .24a ofAU sec. 324) does not provide
evidence of operating effectiveness. Furthermore, if the evidence regard
ing operating effectiveness of controls comes from an agreed-upon proce
dures report rather than a service auditor’s report issued pursuant to AU
sec. 324, management and the auditor should evaluate whether the
agreed-upon procedures report provides sufficient evidence in the same
manner described in the following paragraph.

B22. If a service auditor’s report on controls placed in operation and tests of
operating effectiveness is available, management and the auditor may evaluate
whether this report provides sufficient evidence to support the assessment and
opinion, respectively. In evaluating whether such a service auditor’s report
provides sufficient evidence, management and the auditor should consider the
following factors:
•

The time period covered by the tests of controls and its relation to the
date of management’s assessment,

•

The scope of the examination and applications covered, the controls
tested, and the way in which tested controls relate to the company’s
controls,

•

The results of those tests of controls and the service auditor’s opinion
on the operating effectiveness of the controls.

Note: These factors are similar to factors the auditor would consider
in determining whether the report provides sufficient evidence to
support the auditor’s assessed level of control risk in an audit of the
financial statements as described in paragraph .16 of AU sec. 324.

B23. If the service auditor’s report on controls placed in operation and tests of
operating effectiveness contains a qualification that the stated control objec
tives might be achieved only if the company applies controls contemplated in
the design of the system by the service organization, the auditor should
evaluate whether the company is applying the necessary procedures. For
example, completeness of processing payroll transactions might depend on the
company’s validation that all payroll records sent to the service organization
were processed by checking a control total.
B24. In determining whether the service auditor’s report provides sufficient
evidence to support management’s assessment and the auditor’s opinion,
management and the auditor should make inquiries concerning the service
auditor’s reputation, competence, and independence. Appropriate sources of
information concerning the professional reputation of the service auditor are
discussed in paragraph .10a of AU sec. 543, Part ofAudit Performed by Other
Independent Auditors.

B25. When a significant period of time has elapsed between the time period
covered by the tests of controls in the service auditor’s report and the date of
management’s assessment, additional procedures should be performed. The
auditor should inquire of management to determine whether management has
identified any changes in the service organization’s controls subsequent to the
period covered by the service auditor’s report (such as changes communicated
to management from the service organization, changes in personnel at the
service organization with whom management interacts, changes in reports or
other data received from the service organization, changes in contracts or
service level agreements with the service organization, or errors identified in
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the service organization’s processing). If management has identified such
changes, the auditor should determine whether management has performed
procedures to evaluate the effect of such changes on the effectiveness of the
company’s internal control over financial reporting. The auditor also should
consider whether the results of other procedures he or she performed indicate
that there have been changes in the controls at the service organization that
management has not identified.

B26. The auditor should determine whether to obtain additional evidence
about the operating effectiveness of controls at the service organization based
on the procedures performed by management or the auditor and the results of
those procedures and on an evaluation of the following factors. As these factors
increase in significance, the need for the auditor to obtain additional evidence
increases.
•

The elapsed time between the time period covered by the tests of
controls in the service auditor’s report and the date of management’s
assessment,

•

The significance of the activities of the service organization,

•

Whether there are errors that have been identified in the service
organization’s processing, and

•

The nature and significance of any changes in the service organiza
tion’s controls identified by management or the auditor.

B27. If the auditor concludes that additional evidence about the operating
effectiveness of controls at the service organization is required, the auditor’s
additional procedures may include:
•

Evaluating the procedures performed by management and the results
of those procedures.

•

Contacting the service organization, through the user organization, to
obtain specific information.

•

Requesting that a service auditor be engaged to perform procedures
that will supply the necessary information.

•

Visiting the service organization and performing such procedures.

B28. Based on the evidence obtained, management and the auditor should
determine whether they have obtained sufficient evidence to obtain the reason
able assurance necessary for their assessment and opinion, respectively.
B29. The auditor should not refer to the service auditor’s report when express
ing an opinion on internal control over financial reporting.
Examples of Extent-of-Testing Decisions

B30. As discussed throughout this standard, determining the effectiveness of
a company’s internal control over financial reporting includes evaluating the
design and operating effectiveness of controls over all relevant assertions
related to all significant accounts and disclosures in the financial statements.
Paragraphs 88 through 107 provide the auditor with directions about the
nature, timing, and extent of testing of the design and operating effectiveness
of internal control over financial reporting.

B31. Examples B-1 through B-4 illustrate how to apply this information in
various situations. These examples are for illustrative purposes only.
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Example B-1
Daily Programmed Application Control and Daily Information
Technology-Dependent Manual Control

The auditor has determined that cash and accounts receivable are signifi
cant accounts to the audit of XYZ Company’s internal control over financial
reporting. Based on discussions with company personnel and review of
company documentation, the auditor learned that the company had the
following procedures in place to account for cash received in the lockbox:

a.

The company receives a download of cash receipts from the banks.

b.

The information technology system applies cash received in the
lockbox to individual customer accounts.

c.

Any cash received in the lockbox and not applied to a customer’s
account is listed on an exception report (Unapplied Cash Excep
tion Report).

•

Therefore, the application of cash to a customer’s account is
a programmed application control, while the review and
follow-up of unapplied cash from the exception report is a
manual control.

To determine whether misstatements in cash (existence assertion) and
accounts receivable (existence, valuation, and completeness) would be
prevented or detected on a timely basis, the auditor decided to test the
controls provided by the system in the daily reconciliation of lock box
receipts to customer accounts, as well as the control over reviewing and
resolving unapplied cash in the Unapplied Cash Exception Report.
Nature, Timing, and Extent of Procedures. To test the programmed appli
cation control, the auditor:

•

Identified, through discussion with company personnel, the soft
ware used to receive the download from the banks and to process
the transactions and determined that the banks supply the
download software.

—

The company uses accounting software acquired from a
third-party supplier. The software consists of a number of
modules. The client modifies the software only for up
grades supplied by the supplier.

•

Determined, through further discussion with company person
nel, that the cash module operates the lockbox functionality and
the posting of cash to the general ledger. The accounts receivable
module posts the cash to individual customer accounts and
produces the Unapplied Cash Exception Report, a standard
report supplied with the package. The auditor agreed this infor
mation to the supplier’s documentation.

•

Identified, through discussions with company personnel and
review of the supplier’s documentation, the names, file sizes (in
bytes), and locations of the executable files (programs) that
operate the functionality under review. The auditor then iden
tified the compilation dates of these programs and agreed them
to the original installation date of the application.
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Identified the objectives of the programs to be tested. The audi
tor wanted to determine whether only appropriate cash items
are posted to customers’ accounts and matched to customer
number, invoice number, amount, etc., and that there is a listing
of inappropriate cash items (that is, any of the above items not
matching) on the exception report.

In addition, the auditor had evaluated and tested general computer con
trols, including program changes (for example, confirmation that no un
authorized changes are undertaken) and logical access (for example, data
file access to the file downloaded from the banks and user access to the
cash and accounts receivable modules) and concluded that they were
operating effectively.
To determine whether such programmed controls were operating effec
tively, the auditor performed a walkthrough in the month of July. The
computer controls operate in a systematic manner, therefore, the auditor
concluded that it was sufficient to perform a walkthrough for only the one
item. During the walkthrough, the auditor performed and documented the
following items:

a.

Selected one customer and agreed the amount billed to the
customer to the cash received in the lockbox.

b.

Agreed the total of the lockbox report to the posting of cash
receipts in the general ledger.

c.

Agreed the total of the cash receipt download from the bank to
the lockbox report and supporting documentation.

d.

Selected one customer’s remittance and agreed amount posted
to the customer’s account in the accounts receivable subsidiary
ledger.

To test the detective control of review and follow up on the Daily Unapplied
Cash Exception Report, the auditor:
a.

Made inquiries of company personnel. To understand the proce
dures in place to ensure that all unapplied items are resolved,
the time frame in which such resolution takes place, and
whether unapplied items are handled properly within the sys
tem, the auditor discussed these matters with the employee
responsible for reviewing and resolving the Daily Unapplied
Cash Exception Reports. The auditor learned that, when items
appear on the Daily-Unapplied Cash Exception Report, the
employee must manually enter the correction into the system.
The employee typically performs the resolution procedures the
next business day. Items that typically appear on the Daily
Unapplied Cash Exception Report relate to payments made by
a customer without reference to an invoice number/purchase
order number or to underpayments of an invoice due to quantity
or pricing discrepancies.

b.

Observed personnel performing the control. The auditor then
observed the employee reviewing and resolving a Daily Unap
plied Cash Exception Report. The day selected contained four
exceptions—three related to payments made by a customer
without an invoice number, and one related to an underpayment
due to a pricing discrepancy.
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•

c.

For the pricing discrepancy, the employee determined,
through discussions with a sales person, that the customer
had been billed an incorrect price; a price break that the
sales person had granted to the customer was not reflected
on the customer’s invoice. The employee resolved the pricing
discrepancy, determined which invoices were being paid,
and entered a correction into the system to properly apply
cash to the customer’s account and reduce accounts receiv
able and sales accounts for the amount of the price break.

Reperformed the control. Finally, the auditor selected 25 Daily
Unapplied Cash Exception Reports from the period January to
September. For the reports selected, the auditor reperformed the
follow-up procedures that the employee performed. For instance,
the auditor inspected the documents and sources of information
used in the follow-up and determined that the transaction was
properly corrected in the system. The auditor also scanned other
Daily Unapplied Cash Exception Reports to determine that the
control was performed throughout the period of intended reli
ance.

Because the tests of controls were performed at an interim date, the auditor
had to determine whether there were any significant changes in the
controls from interim to year-end. Therefore, the auditor asked company
personnel about the procedures in place at year-end. Such procedures had
not changed from the interim period, therefore, the auditor observed that
the controls were still in place by scanning Daily Unapplied Cash Excep
tion Reports to determine the control was performed on a timely basis
during the period from September to year-end.

Based on the auditor’s procedures, the auditor concluded that the employee
was clearing exceptions in a timely manner and that the control was
operating effectively as of year-end.
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Example B-2
Monthly Manual Reconciliation
The auditor determined that accounts receivable is a significant account
to the audit of XYZ Company’s internal control over financial reporting.
Through discussions with company personnel and review of company
documentation, the auditor learned that company personnel reconcile the
accounts receivable subsidiary ledger to the general ledger on a monthly
basis. To determine whether misstatements in accounts receivable (exist
ence, valuation, and completeness) would be detected on a timely basis, the
auditor decided to test the control provided by the monthly reconciliation
process.
Nature, Timing, and Extent of Procedures. The auditor tested the com
pany’s reconciliation control by selecting a sample of reconciliations based
upon the number of accounts, the dollar value of the accounts, and the
volume of transactions affecting the account. Because the auditor consid
ered all other receivable accounts immaterial, and because such accounts
had only minimal transactions flowing through them, the auditor decided
to test only the reconciliation for the trade accounts receivable account.
The auditor elected to perform the tests of controls over the reconciliation
process in conjunction with the auditor’s substantive procedures over the
accounts receivable confirmation procedures, which were performed in
July.

To test the reconciliation process, the auditor:

a.

b.

Made inquiries of personnel performing the control. The auditor
asked the employee performing the reconciliation a number of
questions, including the following:
•

What documentation describes the account reconciliation
process?

•

How long have you been performing the reconciliation work?

•

What is the reconciliation process for resolving reconciling
items?

•

How often are the reconciliations formally reviewed and
signed off?

•

If significant issues or reconciliation problems are noticed,
to whose attention do you bring them?

•

On average, how many reconciling items are there?

•

How are old reconciling items treated?

•

If need be, how is the system corrected for reconciling items?

•

What is the general nature of these reconciling items?

Observed the employee performing the control. The auditor
observed the employee performing the reconciliation proce
dures. For nonrecurring reconciling items, the auditor observed
whether each item included a clear explanation as to its nature,
the action that had been taken to resolve it, and whether it had
been resolved on a timely basis.
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c.

Reperformed the control. Finally, the auditor inspected the
reconciliations and reperformed the reconciliation procedures.
For the May and July reconciliations, the auditor traced the
reconciling amounts to the source documents on a test basis. The
only reconciling item that appeared on these reconciliations was
cash received in the lockbox the previous day that had not been
applied yet to the customer’s account. The auditor pursued the
items in each month’s reconciliation to determine that the rec
onciling item cleared the following business day. The auditor
also scanned through the file of all reconciliations prepared
during the year and noted that they had been performed on a
timely basis. To determine that the company had not made
significant changes in its reconciliation control procedures from
interim to year-end, the auditor made inquiries of company
personnel and determined that such procedures had not changed
from interim to year-end. Therefore, the auditor verified that
controls were still in place by scanning the monthly account
reconciliations to determine that the control was performed on
a timely basis during the interim to year-end period.

Based on the auditor’s procedures, the auditor concluded that the recon
ciliation control was operating effectively as of year-end.
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Example B-3
Daily Manual Preventive Control

The auditor determined that cash and accounts payable were significant
accounts to the audit of the company’s internal control over financial
reporting. Through discussions with company personnel, the auditor
learned that company personnel make a cash disbursement only after they
have matched the vendor invoice to the receiver and purchase order. To
determine whether misstatements in cash (existence) and accounts pay
able (existence, valuation, and completeness) would be prevented on a
timely basis, the auditor tested the control over making a cash disburse
ment only after matching the invoice with the receiver and purchase.
Nature, Timing, and Extent of Procedures. On a haphazard basis, the
auditor selected 25 disbursements from the cash disbursement registers
from January through September. In this example, the auditor deemed a
test of 25 cash disbursement transactions an appropriate sample size
because the auditor was testing a manual control performed as part of the
routine processing of cash disbursement transactions through the system.
Furthermore, the auditor expected no errors based on the results of
company-level tests performed earlier. [If, however, the auditor had en
countered a control exception, the auditor would have attempted to identify
the root cause of the exception and tested an additional number of items.
If another control exception had been noted, the auditor would have
decided that this control was not effective. As a result, the auditor would
have decided to increase the extent of substantive procedures to be per
formed in connection with the financial statement audit of the cash and
accounts payable accounts.]

a.

After obtaining the related voucher package, the auditor exam
ined the invoice to see if it included the signature or initials of
the accounts payable clerk, evidencing the clerk’s performance
of the matching control. However, signature on a voucher pack
age to indicate signor approval does not necessarily mean that
the person carefully reviewed it before signing. The voucher
package may have been signed based on only a cursory review,
or without any review.

b.

The auditor decided that the quality of the evidence regarding
the effective operation of the control evidenced by a signature or
initials was not sufficiently persuasive to ensure that the control
operated effectively during the test period. In order to obtain
additional evidence, the auditor reperformed the matching con
trol corresponding to the signature, which included examining
the invoice determine that (a) its items matched to the receiver
and purchase order and (b) was mathematically accurate.

Because the auditor performed the tests of controls at an interim date, the
auditor updated the testing through the end of the year (initial tests are
through September to December) by asking the accounts payable clerk
whether the control was still in place and operating effectively. The auditor
confirmed that understanding by performing walkthrough of one transac
tion in December.

Based on the auditor’s procedures, the auditor concluded that the control
over making cash disbursement only after matching the invoice with the
receiver and purchase was operating effectively as of year-end.
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Example B-4
Programmed Prevent Control and Weekly Information
Technology-Dependent Manual Detective Control
The auditor determined that cash, accounts payable, and inventory were
significant accounts to the audit of the company’s internal control over
financial reporting. Through discussions with company personnel, the
auditor learned that the company’s computer system performs a three-way
match of the receiver, purchase order, and invoice. If there are any
exceptions, the system produces a list of unmatched items that employees
review and follow up on weekly.

In this case, the computer match is a programmed application control, and
the review and follow-up of the unmatched items report is a detective
control. To determine whether misstatements in cash (existence) and
accounts payable/inventory (existence, valuation, and completeness)
would be prevented or detected on a timely basis, the auditor decided to
test the programmed application control of matching the receiver, pur
chase order, and invoice as well as the review and follow-up control over
unmatched items.
Nature, Timing, and Extent of Procedures. To test the programmed appli
cation control, the auditor:

a.

Identified, through discussion with company personnel, the soft
ware used to process receipts and purchase invoices. The soft
ware used was a third-party package consisting of a number of
modules.

b.

Determined, through further discussion with company person
nel, that they do not modify the core functionality of the soft
ware, but sometimes make personalized changes to reports to
meet the changing needs of the business. From previous experi
ence with the company’s information technology environment,
the auditor believes that such changes are infrequent and that
information technology process controls are well established.

c.

Established, through further discussion, that the inventory
module operated the receiving functionality, including the
matching of receipts to open purchase orders. Purchase invoices
were processed in the accounts payable module, which matched
them to an approved purchase order against which a valid
receipt has been made. That module also produced the Un
matched Items Report, a standard report supplied with the
package to which the company has not made any modifications.
That information was agreed to the supplier’s documentation
and to documentation within the information technology depart
ment.

d.

Identified, through discussions with the client and review of the
supplier’s documentation, the names, file sizes (in bytes), and
locations of the executable files (programs) that operate the
functionality under review. The auditor then identified the com
pilation dates of the programs and agreed them to the original
installation date of the application. The compilation date of the
report code was agreed to documentation held within the infor
mation technology department relating to the last change made
to that report (a change in formatting).
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Identified the objectives of the programs to be tested. The audi
tor wanted to determine whether appropriate items are received
(for example, match a valid purchase order), appropriate pur
chase invoices are posted (for example, match a valid receipt and
purchase order, non-duplicate reference numbers) and un
matched items (for example, receipts, orders or invoices) are
listed on the exception report. The auditor then reperformed all
those variations in the packages on a test-of-one basis to deter
mine that the programs operated as described.

In addition, the auditor had evaluated and tested general computer con
trols, including program changes (for example, confirmation that no un
authorized changes are undertaken to the functionality and that changes
to reports are appropriately authorized, tested, and approved before being
applied) and logical access (for example, user access to the inventory and
accounts payable modules and access to the area on the system where
report code is maintained), and concluded that they were operating effec
tively. (Since the computer is deemed to operate in a systematic manner,
the auditor concluded that it was sufficient to perform a walkthrough for
only the one item.)
To determine whether the programmed control was operating effectively,
the auditor performed a walkthrough in the month of July. As a result of
the walkthrough, the auditor performed and documented the following
items:

a.

Receiving cannot record the receipt of goods without matching
the receipt to a purchase order on the system. The auditor tested
that control by attempting to record the receipt of goods into the
system without a purchase order. However, the system did not
allow the auditor to do that. Rather, the system produced an
error message stating that the goods could not be recorded as
received without an active purchase order.

b.

An invoice will not be paid unless the system can match the
receipt and vendor invoice to an approved purchase order. The
auditor tested that control by attempting to approve an invoice
for payment in the system. The system did not allow the auditor
to do that. Rather, it produced an error message indicating that
invoices could not be paid without an active purchase order and
receiver.

c.

The system disallows the processing of invoices with identical
vendor and identical invoice numbers. In addition, the system
will not allow two invoices to be processed against the same
purchase order unless the sum of the invoices is less than the
amount approved on the purchase order. The auditor tested that
control by attempting to process duplicate invoices. However,
the system produced an error message indicating that the in
voice had already been processed.

d.

The system compares the invoice amounts to the purchase order.
If there are differences in quantity/extended price, and such
differences fall outside a preapproved tolerance, the system does
not allow the invoice to be processed. The auditor tested that
control by attempting to process an invoice that had quantity/price differences outside the tolerance level of 10 pieces, or
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$1,000. The system produced an error message indicating that
the invoice could not be processed because of such differences.

e.

The system processes payments only for vendors established in
the vendor master file. The auditor tested that control by at
tempting to process an invoice for a vendor that was not estab
lished in the vendor master file. However, the system did not
allow the payment to be processed.

f.

The auditor tested user access to the vendor file and whether
such users can make modifications to such file by attempting to
access and make changes to the vendor tables. However, the
system did not allow the auditor to perform that function and
produced an error message stating that the user was not author
ized to perform that function.

g.

The auditor verified the completeness and accuracy of the Un
matched Items Report by verifying that one unmatched item was
on the report and one matched item was not on the report.

Note: It is inadvisable for the auditor to have uncontrolled
access to the company’s systems in his or her attempts
described above to record the receipt of goods without a
purchase order, approve an invoice for payment, process
duplicate invoices, etc. These procedures ordinarily are per
formed in the presence of appropriate company personnel
so that they can be notified immediately of any breach to
their systems.

To test the detect control of review and follow up on the Unmatched Items
Report, the auditor performed the following procedures in the month of
July for the period January to July:

a.

b.

Made inquiries of company personnel. To gain an understanding
of the procedures in place to ensure that all unmatched items
are followed-up properly and that corrections are made on a
timely basis, the auditor made inquiries of the employee who
follows up on the weekly-unmatched items reports. On a weekly
basis, the control required the employee to review the Un
matched Items Report to determine why items appear on it. The
employee’s review includes proper follow-up on items, including
determining whether:
•

All open purchase orders are either closed or voided within
an acceptable amount of time.

•

The requesting party is notified periodically of the status of
the purchase order and the reason for its current status.

•

The reason the purchase order remains open is due to
incomplete shipment of goods and, if so, whether the vendor
has been notified.

•

There are quantity problems that should be discussed with
purchasing.

Observed the performance of the control. The auditor observed
the employee performing the control for the Unmatched Items
Reports generated during the first week in July.
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Reperformed the control. The auditor selected five weekly Un
matched Items Reports, selected several items from each, and
reperformed the procedures that the employee performed. The
auditor also scanned other Unmatched Items Reports to deter
mine that the control was performed throughout the period of
intended reliance.

To determine that the company had not made significant changes in their
controls from interim to year-end, the auditor discussed with company
personnel the procedures in place for making such changes. Since the
procedures had not changed from interim to year-end, the auditor observed
that the controls were still in place by scanning the weekly Unmatched
Items Reports to determine that the control was performed on a timely
basis during the interim to year-end period.

Based on the auditor’s procedures, the auditor concluded that the employee
was clearing exceptions in a timely manner and that the control was
operating effectively as of year-end.
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APPENDIX C

SAFEGUARDING OF ASSETS
Cl. Safeguarding of assets is defined in paragraph 7 as those policies and
procedures that “provide reasonable assurance regarding prevention or timely
detection of unauthorized acquisition, use or disposition of the company’s assets
that could have a material effect on the financial statements.” This definition
is consistent with the definition provided in the Committee of Sponsoring
Organizations (COSO) of the Treadway Commission’s Addendum, Reporting to
External Parties, which provides the following definition of internal control over
safeguarding of assets:
Internal control over safeguarding of assets against unauthorized acquisition,
use or disposition is a process, effected by an entity’s board of directors,
management and other personnel, designed to provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the entity’s assets that could have a material effect on the
financial statements. Such internal control can be judged effective if the board
of directors and management have reasonable assurance that unauthorized
acquisition, use or disposition of the entity’s assets that could have a material
effect on the financial statements is being prevented or detected on a timely
basis.

C2. For example, a company has safeguarding controls over inventory tags
(preventive controls) and also performs periodic physical inventory counts
(detective control) timely in relation to its quarterly and annual financial
reporting dates. Although the physical inventory count does not safeguard the
inventory from theft or loss, it prevents a material misstatement to the
financial statements if performed effectively and timely.
C3. Therefore, given that the definitions of material weakness and significant
deficiency relate to the likelihood of misstatement of the financial statements,
the failure of a preventive control such as inventory tags will not result in a
significant deficiency or material weakness if the detective control (physical
inventory) prevents a misstatement of the financial statements. The COSO
Addendum also indicates that to the extent that such losses might occur,
controls over financial reporting are effective if they provide reasonable assur
ance that those losses are properly reflected in the financial statements,
thereby alerting financial statement users to consider the need for action.

Note: Properly reflected in the financial statements includes both
correctly recording the loss and adequately disclosing the loss.
C4. Material weaknesses relating to controls over the safeguarding of assets
would only exist when the company does not have effective controls (considering
both safeguarding and other controls) to prevent or detect a material misstate
ment of the financial statements.
C5. Furthermore, management’s plans that could potentially affect financial
reporting in future periods are not controls. For example, a company’s business
continuity or contingency planning has no effect on the company’s current
abilities to initiate, authorize, record, process, or report financial data. There
fore, a company’s business continuity or contingency planning is not part of
internal control over financial reporting.
C6. The COSO Addendum provides further information about safeguarding
of assets as it relates to internal control over financial reporting.
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APPENDIX D

EXAMPLES OF SIGNIFICANT DEFICIENCIES AND
MATERIAL WEAKNESS
D1. Paragraph 8 of this standard defines a control deficiency. Paragraphs 9 and
10 go on to define a significant deficiency and a material weakness, respectively.

D2. Paragraphs 22 through 23 of this standard discuss materiality in an audit
of internal control over financial reporting, and paragraphs 130 through 140
provide additional direction on evaluating deficiencies in internal control over
financial reporting.
D3. The following examples illustrate how to evaluate the significance of'
internal control deficiencies in various situations. These examples are for
illustrative purposes only.
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Example D-1
Reconciliations of Intercompany Accounts Are Not Performed on a
Timely Basis

Scenario A—Significant Deficiency. The company processes a signifi
cant number of routine intercompany transactions on a monthly basis.
Individual intercompany transactions are not material and primarily
relate to balance sheet activity, for example, cash transfers between
business units to finance normal operations.

A formal management policy requires monthly reconciliation of intercom
pany accounts and confirmation of balances between business units. How
ever, there is not a process in place to ensure performance of these
procedures. As a result, detailed reconciliations of intercompany accounts
are not performed on a timely basis. Management does perform monthly
procedures to investigate selected large-dollar intercompany account dif
ferences. In addition, management prepares a detailed monthly variance
analysis of operating expenses to assess their reasonableness.
Based only on these facts, the auditor should determine that this deficiency
represents a significant deficiency for the following reasons: The magni
tude of a financial statement misstatement resulting from this deficiency
would reasonably be expected to be more than inconsequential, but less
than material, because individual intercompany transactions are not ma
terial, and the compensating controls operating monthly should detect a
material misstatement. Furthermore, the transactions are primarily re
stricted to balance sheet accounts. However, the compensating detective
controls are designed only to detect material misstatements. The controls
do not address the detection of misstatements that are more than inconse
quential but less than material. Therefore, the likelihood that a misstate
ment that was more than inconsequential, but less than material, could
occur is more than remote.

Scenario B—Material Weakness. The company processes a significant
number of intercompany transactions on a monthly basis. Intercompany
transactions relate to a wide range of activities, including transfers of
inventory with intercompany profit between business units, allocation of
research and development costs to business units and corporate charges.
Individual intercompany transactions are frequently material.

A formal management policy requires monthly reconciliation of intercom
pany accounts and confirmation of balances between business units. How
ever, there is not a process in place to ensure that these procedures are
performed on a consistent basis. As a result, reconciliations of intercom
pany accounts are not performed on a timely basis, and differences in
intercompany accounts are frequent and significant. Management does not
perform any alternative controls to investigate significant intercompany
account differences.
Based only on these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude
of a financial statement misstatement resulting from this deficiency would
reasonably be expected to be material, because individual intercompany
transactions are frequently material and relate to a wide range of activi
ties. Additionally, actual unreconciled differences in intercompany ac
counts have been, and are, material. The likelihood of such a misstatement
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is more than remote because such misstatements have frequently occurred
and compensating controls are not effective, either because they are not
properly designed or not operating effectively. Taken together, the magni
tude and likelihood of misstatement of the financial statements resulting
from this internal control deficiency meet the definition of a material
weakness.
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Example D-2
Modifications to Standard Sales Contract Terms Not Reviewed To
Evaluate Impact on Timing and Amount of Revenue Recognition

Scenario A—Significant Deficiency. The company uses a standard
sales contract for most transactions. Individual sales transactions are not
material to the entity. Sales personnel are allowed to modify sales contract
terms. The company’s accounting function reviews significant or unusual
modifications to the sales contract terms, but does not review changes in
the standard shipping terms. The changes in the standard shipping terms
could require a delay in the timing of revenue recognition. Management
reviews gross margins on a monthly basis and investigates any significant
or unusual relationships. In addition, management reviews the reason
ableness of inventory levels at the end of each accounting period. The entity
has experienced limited situations in which revenue has been inappropri
ately recorded in advance of shipment, but amounts have not been mate
rial.

Based only on these facts, the auditor should determine that this deficiency
represents a significant deficiency for the following reasons: The magni
tude of a financial statement misstatement resulting from this deficiency
would reasonably be expected to be more than inconsequential, but less
than material, because individual sales transactions are not material and
the compensating detective controls operating monthly and at the end of
each financial reporting period should reduce the likelihood of a material
misstatement going undetected. Furthermore, the risk of material mis
statement is limited to revenue recognition errors related to shipping
terms as opposed to broader sources of error in revenue recognition.
However, the compensating detective controls are only designed to detect
material misstatements. The controls do not effectively address the detec
tion of misstatements that are more than inconsequential but less than
material, as evidenced by situations in which transactions that were not
material were improperly recorded. Therefore, there is a more than remote
likelihood that a misstatement that is more than inconsequential but less
than material could occur.
Scenario B—Material Weakness. The company has a standard sales
contract, but sales personnel frequently modify the terms of the contract.
The nature of the modifications can affect the timing and amount of
revenue recognized. Individual sales transactions are frequently material
to the entity, and the gross margin can vary significantly for each transac
tion.

The company does not have procedures in place for the accounting function
to regularly review modifications to sales contract terms. Although man
agement reviews gross margins on a monthly basis, the significant differ
ences in gross margins on individual transactions make it difficult for
management to identify potential misstatements. Improper revenue rec
ognition has occurred, and the amounts have been material.

Based only on these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude
of a financial statement misstatement resulting from this deficiency would
reasonably be expected to be material, because individual sales transac
tions are frequently material, and gross margin can vary significantly with
each transaction (which would make compensating detective controls
based on a reasonableness review ineffective). Additionally, improper
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revenue recognition has occurred, and the amounts have been material.
Therefore, the likelihood of material misstatements occurring is more than
remote. Taken together, the magnitude and likelihood of misstatement of
the financial statements resulting from this internal control deficiency
meet the definition of a material weakness.
Scenario C—Material Weakness. The company has a standard sales
contract, but sales personnel frequently modify the terms of the contract.
Sales personnel frequently grant unauthorized and unrecorded sales dis
counts to customers without the knowledge of the accounting department.
These amounts are deducted by customers in paying their invoices and are
recorded as outstanding balances on the accounts receivable aging. Al
though these amounts are individually insignificant, they are material in
the aggregate and have occurred consistently over the past few years.
Based on only these facts, the auditor should determine that this deficiency
represents a material weakness for the following reasons: The magnitude
of a financial statement misstatement resulting from this deficiency would
reasonably be expected to be material, because the frequency of occurrence
allows insignificant amounts to become material in the aggregate. The
likelihood of material misstatement of the financial statements resulting
from this internal control deficiency is more than remote (even assuming
that the amounts were fully reserved for in the company’s allowance for
uncollectible accounts) due to the likelihood of material misstatement of
the gross accounts receivable balance. Therefore, this internal control
deficiency meets the definition of a material weakness.
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Example D-3
Identification of Several Deficiencies
Scenario A—Material Weakness. During its assessment of internal
control over financial reporting, management identified the following
deficiencies. Based on the context in which the deficiencies occur, manage
ment and the auditor agree that these deficiencies individually represent
significant deficiencies:
•

Inadequate segregation of duties over certain information sys
tem access controls.

•

Several instances of transactions that were not properly re
corded in subsidiary ledgers; transactions were not material,
either individually or in the aggregate.

•

A lack of timely reconciliations of the account balances affected
by the improperly recorded transactions.

Based only on these facts, the auditor should determine that the combina
tion of these significant deficiencies represents a material weakness for
the following reasons: Individually, these deficiencies were evaluated as
representing a more than remote likelihood that a misstatement that is
more than inconsequential, but less than material, could occur. However,
each of these significant deficiencies affects the same set of accounts. Taken
together, these significant deficiencies represent a more than remote
likelihood that a material misstatement could occur and not be prevented
or detected. Therefore, in combination, these significant deficiencies rep
resent a material weakness.
Scenario B—Material Weakness. During its assessment of internal
control over financial reporting, management of a financial institution
identifies deficiencies in: the design of controls over the estimation of credit
losses (a critical accounting estimate); the operating effectiveness of con
trols for initiating, processing, and reviewing adjustments to the allowance
for credit losses; and the operating effectiveness of controls designed to
prevent and detect the improper recognition of interest income. Manage
ment and the auditor agree that, in their overall context, each of these
deficiencies individually represent a significant deficiency.
In addition, during the past year, the company experienced a significant
level of growth in the loan balances that were subjected to the controls
governing credit loss estimation and revenue recognition, and further
growth is expected in the upcoming year.

Based only on these facts, the auditor should determine that the combina
tion of these significant deficiencies represents a material weakness for
the following reasons:

•

The balances of the loan accounts affected by these significant
deficiencies have increased over the past year and are expected
to increase in the future.

•

This growth in loan balances, coupled with the combined effect
of the significant deficiencies described, results in a more than
remote likelihood that a material misstatement of the allowance
for credit losses or interest income could occur.

Therefore, in combination, these deficiencies meet the definition of a
material weakness.
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APPENDIX E
BACKGROUND AND BASIS FOR CONCLUSIONS
Introduction
E1. This appendix summarizes factors that the Public Company Accounting
Oversight Board (the “Board”) deemed significant in reaching the conclusions
in the standard. This appendix includes reasons for accepting certain views and
rejecting others.

Background
E2. Section 404(a) of the Sarbanes-Oxley Act of 2002 (the “Act”), and the
Securities and Exchange Commission’s (SEC) related implementing rules,
require the management of a public company to assess the effectiveness of the
company’s internal control over financial reporting, as of the end of the com
pany’s most recent fiscal year. Section 404(a) of the Act also requires manage
ment to include in the company’s annual report to shareholders management’s
conclusion as a result of that assessment of whether the company’s internal
control over financial reporting is effective.
E3. Sections 103(a)(2)(A) and 404(b) of the Act direct the Board to establish
professional standards governing the independent auditor’s attestation and
reporting on management’s assessment of the effectiveness of internal control
over financial reporting.

E4. The backdrop for the development of the Board’s first major auditing
standard was, of course, the spectacular audit failures and corporate malfea
sance that led to the passage of the Act. Although all of the various components
of the Act work together to help restore investor confidence and help prevent
the types of financial reporting breakdowns that lead to the loss of investor
confidence, Section 404 of the Act is certainly one of the most visible and
tangible changes required by the Act.
E5. The Board believes that effective controls provide the foundation for
reliable financial reporting. Congress believed this too, which is why the new
reporting by management and the auditor on the effectiveness of internal
control over financial reporting received such prominent attention in the Act.
Internal control over financial reporting enhances a company’s ability to
produce fair and complete financial reports. Without reliable financial reports,
making good judgments and decisions about a company becomes very difficult
for anyone, including the board of directors, management, employees, inves
tors, lenders, customers, and regulators. The auditor’s reporting on manage
ment’s assessment of the effectiveness of internal control over financial
reporting provides users of that report with important assurance about the
reliability of the company’s financial reporting.
E6. The Board’s efforts to develop this standard were an outward expression
of the Board’s mission, “to protect the interests of investors and further the
public interest in the preparation of informative, fair, and independent audit
reports.” As part of fulfilling that mission as it relates to this standard, the
Board considered the advice that respected groups had offered to other auditing
standards setters in the past. For example, the Public Oversight Board’s Panel
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on Audit Effectiveness recommended that “auditing standards need to provide
clear, concise and definitive imperatives for auditors to follow.”1 As another
example, the International Organization of Securities Commissioners advised
the International Auditing and Assurance Standards Board “that the IAASB
must take care to avoid language that could inadvertently encourage inappro
priate shortcuts in audits, at a time when rigorous audits are needed more than
ever to restore investor confidence.”1
2

E7. The Board understood that, to effectively fulfill its mission and for this
standard to achieve its ultimate goal of restoring investor confidence by
increasing the reliability of public company financial reporting, the Board’s
standard must contain clear directions to the auditor consistent with investor’s
expectations that the reliability of financial reporting be significantly im
proved. Just as important, the Board recognized that this standard must
appropriately balance the costs to implement the standard’s directions with the
benefits of achieving these important goals. As a result, all of the Board’s
decisions about this standard were guided by the additional objective of creat
ing a rational relationship between costs and benefits.
E8. When the Board adopted its interim attestation standards in Rule 3300T on
an initial, transitional basis, the Board adopted a pre-existing standard govern
ing an auditor’s attestation on internal control over financial reporting.3 As
part of the Board’s process of evaluating that pre-existing standard, the Board
convened a public roundtable discussion on July 29, 2003 to discuss issues and
hear views related to reporting on internal control over financial reporting. The
participants at the roundtable included representatives from public companies,
accounting firms, investor groups, and regulatory organizations. Based on
comments made at the roundtable, advice from the Board’s staff, and other
input the Board received, the Board determined that the preexisting standard
governing an auditor’s attestation on internal control over financial reporting
was insufficient for effectively implementing the requirements of Section 404
of the Act and for the Board to appropriately discharge its standard-setting
obligations under Section 103(a) of the Act. In response, the Board developed
and issued, on October 7, 2003, a proposed auditing standard titled, An Audit
of Internal Control Over Financial Reporting Performed in Conjunction with
An Audit of Financial Statements.
E9. The Board received 189 comment letters on a broad array of topics from a
variety of commenters, including auditors, investors, internal auditors, issuers,
regulators, and others. Those comments led to changes in the standard, in
tended to make the requirements of the standard clearer and more operational.
This appendix summarizes significant views expressed in those comment
letters and the Board’s responses.
1 Panel on Audit Effectiveness, Report and Recommendations, sec. 2.228 (August 31, 2000).
2 April 8,2003 comment letter from the International Organization of Securities Commissions to
the International Auditing and Assurance Standards Board regarding the proposed international
standards on audit risk (Amendment to ISA 200, “Objective and Principles Governing an Audit of
Financial Statements;” proposed ISAs, “Understanding the Entity and Its Environment and Assess
ing the Risks of Material Misstatement;” “Auditor’s Procedures in Response to Assessed Risks;” and
“Audit Evidence”).

3 The pre-existing standard is Chapter 5, “Reporting on an Entity’s Internal Control Over
Financial Reporting” of Statement on Standards for Attestation Engagements (SSAE) No. 10, At
testation Standards: Revision and Recodification (AICPA, Professional Standards, Vol. 1, AT sec.
501). SSAE No. 10 has been codified into AlCPAProfessional Standards, Volume 1, as AT sections 101
through 701.
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Fundamental Scope of the Auditor's Work in an Audit of Internal
Control Over Financial Reporting

E10. The proposed standard stated that the auditor’s objective in an audit of
internal control over financial reporting was to express an opinion on manage
ment’s assessment of the effectiveness of the company’s internal control over
financial reporting. To render such an opinion, the proposed standard required
the auditor to obtain reasonable assurance about whether the company main
tained, in all material respects, effective internal control over financial report
ing as of the date specified in management’s report. To obtain reasonable
assurance, the auditor was required to evaluate both management’s process for
making its assessment and the effectiveness of internal control over financial
reporting.
Ell. Virtually all investors and auditors who submitted comment letters
expressed support for this approach. Other commenters, primarily issuers,
expressed concerns that this approach was contrary to the intent of Congress
and, therefore, beyond what was specifically required by Section 404 of the Act.
Further, issuers stated their views that this approach would lead to unneces
sary and excessive costs. Some commenters in this group suggested the audi
tor’s work should be limited to evaluating management’s assessment process
and the testing performed by management and internal audit. Others acknow
ledged that the auditor would need to test at least some controls directly in
addition to evaluating and testing management’s assessment process. How
ever, these commenters described various ways in which the auditor’s own
testing could be significantly reduced from the scope expressed in the proposed
standard. For instance, they proposed that the auditor could be permitted to
use the work of management and others to a much greater degree; that the
auditor could use a “risk analysis” to identify only a few controls to be tested;
and a variety of other methods to curtail the extent of the auditor’s work. Of
those opposed to the scope, most cited their belief that the scope of work
embodied in the standard would lead to a duplication of effort between man
agement and the auditor which would needlessly increase costs without adding
significant value.

E12. After considering the comments, the Board retained the approach de
scribed in the proposed standard. The Board concluded that the approach taken
in the standard is consistent with the intent of Congress. Also, to provide the
type of report, at the level of assurance called for in Sections 103 and 404, the
Board concluded that the auditor must evaluate both management’s assess
ment process and the effectiveness of internal control over financial reporting.
Finally, the Board noted the majority of the cost to be borne by companies (and
ultimately investors) results directly from the work the company will have to
perform to maintain effective internal control over financial reporting and to
comply with Section 404(a) of the Act. The cost of the auditor’s work as described
in this standard ultimately will represent a smaller portion of the total cost to
companies of implementing Section 404.

E13. The Board noted that large, federally insured financial institutions have
had a similar internal control reporting requirement for over ten years. The
Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA) has
required, since 1993, managements of large financial institutions to make an
assessment of internal control over financial reporting effectiveness and the
institution’s independent auditor to issue an attestation report on manage
ment’s assessment.
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E14. The attestation standards under which FDICIA engagements are cur
rently performed are clear that, when performing an examination of manage
ment’s assertion on the effectiveness of internal control over financial reporting
(management’s report on the assessment required by Section 404(a) of the Act
must include a statement as to whether the company’s internal control over
financial reporting is effective), the auditor may express an opinion either on
management’s assertion (that is, whether management’s assessment about the
effectiveness of the internal control over financial reporting is fairly stated) or
directly on the subject matter (that is, whether the internal control over
financial reporting is effective) because the level of work that must be per
formed is the same in either case.
E15. The Board observed that Congress indicated an intent to require an
examination level of work in Section 103(a) of the Act, which states, in part,
that each registered public accounting firm shall:

describe in each audit report the scope of the auditor’s testing of the internal
control structure and procedures of the issuer, required by Section 404(b), and
present (in such report or in a separate report)—
(I)

(II)

the findings of the auditor from such testing;
an evaluation of whether such internal control structure
and procedures—

(aa)

include maintenance of records that in reasonable
detail accurately reflect the transactions and dispo
sitions of the assets of the issuer;

(bb) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of fi
nancial statements in accordance with generally
accepted accounting principles, and that receipts
and expenditures of the issuer are being made only
in accordance with authorizations of management
and directors of the issuer; and
(III) a description, at a minimum, of material weaknesses in such
internal controls, and of any material noncompliance found on
the basis of such testing, [emphasis added].

E16. The Board concluded that the auditor must test internal control over
financial reporting directly, in the manner and extent described in the stand
ard, to make the evaluation described in Section 103. The Board also inter
preted Section 103 to provide further support that the intent of Congress was
to require an opinion on the effectiveness of internal control over financial
reporting.
El7. The Board concluded that the auditor must obtain a high level of
assurance that the conclusion expressed in management’s assessment is correct
to provide an opinion on management’s assessment. An auditing process restricted
to evaluating what management has done would not provide the auditor with a
sufficiently high level of assurance that management’s conclusion is correct.
Instead, it is necessary for the auditor to evaluate management’s assessment
process to be satisfied that management has an appropriate basis for its statement,
or assertion, about the effectiveness of the company’s internal control over finan
cial reporting. It also is necessary for the auditor to directly test the effective
ness of internal control over financial reporting to be satisfied that management’s
conclusion is correct, and that management’s assertion is fairly stated.
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E18. This testing takes on added importance with the public nature of the
internal control reporting. Because of the auditor’s association with a state
ment by management that internal control over financial reporting is effective,
it is reasonable for a user of the auditor’s report to expect that the auditor tested
the effectiveness of internal control over financial reporting. For the auditor to
do otherwise would create an expectation gap, in which the assurance that the
auditor obtained is less than what users reasonably expect.
E19. Auditors, investors, and the Federal bank regulators reaffirmed in their
comment letters on the proposed auditing standard that the fundamental
approach taken by the Board was appropriate and necessary. Investors were
explicit in their expectation that the auditor must test the effectiveness of
controls directly in addition to evaluating management’s assessment process.
Investors further recognized that this kind of assurance would come at a price
and expressed their belief that the cost of the anticipated benefits was reason
able. The federal banking regulators, based on their experience examining
financial institutions’ internal control assessments and independent auditors^
attestation reports under FDICIA, commented that the proposed auditing
standard was a significant improvement over the existing attestation standard.

Reference to Audit vs. Attestation
E20. The proposed standard referred to the attestation required by Section
404(b) of the Act as the audit of internal control over financial reporting instead
of an attestation of management’s assessment. The proposed standard took that
approach both because the auditor’s objective is to express an opinion on manage+
ment’s assessment of the effectiveness of internal control over financial reports
ing, just as the auditor’s objective in an audit of the financial statements is to
express an opinion on the fair presentation of the financial statements, and
because the level of assurance obtained by the auditor is the same in both cases!.
Furthermore, the proposed standard described an integrated audit of the finanr
cial statements and internal control over financial reporting and allowed the
auditor to express his or her opinions on the financial statements and on the
effectiveness of internal control in separate reports or in a single, combined report.
E21. Commenters’ views on this matter frequently were related to their views
on whether the proposed scope of the audit was appropriate. Those who agreed
that the scope in the proposed standard was appropriate generally agreed that
referring to the engagement as an audit was appropriate. On the other hand,
commenters who objected to the scope of work described in the proposed
standard often drew an important distinction between an audit and an attesta 
tion. Because Section 404 calls for an attestation, they believed it was inappro
priate to call the engagement anything else (or to mandate a scope that called
for a more extensive level of work).

E22. Based, in part, on the Board’s decisions about the scope of the audit of
internal control over financial reporting, the Board concluded that the engage
ment should continue to be referred to as an “audit.” This term emphasizes the
nature of the auditor’s objective and communicates that objective most clearly
to report users. Use of this term also is consistent with the integrated approach
described in the standard and the requirement in Section 404 of the Act that
this reporting not be subject to a separate engagement.

E23. Because the Board’s standard on internal control is an auditing standard,
it is preferable to use the term audit to describe the engagement rather than
the term examination, which is used in the attestation standards to describe
an engagement designed to provide a high level of assurance.
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E24. Finally, the Board believes that using the term audit helps dispel the
misconception that an audit of internal control over financial reporting is a
different level of service than an attestation of management’s assessment of
internal control over financial reporting.

Form of the Auditor's Opinion
E25. The proposed auditing standard required that the auditor’s opinion in
his or her report state whether management’s assessment of the effectiveness
of the company’s internal control over financial reporting as of the specified
date is fairly stated, in all material respects, based on the control criteria.
However, the proposed standard also stated that nothing precluded the auditor
from auditing management’s assessment and opining directly on the effective
ness of internal control over financial reporting. This is because the scope of
the work, as defined by the proposed standard, was the same, regardless of
whether the auditor reports on management’s assessment or directly on the
effectiveness of internal control over financial reporting. The form of the
opinion was essentially interchangeable between the two.

E26. However, if the auditor planned to issue other than an unqualified
opinion, the proposed standard required the auditor to report directly on the
effectiveness of the company’s internal control over financial reporting rather
than on management’s assessment. The Board initially concluded that express
ing an opinion on management’s assessment, in these circumstances, did not
most effectively communicate the auditor’s conclusion that internal control was
not effective. For example, if management expresses an adverse assessment
because a material weakness exists at the date of management’s assessment
(“.. .internal control over financial reporting is not effective...”) and the auditor
expresses his or her opinion on management’s assessment (“...management’s
assessment that internal control over financial reporting is not effective is fairly
stated, in all material respects..a reader might not be clear about the results
of the auditor’s testing and about the auditor’s conclusions. The Board initially
decided that reporting directly on the effectiveness of the company’s internal
control over financial reporting better communicates to report users the effect
of such conditions, because direct reporting more clearly states the auditor’s
conclusions about the effectiveness of internal control over financial reporting
(“In our opinion, because of the effect of the material weakness described..., the
Company’s internal control over financial reporting is not effective.”).
E27. A number of commenters were supportive of the model described in the
previous paragraph, as they agreed with the Board’s reasoning. However, several
commenters believed that report users would be confused as to why the form of the
auditor’s opinion would be different in various circumstances. These commenters
thought that the auditor’s opinion should be consistently expressed in all reports.
Several auditors recommended that auditors always report directly on the effec
tiveness of the company’s internal control over financial reporting. They reasoned
that the scope of the audit—which always would require the auditor to obtain
reasonable assurance about whether the internal control over financial reporting
was effective—would be more clearly communicated, in all cases, by the auditor
reporting directly on the effectiveness of internal control over financial reporting.
Other commenters suggested that the auditor always should express two opinions:
one on management’s assessment and one directly on the effectiveness of internal
control over financial reporting. They believed the Act called for two opinions:
Section 404 calls for an opinion on management’s assessment, while Section 103
calls for an opinion directly on the effectiveness of internal control over financial
reporting.
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E28. The Board believes that the reporting model in the proposed standard is
appropriate. However, the Board concluded that the expression of two opin
ions—one on management’s assessment and one on the effectiveness of internal
control over financial reporting—in all reports is a superior approach that
balances the concerns of many different interested parties. This approach is
consistent with the scope of the audit, results in more consistent reporting in
differing circumstances, and makes the reports more easily understood by
report users. Therefore, the standard requires that the auditor express two
opinions in all reports on internal control over financial reporting.

Use of the Work of Others

E29. After giving serious consideration to a rational relationship between
costs and benefits, the Board decided to change the provisions in the proposed
standard regarding using the work of others. The proposed standard required
the auditor to evaluate whether to use the work of others, such as internal
auditors and others working under the direction of management, and described
an evaluation process focused on the competence and objectivity of the persons
who performed the work that the auditor was required to use when determining
the extent to which he or she could use the work of others.
E30. The proposed standard also described two principles that limited the
auditor’s ability to use of the work of others. First, the proposed standard
defined three categories of controls and the extent to which the auditor could
use the work of others in each of those categories:

•

Controls for which the auditor should not rely on the work of others,
such as controls in the control environment and controls specifically
intended to prevent or detect fraud that is reasonably likely to have a
material effect on the company’s financial statements,

•

Controls for which the auditor may rely on the work of others, but his
or her reliance on the work of others should be limited, such as controls
over nonroutine transactions that are considered high risk because
they involve judgments and estimates, and

•

Controls for which the auditor’s reliance on the work of others is not
specifically limited, such as controls over routine processing of signifi
cant accounts.

E31. Second, the proposed standard required that, on an overall basis, th-e
auditor’s own work must provide the principal evidence for the audit opinion
(this is referred to as the principal evidence provision).

E32. In the proposed standard, these two principles provided the auditor with
flexibility in using the work of others while preventing him or her from placing
inappropriate over-reliance on the work of others. Although the proposed
standard required the auditor to reperform some of the tests performed by
others to use their work, it did not establish specific requirements for the extent
of the reperformance. Rather, it allowed the auditor to use his or her judgment
and the directions provided by the two principles discussed in the previous two
paragraphs to determine the appropriate extent of reperformance.
E33. The Board received a number of comments that agreed with the proposed
three categories of controls and the principal evidence provision. However, most
commenters expressed some level of concern with the categories, the principal
evidence provision, or both.
E34. Comments opposing or criticizing the categories of controls varied from
general to very specific. In general terms, many commenters (particularly
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issuers) expressed concern that the categories described in the proposed stand
ard were too restrictive. They believed the auditor should be able to use his or
her judgment to determine in which areas and to what extent to rely on the
work of others. Other commenters indicated that the proposed standard did not
place enough emphasis on the work of internal auditors whose competence and
objectivity, as well as adherence to professional standards of internal auditing,
should clearly set their work apart from the work performed by others in the
organization (such as management or third parties working under manage
ment’s direction). Further, these commenters believed that the standard should
clarify that the auditor should be able to use work performed by internal
auditors extensively. In that case, their concerns about excessive cost also
would be partially alleviated.

E35. Other commenters expressed their belief that the proposed standard
repudiated the approach established in AU sec. 322, The Auditor’s Considera
tion of the Internal Audit Function in an Audit of Financial Statements, for the
auditor’s use of the work of internal auditors in a financial statement audit.
Commenters also expressed very specific and pointed views on the three
categories of controls. As defined in the proposed standard, the first category
(in which the auditor should not use the work of others at all) included:

•

Controls that are part of the control environment, including controls
specifically established to prevent and detect fraud that is reasonably
likely to result in material misstatement of the financial statements.

•

Controls over the period-end financial reporting process, including
controls over procedures used to enter transaction totals into the
general ledger; to initiate, record, and process journal entries in the
general ledger; and to record recurring and nonrecurring adjustments
to the financial statements (for example, consolidating adjustments,
report combinations, and reclassifications).

•

Controls that have a pervasive effect on the financial statements, such
as certain information technology general controls on which the oper
ating effectiveness of other controls depend.

•

Walkthroughs.

E36. Commenters expressed concern that the prohibition on using the work
of others in these areas would (a) drive unnecessary and excessive costs, (b) not
give appropriate recognition to those instances in which the auditor evaluated
internal audit as having a high degree of competence and objectivity, and (c)
be impractical due to resource constraints at audit firms. Although each
individual area was mentioned, the strongest and most frequent objections
were to the restrictions imposed over the inclusion in the first category of
walkthroughs, controls over the period-end financial reporting process, and
information technology general controls. Some commenters suggested the
Board should consider moving these areas from the first category to the second
category (in which using the work of others would be limited, rather than
prohibited); others suggested removing any limitation on using the work of
others in these areas altogether.
E37. Commenters also expressed other concerns with respect to the three
control categories. Several commenters asked for clarification on what consti
tuted limited use of the work of others for areas included in the second category.
Some commenters asked for clarification about the extent of reperformance
necessary for the auditor to use the work of others. Other commenters ques
tioned the meaning of the term without specific limitation in the third category
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by asking, did this mean that the auditor could use the work of others in these
areas without performing or reperforming any work in those areas?
E38. Although most commenters suggested that the principal evidence
threshold for the auditor’s own work be retained, some commenters objected to
the principal evidence provision. Although many commenters identified the
broad array of areas identified in the first category (in which the auditor should
not use the work of others at all) as the key driver of excessive costs, others
identified the principal evidence provision as the real source of their excessive
cost concerns. Even if the categories were redefined in such a way as to permit
the auditor to use the work of others in more areas, any associated decrease in
audit cost would be limited by the principal evidence provision which, if
retained, would still require significant original work on the part of the auditor.
On the other hand, both investors and auditors generally supported retaining
the principal evidence provision as playing an important role in ensuring the
independence of the auditor’s opinion and preventing inappropriate overreli
ance on the work of internal auditors and others.
E39. Commenters who both supported and opposed the principal evidence
provision indicated that implementing it would be problematic because the
nature of the work in an audit of internal control over financial reporting does
not lend itself to a purely quantitative measurement. Thus, auditors would be
forced to use judgment when determining whether the principal evidence
provision has been satisfied.

E40. In response to the comments, the Board decided that some changes to
the guidance on using the work of others were necessary. The Board did not
intend to reject the concepts in AU sec. 322 and replace them with a different
model. Although AU sec. 322 is designed to apply to an audit of financial
statements, the Board concluded that the concepts contained in AU sec. 322
are sound and should be used in an audit of internal control over financial
reporting, with appropriate modification to take into account the differences in
the nature of the evidence necessary to support an opinion on financial state
ments and the evidence necessary to support an opinion on internal control
effectiveness. The Board also wanted to make clear that the concepts in AU sec.
322 also may be applied, with appropriate auditor judgment, to the relevant
work of others.

E41. The Board remained concerned, however, with the possibility that audi
tors might overrely on the work of internal auditors and others. Inappropriate
overreliance can occur in a variety of ways. For example, an auditor might rely
on the work of a highly competent and objective internal audit function for
proportionately too much of the evidence that provided the basis for the
auditor’s opinion. Inappropriate overreliance also occurs when the auditor
incorrectly concludes that internal auditors have a high degree of competence
and objectivity when they do not, perhaps because the auditor did not exercise
professional skepticism or due professional care when making his or her
evaluation. In either case, the result is the same: unacceptable risk that the
auditor’s conclusion that internal control over financial reporting is effective is
incorrect. For example, federal bank regulators commented that, in their
experience with FDICIA, auditors have a tendency to rely too heavily on the
work of management and others, further noting that this situation diminishes
the independence of the auditor’s opinion on control effectiveness.
E42. The Board decided to revise the categories of controls by focusing on the
nature of the controls being tested, evaluating the competence and objectivity
of the individuals performing the work, and testing the work of others. This
allows the auditor to exercise substantial judgment based on the outcome of
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this work as to the extent to which he or she can make use of the work of internal
auditors or others who are suitably qualified.
E43. This standard emphasizes the direct relationship between the assessed
level of competence and objectivity and the extent to which the auditor may use
the work of others. The Board included this clarification to highlight the special
status that a highly competent and objective internal auditor has in the
auditor’s work as well as to caution against inappropriate overreliance on the
work of management and others who would be expected to have lower degrees
of competence and objectivity in assessing controls. Indeed, the Board noted
that, with regard to internal control over financial reporting, internal auditors
would normally be assessed as having a higher degree of competence and
objectivity than management or others and that an auditor will be able to rely
to a greater extent on the work of a highly competent and objective internal
auditor than on work performed by others within the company.

E44. The Board concluded that the principal evidence provision is critical to
preventing overreliance on the work of others in an audit of internal control oyer
financial reporting. The requirement for the auditor to perform enough of the
control testing himself or herself so that the auditor’s own work provides the
principal evidence for the auditor’s opinion is of paramount importance to the
auditor’s assurance providing the level of reliability that investors expect. How
ever, the Board also decided that the final standard should articulate clearly that
the auditor’s judgment about whether he or she has obtained the principal evidence
required is qualitative as well as quantitative. Therefore, the standard now states,
“Because the amount of work related to obtaining sufficient evidence to support an
opinion about the effectiveness of controls is not susceptible to precise measure
ment, the auditor’s judgment about whether he or she has obtained the principal
evidence for the opinion will be qualitative as well as quantitative. For example,
the auditor might give more weight to work performed on pervasive controls and
in areas such as the control environment than on other controls, such as controls
over low-risk, routine transactions.”
E45. The Board also concluded that a better balance could be achieved in the
standard by instructing the auditor to factor into the determination of the
extent to which to use the work of others an evaluation of the nature of the
controls on which others performed their procedures.
E46. Paragraph 112 of the standard provides the following factors the auditor
should consider when evaluating the nature of the controls subjected to the
work of others:
•

The materiality of the accounts and disclosures that the control ad
dresses and the risk of material misstatement.

•

The degree of judgment required to evaluate the operating effective
ness of the control (that is, the degree to which the evaluation of the
effectiveness of the control requires evaluation of subjective factors
rather than objective testing).

•

The pervasiveness of the control.

•

The level ofjudgment or estimation required in the account or disclosure.

•

The potential for management override of the control.

E47. As these factors increase in significance, the need for the auditor to
perform his or her own work on those controls increases. As these factors
decrease in significance, the auditor may rely more on the work of others.
Because of the nature of controls in the control environment, however, the
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standard does not allow the auditor to use the work of others to reduce the
amount of work he or she performs on such controls. In addition, the standard
also does not allow the auditor to use the work of others in connection with the
performance of walkthroughs of major classes of transactions because of the
high degree of judgment required when performing them (See separate discus
sion in paragraphs E51 through E57).
E48. The Board decided that this approach was responsive to those who
believed that the auditor should be able to use his or her judgment in deter
mining the extent to which to use the work of others. The Board designed the
requirement that the auditor’s own work must provide the principal evidence
for the auditor’s opinion as one of the boundaries within which the auditor
determines the work he or she must perform himself or herself in the audit of
internal control over financial reporting. The other instructions about using
the work of others provide more specific direction about how the auditor makes
this determination, but allow the auditor significant flexibility to use his or her
judgment to determine the work necessary to obtain the principal evidence,
and to determine when the auditor can use the work of others rather than
perform the work himself or herself. Although some of the directions are specific
and definitive, such as the directions for the auditor to perform tests of controls
in the control environment and walkthroughs himself or herself, the Board
decided that these areas were of such audit importance that the auditor should
always perform this testing as part of obtaining the principal evidence for his
or her opinion. The Board concluded that this approach appropriately balances
the use of auditor judgment and the risk of inappropriate overreliance.

E49. The Board was particularly concerned by comments that issuers might
choose to reduce their internal audit staff or the extent of internal audit testing
in the absence of a significant change in the proposed standard that would
significantly increase the extent to which the auditor may use the work of
internal auditors. The Board believes the standard makes clear that an effec
tive internal audit function does permit the auditor to reduce the work that
otherwise would be necessary.
E50. Finally, as part of clarifying the linkage between the degree of compe
tence and objectivity of the others and the ability to use their work, the Board
decided that additional clarification should be provided on the extent of testing
that should be required of the work of others. The Board noted that the
interaction of the auditor performing walkthroughs of every significant process
and the retention of the principal evidence provision precluded the need for the
auditor to test the work of others in every significant account. However, testing
the work of others is an important part of an ongoing assessment of their
competence and objectivity. Therefore, as part of the emphasis on the direct
relationship between the assessed level of competence and objectivity to the
extent of the use of the work of others, additional provisions were added
discussing how the results of the testing of the work of others might affect the
auditor’s assessment of competence and objectivity. The Board also concluded
that testing the work of others should be clearly linked to an evaluation of the
quality and effectiveness of their work.

Walkthroughs

E51. The proposed standard included a requirement that the auditor perform
walkthroughs, stating that the auditor should perform a walkthrough for all of
the company’s significant processes. In the walkthrough, the auditor was to
trace all types of transactions and events, both recurring and unusual, from
origination through the company’s information systems until they were included
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in the company’s financial reports. As stated in the proposed standard, walk
throughs provide the auditor with evidence to:
•

Confirm the auditor’s understanding of the process flow of transac
tions;

•

Confirm the auditor’s understanding of the design of controls identi
fied for all five components of internal control over financial reporting,
including those related to the prevention or detection of fraud;

•

Confirm that the auditor’s understanding of the process is complete
by determining whether all points in the process at which misstate
ments related to each relevant financial statement assertion that
could occur have been identified;

•

Evaluate the effectiveness of the design of controls; and

•

Confirm whether controls have been placed in operation.

E52. A number of commenters expressed strong support for the requirement
for the auditor to perform walkthroughs as described in the proposed standard.
They agreed that auditors who did not already perform the type of walkthrough
described in the proposed standard should perform them as a matter of good
practice. These commenters further recognized that the first-hand under
standing an auditor obtains from performing these walkthroughs puts the
auditor in a much better position to design an effective audit and to evaluate
the quality and effectiveness of the work of others. They considered the
walkthrough requirement part of “getting back to basics,” which they viewed
as a positive development.
E53. Some commenters expressed general support for walkthroughs as re
quired procedures, but had concerns about the scope of the work. A number of
commenters suggested that requiring walkthroughs of all significant processes
and all types of transactions would result in an overwhelming and unreason
able number of walkthroughs required. Commenters made various suggestions
for alleviating this problem, including permitting the auditor to determine,
using broad auditor judgment, which classes of transactions to walk through
or refining the scope of “all types of transactions” to include some kind of
consideration of risk and materiality.

E54. Other commenters believed that required walkthroughs would result in
excessive cost if the auditor were prohibited from using the work of others.
These commenters suggested that the only way that required walkthroughs
would be a reasonable procedure is to permit the auditor to use the work of
others. Although commenters varied on whether the auditor’s use of the work
of others for walkthroughs should be liberal or limited, and whether it should
include management or be limited to internal auditors, a large number of
commenters suggested that limiting walkthroughs to only the auditor himself
or herself was impractical.
E55. The Board concluded that the objectives of the walkthroughs cannot be
achieved second-hand. For the objectives to be effectively achieved, the auditor
must perform the walkthroughs himself or herself. Several commenters who
objected to the prohibition on using the work of internal auditors for walk
throughs described situations in which internal auditors would be better able
to effectively perform walkthroughs because internal auditors understood the
company’s business and controls better than the external auditor and because
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the external auditor would struggle in performing walkthroughs due to a lack
of understanding. The Board observed that these commenters’ perspectives
support the importance of requiring the external auditor to perform walk
throughs. If auditors struggle to initially perform walkthroughs because their
knowledge of the company and its controls is weak, then that situation would
only emphasize the necessity for the auditor to increase his or her level of
understanding. After considering the nature and extent of the procedures that
would be required to achieve these objectives, the Board concluded that per
forming walkthroughs would be the most efficient means of doing so. The
first-hand understanding the auditor will obtain of the company’s processes
and its controls through the walkthroughs will translate into increased effec
tiveness and quality throughout the rest of the audit, in a way that cannot be
achieved otherwise.

E56. The Board also decided that the scope of the transactions that should be
subjected to walkthroughs should be more narrowly defined. To achieve the
objectives the Board intended for walkthroughs to accomplish, the auditor
should not be forced to perform walkthroughs on what many commenters
reasoned was an unreasonably large population. The Board decided that the
auditor should be able to use judgment in considering risk and materiality to
determine which transactions and events within a given significant process to
walk through. As a result, the directions in the standard on determining
significant processes and major classes of transactions were expanded, and the
population of transactions for which auditors will be required to walk through
narrowed by replacing “all types of transactions” with “major classes of trans
actions.”
E57. Although judgments of risk and materiality are inherent in identifying
major classes of transactions, the Board decided to also remove from the
standard the statement, “walkthroughs are required procedures” as a means
of further clarifying that auditor judgment plays an important role in deter
mining the major classes of transactions for which to perform a walkthrough.
The Board observed that leading off the discussion of walkthroughs in the
standard with such a sentence could be read as setting a tone that diminished
the role of judgment in selecting the transactions to walk through. As a result,
the directions in the standard on performing walkthroughs begin with, “The
auditor should perform at least one walkthrough for each major class of
transactions...” The Board’s decision to eliminate the statement “walkthroughs
are required procedures” should not be viewed as an indication that performing
walkthroughs are optional under the standard’s directions. The Board believes
the auditor might be able to achieve the objectives of a walkthrough by
performing a combination of procedures, including inquiry, inspection, obser
vation, and reperformance; however, performing a walkthrough represents the
most efficient and effective means of doing so. The auditor’s work on the control
environment and walkthroughs is an important part of the principal evidence
that the auditor must obtain himself or herself.
Small Business Issues
E58. Appendix E of the proposed standard discussed small and medium-sized
company considerations. Comments were widely distributed on this topic. A
number of commenters indicated that the proposed standard gave adequate
consideration to how internal control is implemented in, and how the audit of
internal control over financial reporting should be conducted at, small and
medium-sized companies. Other commenters, particularly smaller issuers and
smaller audit firms, indicated that the proposed standard needed to provide much
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more detail on how internal control over financial reporting could be different
at a small or medium-sized issuer and how the auditor’s approach could differ.
Some of these commenters indicated that the concepts articulated in the Board’s
proposing release concerning accommodations for small and medium-sized com
panies were not carried through to the proposed standard itself.

E59. On the other hand, other commenters, particularly large audit firms and
investors, expressed views that the proposed standard went too far in creating
too much of an accommodation for small and medium-sized issuers. In fact,
many believed that the proposed standard permitted those issuers to have less
effective internal control over financial reporting than larger issuers, while
providing guidance to auditors permitting them to perform less extensive
testing at those small and medium-sized issuers than they might have at larger
issuers. These commenters stressed that effective internal control over finan
cial reporting is equally important at small and medium-sized issuers. Some
commenters also expressed concerns that the guidance in proposed Appendix
E appeared to emphasize that the actions of senior management, if carried out
with integrity, could offset deficiencies in internal control over financial report
ing, such as the lack of written policies and procedures. Because the risk of
management override of controls is higher in these types of environments, such
commenters were concerned that the guidance in proposed Appendix E might
result in an increased fraud risk at small and medium-sized issuers. At a
minimum, they argued, the interpretation of Appendix E might result in a
dangerous expectation gap for users of their internal control reports. Some
commenters who were of this view suggested that Appendix E be deleted
altogether or replaced with a reference to the report of the Committee of
Sponsoring Organizations (COSO) of the Treadway Commission, Internal
Control—Integrated Framework, which they felt contained sufficient guidance
on small and medium-sized company considerations.
E60. Striking an appropriate balance regarding the needs of smaller issuers
is particularly challenging. The Board considered cautionary views about the
difficulty in expressing accommodations for small and medium-sized compa
nies without creating an inappropriate second class of internal control effec
tiveness and audit assurance. Further, the Board noted that the COSO
framework currently provides management and the auditor with more guid
ance and flexibility regarding small and medium-sized companies than the
Board had provided in the proposed Appendix E. As a result, the Board
eliminated proposed Appendix E and replaced the appendix with a reference
to COSO in paragraph 15 of the standard. The Board believes providing
internal control criteria for small and medium-sized companies within the
internal control framework is more appropriately within the purview of COSO.
Furthermore, the COSO report was already tailored for special small and
medium-sized company considerations. The Board decided that emphasizing
the existing guidance within COSO was the best way of recognizing the special
considerations that can and should be given to small and medium-sized com
panies without inappropriately weakening the standard to which these smaller
entities should, nonetheless, be held. If additional tailored guidance on the
internal control framework for small and medium-sized companies is needed,
the Board encourages COSO, or some other appropriate body, to develop this
guidance.
Evaluation of the Effectiveness of the Audit Committee

E61. The proposed standard identified a number of circumstances that, be
cause of their likely significant negative effect on internal control over financial
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reporting, are significant deficiencies as well as strong indicators that a mate
rial weakness exists. A particularly notable significant deficiency and strong
indicator of a material weakness was the ineffective oversight by the audit
committee of the company’s external financial reporting and internal control
over financial reporting. In addition, the proposed standard required the
auditor to evaluate factors related to the effectiveness of the audit committee’s
oversight of the external financial reporting process and the internal control
over financial reporting.

E62. This provision related to evaluating the effectiveness of the audit com
mittee was included in the proposed standard for two primary reasons. First,
the Board initially decided that, because of the significant role that the audit
committee has in the control environment and monitoring components of
internal control over financial reporting, an ineffective audit committee is a
gravely serious control weakness that is strongly indicative of a material
weakness. Most auditors should have already been reaching this conclusion
when confronted with an obviously ineffective audit committee. Second, high
lighting the adverse consequences of an ineffective audit committee would,
perhaps, further encourage weak audit committees to improve.
E63. Investors supported this provision. They expressed an expectation that
the auditor would evaluate the audit committee’s effectiveness and speak up if
the audit committee was determined to be ineffective. Investors drew a link
among restoring their confidence, audit committees having new and enhanced
responsibilities, and the need for assurance that audit committees are, in fact,
meeting their responsibilities.
E64. Auditors also were generally supportive of such an evaluation. However,
many requested that the proposed standard be refined to clearly indicate that
the auditor’s responsibility to evaluate the effectiveness of the audit commit
tee’s oversight of the company’s external financial reporting and internal
control over financial reporting is not a separate and distinct evaluation.
Rather, the evaluation is one element of the auditor’s overall understanding
and assessment of the company’s control environment and monitoring compo
nents. Some commenters suggested that, in addition to needing clarification of
the auditor’s responsibility, the auditor would have difficulty in evaluating all
of the factors listed in the proposed standard, because the auditor’s normal
interaction with the audit committee would not provide sufficient basis to
conclude on some of those factors.

E65. Issuers and some others were opposed to the auditor evaluating the
effectiveness of the audit committee on the fundamental grounds that such an
evaluation would represent an unacceptable conflict of interest. Several com
menters shared the view that this provision would reverse an important
improvement in governance and audit quality. Whereas the auditor was for
merly retained and compensated by management, the Act made clear that these
responsibilities should now be those of the audit committee. In this way,
commenters saw a conflict of interest being remedied. Requiring the auditor to
evaluate the effectiveness of the audit committee led commenters to conclude
that the same kind of conflict of interest was being reestablished. These
commenters also believed that the auditor would not have a sufficient basis on
which to evaluate the effectiveness of the audit committee because the auditor
does not have complete and free access to the audit committee, does not have
appropriate expertise to evaluate audit committee members (who frequently
are more experienced businesspeople than the auditor), does not have the legal
expertise to make determinations about some of the specific factors listed in the
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proposed standard, and other shortcomings. These commenters also empha
sized that the board of directors’ evaluation of the audit committee is important
and that the proposed standard could be read to supplant this important
evaluation with that of the auditor’s.

E66. The Board concluded that this provision should be retained but decided
that clarification was needed to emphasize that the auditor’s evaluation of the
audit committee was not a separate evaluation but, rather, was made as part
of the auditor’s evaluation of the control environment and monitoring compo
nents of internal control over financial reporting. The Board reasoned that
clarifying both this context and limitation on the auditor’s evaluation of the
audit committee would also address, to some degree, the conflict-of-interest
concerns raised by other commenters. The Board also observed, however, that
conflict is, to some extent, inherent in the duties that society expects of auditors.
Just as auditors were expected in the past to challenge management when the
auditor believed a material misstatement of the financial statements or mate
rial weakness in internal control over financial reporting existed, the auditor
similarly is expected to speak up when he or she believes the audit committee
is ineffective in its oversight.
E67. The Board decided that when the auditor is evaluating the control
environment and monitoring components, if the auditor concludes that the
audit committee’s oversight of the company’s external financial reporting and
internal control over financial reporting is ineffective, the auditor should be
strongly encouraged to consider that situation a material weakness and, at a
minimum, a significant deficiency. The objective of the evaluation is not to
grade the effectiveness of the audit committee along a scale. Rather, in the
course of performing procedures related to evaluating the effectiveness of the
control environment and monitoring components, including evaluating factors
related to the effectiveness of the audit committee’s oversight, if the auditor
concludes that the audit committee’s oversight of the external financial report
ing and internal control over financial reporting is ineffective, then the auditor
should consider that a strong indicator of a material weakness.
E68. The Board concluded that several refinements should be made to this
provision. As part of emphasizing that the auditor’s evaluation of the audit
committee is to be made as part of evaluating the control environment and not
as a separate evaluation, the Board determined that the evaluation factors
should be modified. The factors that addressed compliance with listing stand
ards and sections of the Act were deleted, because those factors were specifically
criticized in comment letters as being either outside the scope of the auditor’s
expertise or outside the scope of internal control over financial reporting. The
Board also believed that those factors were not significant to the type of
evaluation the auditor was expected to make of the audit committee. The Board
decided to add the following factors, which are based closely on factors described
in COSO, as relevant to evaluating those who govern, including the audit
committee:
•

Extent of direct and independent interaction with key members of
financial management, including the chief financial officer and chief
accounting officer.

•

Degree to which difficult questions are raised and pursued with
management and the auditor, including questions that indicate an
understanding of the critical accounting policies and judgmental ac
counting estimates.
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Level of responsiveness to issues raised by the auditor, including those
required to be communicated by the auditor to the audit committee.

E69. The Board also concluded that the standard should explicitly acknow
ledge that the board of directors is responsible for evaluating the effectiveness
of the audit committee and that the auditor’s evaluation of the control environ
ment is not intended to supplant those evaluations. In addition, the Board
concluded that, in the event the auditor determines that the audit committee’s
oversight is ineffective, the auditor should communicate that finding to the full
board of directors. This communication should occur regardless of whether the
auditor concludes that the condition represents a significant deficiency or a
material weakness, and the communication should take place in addition to the
normal communication requirements that attach to those deficiencies.

Definitions of Significant Deficiency and Material Weakness
E70. As part of developing the proposed standard, the Board evaluated the
existing definitions of significant deficiency (which the SEC defined as being
the same as a reportable condition) and material weakness to determine
whether they would permit the most effective implementation of the internal
control reporting requirements of the Act.

E71. AU sec. 325, Communication of Internal Control Related Matters Noted
in an Audit, defined a material weakness as follows:
A material weakness in internal control is a reportable condition in which the
design or operation of one or more of the internal control components does not
reduce to a relatively low level the risk that misstatements caused by error or
fraud in amounts that would be material in relation to the financial statements
being audited may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions.

E72. The framework that defined a material weakness focused on likelihood
of and magnitude for evaluating a weakness. The Board decided that this
framework would facilitate effective implementation of the Act’s internal
control reporting requirements; therefore, the Board’s proposed definitions
focused on likelihood and magnitude. However, as part of these deliberations,
the Board decided that likelihood and magnitude needed to be defined in terms
that would encourage more consistent application.
E73. Within the existing definition of material weakness, the magnitude of
“material in relation to the financial statements” was well supported by the
professional standards, SEC rules and guidance, and other literature. How
ever, the Board decided that the definition of likelihood would be improved if
it used “more than remote” instead of “relatively low level.” FASB Statement
No. 5, Accounting for Contingencies (FAS No. 5) defines “remote.” The Board
decided that, because auditors were familiar with the application of the likeli
hood definitions in FAS No. 5, using “more than remote” in the definition of
material weakness would infuse the evaluation of whether a control deficiency
was a material weakness with the additional consistency that the Board
wanted to encourage.

E74. AU sec. 325 defined reportable conditions as follows:
...matters coming to the auditor’s attention that, in his judgment, should be
communicated to the audit committee because they represent significant defi
ciencies in the design or operation of internal control, which could adversely
affect the organization’s ability to initiate, record, process, and report financial
data consistent with the assertions of management in the financial statements.
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E75. The Board observed that this definition makes the determination of
whether a condition is reportable solely a matter of the auditor’s judgment . The
Board believed that this definition was insufficient for purposes of the Act
because management also needs a definition to determine whether a deficiency
is significant and that the definition should be the same as the definition used
by the auditor. Furthermore, using this existing definition, the auditor’s judg
ment could never be questioned.

E76. The Board decided that the same framework that represented an appro
priate framework for defining a material weakness also should be used for
defining a significant deficiency. Although auditor judgment is integral and
essential to the audit process (including in determining the severity of control
weaknesses), auditors, nonetheless, must be accountable for their judgments.
Increasing the accountability of auditors for their judgments about whether a
condition represents a significant deficiency and increasing the consistency
with which those judgments are made are interrelated. Hence, the same
framework of likelihood and magnitude were applied in the Board’s proposed
definition of significant deficiency.
E77. In applying the likelihood and magnitude framework to defining a
significant deficiency, the Board decided that the “more than remote” likelihood
of occurrence used in the definition of material weakness was the best bench
mark. In terms of magnitude, the Board decided that “more than inconsequen
tial” should be the threshold for a significant deficiency.
E78. A number of commenters were supportive of the definitions in the
proposed standard. These commenters believed the definitions were an im
provement over the previous definitions, used terms familiar to auditors, and
would promote increased consistency in evaluations.
E79. Most commenters, however, objected to these definitions. The primary,
overarching objection was that these definitions set too low a threshold for the
reporting of significant deficiencies. Some commenters focused on “more than
remote” likelihood as the driver of an unreasonably low threshold, while others
believed “more than inconsequential” in the definition of significant deficiency
was the main culprit. While some commenters understood “more than incon
sequential” well enough, others indicated significant concerns that this repre
sented a new term of art that needed to be accompanied by a clear definition of
“inconsequential” as well as supporting examples. Several commenters sug
gested retaining the likelihood and magnitude approach to a definition but
suggested alternatives for likelihood (such as reasonably likely, reasonably
possible, more likely than not, probable) and magnitude (such as material,
significant, insignificant).
E80. Some commenters suggested that the auditing standard retain the
existing definitions of material weakness and significant deficiency, consistent
with the SEC’s final rules implementing Section 404. In their final rules, the
SEC tied management’s assessment to the existing definitions of material
weakness and significant deficiency (through the existing definition of a reportable condition) in AU sec. 325. These commenters suggested that, if the
auditing standard used a different definition, a dangerous disconnect would
result, whereby management would be using one set of definitions under the
SEC’s rules and auditors would be using another set under the Board’s auditing
standards. They further suggested that, absent rulemaking by the SEC to
change its definitions, the Board should simply defer to the existing definitions.
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E81. A number of other commenters questioned the reference to “a misstate
ment of the annual or interim financial statements” in the definitions, with the
emphasis on why “interim” financial statements were included in the defini
tion, since Section 404 required only an annual assessment of internal control
over financial reporting effectiveness, made as of year-end. They questioned
whether this definition implied that the auditor was required to identify
deficiencies that could result in a misstatement in interim financial statements;
they did not believe that the auditor should be required to plan his or her audit
of internal control over financial reporting at a materiality level of the interim
financial statements.
E82. The Board ultimately concluded that focusing the definitions of material
weakness and significant deficiency on likelihood of misstatement and magni
tude of misstatement provides the best framework for evaluating deficiencies.
Defaulting to the existing definitions would not best serve the public interest
nor facilitate meaningful and effective implementation of the auditing stand
ard.
E83. The Board observed that the SEC’s final rules requiring management to
report on internal control over financial reporting define material weakness,
for the purposes of the final rules, as having “the same meaning as the definition
under GAAS and attestation standards.” Those rules state:
The term “significant deficiency” has the same meaning as the term “reportable
condition” as used in AU §325 and AT §501. The terms “material weakness”
and “significant deficiency” both represent deficiencies in the design or opera
tion of internal control that could adversely affect a company’s ability to record,
process, summarize and report financial data consistent with the assertions of
management in the company’s financial statements, with a “material weak
ness” constituting a greater deficiency than a “significant deficiency.” Because
of this relationship, it is our judgment that an aggregation of significant
deficiencies could constitute a material weakness in a company’s internal
control over financial reporting.4

E84. The Board considered the SEC’s choice to cross-reference to generally
accepted auditing standards (GAAS) and the attestation standards as the
means of defining these terms, rather than defining them outright within the
final rules, noteworthy as it relates to the question of whether any disconnect
could result between auditors’ and managements’ evaluations if the Board
changed the definitions in its standards. Because the standard changes the
definition of these terms within the interim standards, the Board believes the
definitions are, therefore, changed for both auditors’ and managements’ pur
poses.

E85. The Board noted that commenters who were concerned that the defini
tions in the proposed standard set too low of a threshold for significant
deficiencies and material weaknesses believed that the proposed standard
required that each control deficiency be evaluated in isolation. The intent of
the proposed standard was that control deficiencies should first be evaluated
individually; the determination as to whether they are significant deficiencies
or material weaknesses should be made considering the effects of compensating
controls. The effect of compensating controls should be taken into account when
assessing the likelihood of a misstatement occurring and not being prevented
4 See footnote 73 to Final Rule: Management’s Reports on Internal Control Over Financial
Reporting and Certification of Disclosure in Exchange Act Periodic Reports, Securities and Exchange
Commission Release No. 33-8238 (June 5, 2003) [68 FR 36636].
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or detected. The proposed standard illustrated this type of evaluation, includ
ing the effect of compensating controls when assessing likelihood, in the
examples in Appendix D. Based on the comments received, however, the Board
determined that additional clarification within the standard was necessary to
emphasize the importance of considering compensating controls when evalu
ating the likelihood of a misstatement occurring. As a result, the note to
paragraph 10 was added.

E86. The Board concluded that considering the effect of compensating controls
on the likelihood of a misstatement occurring and not being prevented or
detected sufficiently addressed the concerns that the definitions set too low a
threshold. For example, several issuer commenters cited concerns that the
proposed definitions precluded a rational cost-benefit analysis of whether to
correct a deficiency. These issuers believed they would be compelled to correct
deficiencies (because the deficiencies would be considered to be at least signifi
cant deficiencies) in situations in which management had made a previous
conscious decision that the costs of correcting the deficiency outweighed the
benefits. The Board observed that, in cases in which management has deter
mined not to correct a known deficiency based on a cost-benefit analysis,
effective compensating controls usually lie at the heart of management’s
decision. The standard’s use of “likelihood” in the definition of a significant
deficiency or material weakness accommodates such a consideration of com
pensating controls. If a deficiency is effectively mitigated by compensating
controls, then the likelihood of a misstatement occurring and not being pre
vented or detected may very well be remote.
E87. The Board disagreed with comments that “more than inconsequential”
was too low a threshold; however, the Board decided the term “inconsequential”
needed additional clarity. The Board considered the term “inconsequential” in
relation to the SEC’s guidance on audit requirements and materiality. Section
10A(b)(l)(B)5 describes the auditor’s communication requirements when the
auditor detects or otherwise becomes aware of information indicating that an
illegal act has or may have occurred, “unless the illegal act is clearly inconse
quential.” Staff Accounting Bulletin (SAB) No. 99, Materiality, provides the
most recent and definitive guidance on the concept of materiality as it relates
to the financial reporting of a public company. SAB No. 99 uses the term
“inconsequential” in several places to draw a distinction between amounts that
are not material. SAB No. 99 provides the following guidance to assess the
significance of a misstatement:
Though the staff does not believe that registrants need to make finely calibrated
determinations of significance with respect to immaterial items, plainly it is
“reasonable” to treat misstatements whose effects are clearly inconsequential
differently than more significant ones.

E88. The discussion in the previous paragraphs provided the Board’s context
for using “material” and “more than inconsequential” for the magnitude thresh
olds in the standard’s definitions. “More than inconsequential” indicates an
amount that is less than material yet has significance.
E89. The Board also considered the existing guidance in the Board’s interim
standards for evaluating materiality and accumulating audit differences in a
financial statement audit. Paragraph .41 of AU sec. 312, Audit Risk and
Materiality in Conducting an Audit, states:
See Section 10A of the Securities Exchange Act of 1934, 15 U.S.C., 78j-1.
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In aggregating likely misstatements that the entity has not corrected, pursuant
to paragraphs .34 and .35, the auditor may designate an amount below which
misstatements need not be accumulated. This amount should be set so that any
such misstatements, either individually or when aggregated with other such
misstatements, would not be material to the financial statements, after the
possibility of further undetected misstatements is considered.

E90. The Board considered the discussion in AU sec. 312 that spoke specifi
cally to evaluating differences individually and in the aggregate, as well as to
considering the possibility of additional undetected misstatements, important
distinguishing factors that should be carried through to the evaluation of
whether a control deficiency represents a significant deficiency because the
magnitude of the potential misstatement is more than inconsequential.
E91. The Board combined its understanding of the salient concepts in AU sec.
312 and the SEC guidance on materiality to develop the following definition of
inconsequential:
A misstatement is inconsequential if a reasonable person would conclude, after
considering the possibility of further undetected misstatements, that the mis
statement, either individually or when aggregated with other misstatements,
would clearly be immaterial to the financial statements. If a reasonable person
could not reach such a conclusion regarding a particular misstatement, that
misstatement is more than inconsequential.

E92. Finally, the inclusion of annual or interim financial statements in the
definitions rather than just “annual financial statements” was intentional and,
in the Board’s opinion, closely aligned with the spirit of what Section 404 seeks
to accomplish. However, the Board decided that this choice needed clarifi
cation within the auditing standard. The Board did not intend the inclusion of
the interim financial statements in the definition to require the auditor to
perform an audit of internal control over financial reporting at each interim
date. Rather, the Board believed that the SEC’s definition of internal control
over financial reporting included all financial reporting that a public com
pany makes publicly available. In other words, internal control over finan
cial reporting includes controls over the preparation of annual and quarterly
financial statements. Thus, an evaluation of internal control over financial
reporting as of yearend encompasses controls over the annual financial report
ing and quarterly financial reporting as such controls exist at that point in
time.

E93. Paragraphs 76 and 77 of the standard clarify this interpretation, as part
of the discussion of the period-end financial reporting process. The period-end
financial reporting process includes procedures to prepare both annual and
quarterly financial statements.
Strong Indicators of Material Weaknesses and DeFacto
Significant Deficiencies

E94. The proposed standard identified a number of circumstances that, be
cause of their likely significant negative effect on internal control over financial
reporting, are significant deficiencies as well as strong indicators that a
material weakness exists. The Board developed this list to promote increased
rigor and consistency in auditors’ evaluations of weaknesses. For the imple
mentation of Section 404 of the Act to achieve its objectives, the public must
have confidence that all material weaknesses that exist as of the company’s
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year-end will be publicly reported. Historically, relatively few material weak
nesses have been reported by the auditor to management and the audit
committee. That condition is partly due to the nature of a financial statement
audit. In an audit of only the financial statements, the auditor does not have a
detection responsibility for material weaknesses in internal control; such a
detection responsibility is being newly introduced for all public companies
through Sections 103 and 404 of the Act. However, the Board was concerned
about instances in which auditors had identified a condition that should have
been, but was not, communicated as a material weakness. The intention of
including the list of strong indicators of material weaknesses in the proposed
standard was to bring further clarity to conditions that were likely to be
material weaknesses in internal control and to create more consistency in
auditors’ evaluations.
E95. Most commenters were generally supportive of a list of significant defi
ciencies and strong indicators of the existence of material weaknesses. They
believed such a list provided instructive guidance to both management and the
auditor. Some commenters, however, disagreed with the proposed approach of
providing such a list. They believed that the determination of the significance
of a deficiency should be left entirely to auditor judgment. A few commenters
requested clarification of the term “strong indicator” and specific guidance on
how and when a “strong indicator” could be overcome. A number of commenters
expressed various concerns with individual circumstances included in the list.

•

Restatement of previously issued financial statements to reflect the
correction of a misstatement. Some commenters expressed concern
about the kinds of restatements that would trigger this provision. A
few mentioned the specific instance in which the restatement reflected
the SEC’s subsequent view of an accounting matter when the auditor,
upon reevaluation, continued to believe that management had reason
able support for its original position. They believed this specific cir
cumstance would not necessarily indicate a significant deficiency in
internal control over financial reporting. Others commented that a
restatement of previously issued financial statements would indicate
a significant deficiency and strong indicator of a material weakness in
the prior period but not necessarily in the current period.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company’s internal control over financial reporting (even if manage
ment subsequently corrects the misstatement). Several commenters,
issuers and auditors alike, expressed concern about including this
circumstance on the list. They explained that, frequently, manage
ment is completing the preparation of the financial statements at the
same time that the auditor is completing his or her auditing proce
dures. In the face of this “strong indicator” provision, a lively debate
of “who found it first” would ensue whenever the auditor identifies a
misstatement that management subsequently corrects. Another argu
ment is that the company’s controls would have detected a misstate
ment identified by the auditor if the controls had an opportunity to
operate (that is, the auditor performed his or her testing before the
company’s controls had an opportunity to operate). Several issuers
indicated that they would prevent this latter situation by delaying the
auditor’s work until the issuers had clearly completed their entire
period-end financial reporting process—a delay they viewed as detri
mental.
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•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Several commenters asked for spe
cific factors the auditor was expected to use to assess the effectiveness
of these functions.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. Several commenters, particularly is
suers in highly regulated industries, objected to the inclusion of this
circumstance because they believed this to be outside the scope of
internal control over financial reporting. (They agreed that this would
be an internal control-related matter, but one that falls into operating
effectiveness and compliance with laws and regulations, not financial
reporting.) Many of these commenters suggested that this circum
stance be deleted from the list altogether. Fewer commenters sug
gested that this problem could be addressed by simply clarifying that
this circumstance is limited to situations in which the ineffective
regulatory function relates solely to those aspects for which related
violations of laws and regulations could have a direct and material
effect on the financial statements.

•

Identification offraud of any magnitude on the part of senior manage
ment. Several commenters expressed concern that the inclusion of this
circumstance created a detection responsibility for the auditor such
that the auditor would have to plan and perform procedures to detect
fraud of any magnitude on the part of senior management. Others
expressed concern that identification of fraud on the part of senior
management by the company’s system of internal control over finan
cial reporting might indicate that controls were operating effectively
rather than indicating a significant deficiency or material weakness.
Still others requested clarification on how to determine who consti
tuted “senior management.”

E96. A couple of commenters also suggested that an ineffective control envi
ronment should be added to the list.
E97. The Board concluded that the list of significant deficiencies and strong
indicators of material weakness should be retained. Such a list will promote
consistency in auditors’ and managements’ evaluations of deficiencies consis
tent with the definitions of significant deficiency and material weakness. The
Board also decided to retain the existing structure of the list. Although the
standard leaves auditor judgment to determine whether those deficiencies are
material weaknesses, the existence of one of the listed deficiencies is by
definition a significant deficiency. Furthermore, the “strong indicator” con
struct allows the auditor to factor extenuating or unique circumstances into the
evaluation and possibly to conclude that the situation does not represent a
material weakness, rather, only a significant deficiency.

E98. The Board decided that further clarification was not necessary within
the standard itself addressing specifically how and when a “strong indicator”
can be overcome. The term “strong indicator” was selected as opposed to the
stronger “presumption” or other such term precisely because the Board did not
intend to provide detailed instruction on how to overcome such a presumption.
It is, nevertheless, the Board’s view that auditors should be biased toward
considering the listed circumstances as material weaknesses.
E99. The Board decided to clarify several circumstances included in the list:
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•

Restatement of previously issued financial statements to reflect the
correction of a misstatement. The Board observed that the circumstance in
which a restatement reflected the SEC’s subsequent view of an account
ing matter, when the auditor concluded that management had reasonable
support for its original position, might present a good example of only a
significant deficiency and not a material weakness. However, the Board
concluded that requiring this situation to, nonetheless, be considered by
definition a significant deficiency is appropriate, especially considering
that the primary result of the circumstance being considered a significant
deficiency is the communication of the matter to the audit committee.
Although the audit committee might already be well aware of the circum
stances of any restatement, a restatement to reflect the SEC’s view on an
accounting matter at least has implications for the quality of the com
pany’s accounting principles, which is already a required communication
to the audit committee.
With regard to a restatement being a strong indicator of a material
weakness in the prior period but not necessarily the current period,
the Board disagreed with these comments. By virtue of the restate
ment occurring during the current period, the Board views it as
appropriate to consider that circumstance a strong indicator that a
material weakness existed during the current period. Depending on
the circumstances of the restatement, however, the material weak
ness may also have been corrected during the current period. The
construct of the standard does not preclude management and the
auditor from determining that the circumstance was corrected prior
to year-end and, therefore, that a material weakness did not exist at
year-end. The emphasis here is that the circumstance is a strong
indicator that a material weakness exists; management and the audi
tor will separately need to determine whether it has been corrected.
The Board decided that no further clarification was needed in this
regard.

•

Identification by the auditor of a material misstatement in financial
statements in the current period that was not initially identified by the
company’s internal control over financial reporting (even if manage
ment subsequently corrects the misstatement). Regarding the “whofound-it-first” dilemma, the Board recognizes that this circumstance
will present certain implementation challenges. However, the Board
decided that none of those challenges were so significant as to require
eliminating this circumstance from the list.
When the Board developed the list of strong indicators, the Board
observed that it is not uncommon for the financial statement auditor
to identify material misstatements in the course of the audit that are
corrected by management prior to the issuance of the company’s
financial statements. In some cases, management has relied on the
auditor to identify misstatements in certain financial statement items
and to propose corrections in amount, classification, or disclosure.
With the introduction of the requirement for management and the
auditor to report on the effectiveness of internal control over financial
reporting, it becomes obvious that this situation is unacceptable,
unless management is willing to accept other than an unqualified
report on the internal control effectiveness. (This situation also raises
the question as to the extent management may rely on the annual
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audit to produce accurate and fair financial statements without im
pairing the auditor’s independence.) This situation is included on the
list of strong indicators because the Board believes it will encourage
management and auditors to evaluate this situation with intellectual
honesty and to recognize, first, that the company’s internal control
should provide reasonable assurance that the company’s financial
statements are presented fairly in accordance with generally accepted
accounting principles.

Timing might be a concern for some issuers. However, to the extent
that management takes additional steps to ensure that the financial
information is correct prior to providing it to their auditors, this may,
at times, result in an improved control environment. When companies
and auditors work almost simultaneously on completing the prepara
tion of the annual financial statements and the audit, respectively, the
role of the auditor can blur with the responsibility of management. In
the year-end rush to complete the annual report, some companies
might have come to rely on their auditors as a “control” to further
ensure no misstatements are accidentally reflected in the financial
statements. The principal burden seems to be for management’s work
schedule and administration of their financial reporting deadlines to
allow the auditor sufficient time to complete his or her procedures.
Further, if the auditor initially identified a material misstatement in
the financial statements but, given the circumstances, determined
that management ultimately would have found the misstatement, the
auditor could determine that the circumstance was a significant defi
ciency but not a material weakness. The Board decided to retain the
provision that this circumstance is at least a significant deficiency
because reporting such a circumstance to the audit committee would
always be appropriate.

•

For larger, more complex entities, the internal audit function or the risk
assessment function is ineffective. Relatively few commenters re
quested clarification on how to evaluate these functions. The Board
expects that most auditors will not have trouble making this evalu
ation. Similar to the audit committee evaluation, this evaluation is not
a separate evaluation of the internal audit or risk assessment func
tions but, rather, is a way of requiring the auditor to speak up if either
of these functions is obviously ineffective at an entity that needs them
to have an effective monitoring or risk assessment component. Unlike
the audit committee discussion, most commenters seemed to have
understood that this was the context for the internal audit and risk
assessment function evaluation. Nonetheless, the Board decided to
add a clarifying note to this circumstance emphasizing the context.

•

For complex entities in highly regulated industries, an ineffective
regulatory compliance function. The Board decided that this circum
stance, as described in the proposed standard, would encompass
aspects that are outside internal control over financial reporting
(which would, of course, be inappropriate for purposes of this standard
given its definition of internal control over financial reporting). The
Board concluded that this circumstance should be retained, though
clarified, to only apply to those aspects of an ineffective regulatory
compliance function that could have a material effect on the financial
statements.

1728

Select SEC-Approved PCAOB Releases
•

Identification offraud of any magnitude on the part of senior manage
ment. The Board did not intend to create any additional detection
responsibility for the auditor; rather, it intended that this circum
stance apply to fraud on the part of senior management that came to
the auditor’s attention, regardless of amount. The Board decided to
clarify the standard to make this clear. The Board noted that identi
fication of fraud by the company’s system of internal control over
financial reporting might indicate that controls were operating effec
tively, except when that fraud involves senior management. Because
of the critical role of tone-at-the-top in the overall effectiveness of the
control environment and due to the significant negative evidence that
fraud of any magnitude on the part of senior management reflects on
the control environment, the Board decided that it is appropriate to
include this circumstance in the list, regardless of whether the com
pany’s controls detected the fraud. The Board also decided to clarify
who is included in “senior management” for this purpose.

E100. The Board agreed that an ineffective control environment was a signifi
cant deficiency and a strong indicator that a material weakness exists and
decided to add it to the list.

Independence

E101. The proposed standard explicitly prohibited the auditor from accepting
an engagement to provide an internal control-related service to an audit client
that has not been specifically pre-approved by the audit committee. In other
words, the audit committee would not be able to pre-approve internal controlrelated services as a category. The Board did not propose any specific guidance
on permissible internal control-related services in the proposed standard but,
rather, indicated its intent to conduct an in-depth evaluation of independence
requirements in the future and highlighted its ability to amend the inde
pendence information included in the standard pending the outcome of that
analysis.
E102. Comments were evenly split among investors, auditors, and issuers who
believed the existing guidance was sufficient versus those who believed the
Board should provide additional guidance. Commenters who believed existing
guidance was sufficient indicated that the SEC’s latest guidance on inde
pendence needed to be given more time to take effect given its recency and
because existing guidance was clear enough. Commenters who believed more
guidance was necessary suggested various additions, from more specificity
about permitted and prohibited services to a sweeping ban on any internal
control-related work for an audit client. Other issuers commented about audi
tors participating in the Section 404 implementation process at their audit
clients in a manner that could be perceived as affecting their independence.

E103. Some commenters suggested that the SEC should change the pre-ap
proval requirements on internal control-related services to specific pre-ap
proval. Another commenter suggested that specific pre-approval of all internal
control-related services would pose an unreasonable burden on the audit
committee and suggested reverting to pre-approval by category.
E104. The Board clearly has the authority to set independence standards as
it may deem necessary or appropriate in the public interest or for the protection
of investors. Given ongoing concerns about the appropriateness of auditors
providing these types of services to audit clients, the fact-specific nature of each
engagement, and the critical importance of ongoing audit committee oversight

Audit of Internal Control Over Financial Reporting

1729

of these types of services, the Board continues to believe that specific pre-ap
proval of internal control-related services is a logical step that should not pose
a burden on the audit committee beyond that which effective oversight of
financial reporting already entails. Therefore, the standard retains this provi
sion unchanged.

Requirement for Adverse Opinion When a Material Weakness Exists
E105. The existing attestation standard (AT sec. 501) provides that, when
the auditor has identified a material weakness in internal control over
financial reporting, depending on the significance of the material weakness
and its effect on the achievement of the objectives of the control criteria, the
auditor may qualify his or her opinion (“except for the effect of the material
weakness, internal control over financial reporting was effective”) or express
an adverse opinion (“internal control over financial reporting was not effec
tive”).
E106. The SEC’s final rules implementing Section 404 state that, “Manage
ment is not permitted to conclude that the registrant’s internal control over
financial reporting is effective if there are one or more material weaknesses in
the registrant’s internal control over financial reporting.” In other words, in
such a case, management must conclude that internal control over financial
reporting is not effective (that is, a qualified or “except-for” conclusion is not
acceptable).
E107. The Board initially decided that the reporting model for the auditor
should follow the required reporting model for management. Therefore, be
cause management is required to express an “adverse” conclusion in the event
a material weakness exists, the auditor’s opinion also must be adverse. The
proposed standard did not permit a qualified audit opinion in the event of a
material weakness.
E108. Comments received on requiring an adverse opinion when a material
weakness exists were split. A large number affirmed that this seemed to be the
only logical approach, based on a philosophical belief that if a material weak
ness exists, then internal control over financial reporting is ineffective. These
commenters suggested that permitting a qualified opinion would be akin to
creating another category of control deficiency—material weaknesses that were
really material (resulting in an adverse opinion) and material weaknesses that
weren’t so material (resulting in a qualified opinion).

E109. A number of commenters agreed that the auditor’s report must follow
the same model as management’ reporting, but they believe strongly that the
SEC’s guidance for management accommodated either a qualified or adverse
opinion when a material weakness existed.
E110. These commenters cited Section II.B.3.C of the SEC Final Rule and
related footnote no. 72:
The final rules therefore preclude management from determining that a
company’s internal control over financial reporting is effective if it identifies
one or more material weaknesses in the company’s internal control over
financial reporting. This is consistent with interim attestation standards. See
AT sec. 501.

Elll. They believe this reference to the interim attestation standard in the
SEC Final Rule is referring to paragraph .37 of AT sec. 501, which states, in part,

1730

Select SEC-Approved PCAOB Releases
Therefore, the presence of a material weakness will preclude the practitioner
from concluding that the entity has effective internal control. However, depend
ing on the significance of the material weakness and its effect on the achieve
ment of the objectives of the control criteria, the practitioner may qualify his
or her opinion (that is, express an opinion that internal control is effective
“except for” the material weakness noted) or may express an adverse opinion.

E112. Their reading of the SEC Final Rule and the interim attestation stand
ard led them to conclude that it would be appropriate for the auditor to express
either an adverse opinion or a qualified “except-for” opinion about the effective
ness of the company’s internal control over financial reporting depending on
the circumstances.
E113. Some commenters responded that they thought a qualified opinion
would be appropriate in certain cases, such as an acquisition close to year-end
(too close to be able to assess controls at the acquiree).
E114. After additional consultation with the SEC staff about this issue, the
Board decided to retain the proposed reporting model in the standard. The
primary reason for that decision was the Board’s continued understanding that
the SEC staff would expect only an adverse conclusion from management (not
a qualified conclusion) in the event a material weakness existed as of the date
of management’s report.

E115. The commenters who suggested that a qualified opinion should be
permitted in certain circumstances, such as an acquisition close to year-end,
were essentially describing scope limitations. The standard permits a qualified
opinion, a disclaimer of opinion, or withdrawal from the engagement if there
are restrictions on the scope of the engagement. As it relates specifically to
acquisitions near year-end, this is another case in which the auditor’s model
needs to follow the model that the SEC sets for management. The standard
added a new paragraph to Appendix B permitting the auditor to limit the scope
of his or her work (without referring to a scope limitation in the auditor’s report)
in the same manner that the SEC permits management to limit its assessment.
In other words, if the SEC permits management to exclude an entity acquired
late in the year from a company’s assessment of internal control over financial
reporting, then the auditor could do the same.
Rotating Tests of Controls

E116. The proposed standard directed the auditor to perform tests of controls
on “relevant assertions” rather than on “significant controls.” To comply with
those requirements, the auditor would be required to apply tests to those
controls that are important to presenting each relevant assertion in the finan
cial statements. The proposed standard emphasized controls that affect rele
vant assertions because those are the points at which misstatements could

occur. However, it is neither necessary to test all controls nor to test redundant
controls (unless redundancy is itself a control objective, as in the case of certain
computer controls). Thus, the proposed standard encouraged the auditor to
identify and test controls that addressed the primary areas in which misstate
ments could occur, yet limited the auditor’s work to only the necessary controls.

E117. Expressing the extent of testing in this manner also simplified other
issues involving extent of testing decisions from year to year (the so-called
“rotating tests of controls” issue). The proposed standard stated that the auditor
should vary testing from year to year, both to introduce unpredictability into
the testing and to respond to changes at the company. However, the proposed
standard maintained that each year’s audit must stand on its own. Therefore,
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the auditor must obtain evidence of the effectiveness of controls over all relevant
assertions related to all significant accounts and disclosures every year.
E118. Auditors and investors expressed support for these provisions as de
scribed in the proposed standard. In fact, some commenters compared the
notion of rotating tests of control in an audit of internal control over financial
reporting to an auditor testing accounts receivable only once every few years
in a financial statement audit. Permitting so-called rotation of testing would
compromise the auditor’s ability to obtain reasonable assurance that his or her
opinion was correct.

E119. Others, especially issuers concerned with limiting costs, strongly advo
cated some form of rotating tests of controls. Some commenters suggested that
the auditor should have broad latitude to perform some cursory procedures to
determine whether any changes had occurred in controls and, if not, to curtail
any further testing in that area. Some suggested that testing as described in
the proposed standard should be required in the first year of the audit (the
“baseline” year) and that in subsequent years the auditor should be able to
reduce the required testing. Others suggested progressively less aggressive
strategies for reducing the amount of work the auditor should be required to
perform. In fact, several commenters (primarily internal auditors) described
“baselining” controls as an important strategy to retain. They argued, for
example, that IT application controls, once tested, could be relied upon (without
additional testing) in subsequent years as long as general controls over program
changes and access controls were effective and continued to be tested.
E120. The Board concluded that each year’s audit must stand on its own.
Cumulative audit knowledge is not to be ignored; some natural efficiencies will
emerge as the auditor repeats the audit process. For example, the auditor will
frequently spend less time to obtain the requisite understanding of the com
pany’s internal control over financial reporting in subsequent years compared
with the time necessary in the first year’s audit of internal control over financial
reporting. Also, to the extent that the auditor has previous knowledge of control
weaknesses, his or her audit strategy should, of course, reflect that knowledge.
For example, a pattern of mistakes in prior periods is usually a good indicator
of the areas in which misstatements are likely to occur. However, the absence
of fraud in prior periods is not a reasonable indicator of the likelihood of
misstatement due to fraud.

E121. However, the auditor needs to test controls every year, regardless of
whether controls have obviously changed. Even if nothing else changed about
the company—no changes in the business model, employees, organization,
etc.—controls that were effective last year may not be effective this year due to
error, complacency, distraction, and other human conditions that result in the
inherent limitations in internal control over financial reporting.

E122. What several commenters referred to as “baselining” (especially as it
relates to IT controls) is more commonly referred to by auditors as “benchmark
ing.” This type of testing strategy for application controls is not precluded by
the standard. However, the Board believes that providing a description of this
approach is beyond the scope of this standard. For these reasons, the standard
does not address it.
Mandatory Integration With the Audit of the Financial Statements

E123. Section 404(b) of the Act provides that the auditor’s attestation of
management’s assessment of internal control shall not be the subject of a
separate engagement. Because the objectives of and work involved in performing
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both an attestation of management’s assessment of internal control over
financial reporting and an audit of the financial statements are closely inter
related, the proposed auditing standard introduced an integrated audit of
internal control over financial reporting and audit of financial statements.
E124. However, the proposed standard went even further. Because of the
potential significance of the information obtained during the audit of the
financial statements to the auditor’s conclusions about the effectiveness of
internal control over financial reporting, the proposed standard stated that the
auditor could not audit internal control over financial reporting without also
auditing the financial statements. (However, the proposed standard retained
the auditor’s ability to audit only the financial statements, which might be
necessary in the case of certain initial public offerings.)
E125. Although the Board solicited specific comment on whether the auditor
should be prohibited from performing an audit of internal control over financial
reporting without also performing an audit of the financial statements, few
commenters focused on the significance of the potentially negative evidence
that would be obtained during the audit of the financial statements or the
implications of this prohibition. Most commenters focused on the wording of
Section 404(b), which indicates that the auditor’s attestation of management’s
assessment of internal control over financial reporting shall not be the subject
of a separate engagement. Based on this information, most commenters saw
the prohibition in the proposed standard as superfluous and benign.
E126. Several commenters recognized the importance of the potentially nega
tive evidence that might be obtained as part of the audit of the financial
statements and expressed strong support for requiring that an audit of finan
cial statements be performed to audit internal control over financial reporting.

E127. Others recognized the implications of this prohibition and expressed
concern: What if a company wanted or needed an opinion on the effectiveness
of internal control over financial reporting as of an interim date? For the most
part, these commenters (primarily issuers) objected to the implication that an
auditor would have to audit a company’s financial statements as of an interim
date to enable him or her to audit and report on its internal control over
financial reporting as of that same interim date. Other issuers expressed
objections related to their desires to engage one auditor to provide an opinion
on the effectiveness of internal control over financial reporting and another to
audit the financial statements. Others requested clarification about which
guidance would apply when other forms of internal control work were requested
by companies.
E128. The Board concluded that an auditor should perform an audit of inter
nal control over financial reporting only when he or she has also audited
company’s financial statements. The auditor must audit the financial state
ments to have a high level of assurance that his or her conclusion on the
effectiveness of internal control over financial reporting is correct. Inherent in
the reasonable assurance provided by the auditor’s opinion on internal control
over financial reporting is a responsibility for the auditor to plan and perform
his or her work to obtain reasonable assurance that material weaknesses, if
they exist, are detected. As previously discussed, this standard states that the
identification by the auditor of a material misstatement in the financial state
ments that was not initially identified by the company’s internal control over
financial reporting, is a strong indicator of a material weakness. Without
performing a financial statement audit, the auditor would not have reasonable
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assurance that he or she had detected all material misstatements. The Board
believes that allowing the auditor to audit internal control over financial
reporting without also auditing the financial statements would not provide the
auditor with a high level of assurance and would mislead investors in terms of
the level of assurance obtained.

E129. In response to other concerns, the Board noted that an auditor can
report on the effectiveness of internal control over financial reporting using
existing AT sec. 501 for purposes other than satisfying the requirements of
Section 404. This standard supersedes AT sec. 501 only as it relates to comply
ing with Section 404 of the Act.
E130. Although reporting under the remaining provisions of AT sec. 501 is
currently permissible, the Board believes reports issued for public companies
under the remaining provisions of AT sec. 501 will be infrequent. In any event,
additional rulemaking might be necessary to prevent confusion that might
arise from reporting on internal control engagements under two different
standards. For example, explanatory language could be added to reports issued
under AT sec. 501 to clarify that an audit of financial statements was not
performed in conjunction with the attestation on internal control over financial
reporting and that such a report is not the report resulting from an audit of
internal control over financial reporting performed in conjunction with an audit
of the financial statements under this standard. This report modification would
alert report readers, particularly if such a report were to appear in an SEC
filing or otherwise be made publicly available, that the assurance obtained by
the auditor in that engagement is different from the assurance that would have
been obtained by the auditor for Section 404 purposes. Another example of the
type of change that might be necessary in separate rulemaking to AT sec. 501
would be to supplement the performance directions to be comparable to those
in this standard. Auditors should remain alert for additional rulemaking by
the Board that affects AT sec. 501.
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Audit Documentation
PCAOB Release No. 2004-006
June 9, 2003

PCAOB Rulemaking
Docket Matter No. 012

Summary
After public comment, the Public Company Accounting Oversight Board (the
“PCAOB” or “Board”) has adopted Auditing Standard No. 3, Audit Documenta
tion, and an amendment to AU sec. 543 of the Interim Auditing Standards. The
Board will submit this standard and amendment to the Securities and Ex
change Commission (“SEC” or “Commission”) for approval pursuant to Section
107 of the Sarbanes-Oxley Act of 2002 (the “Act”). This standard will not take
effect unless approved by the Commission.

Board Contacts
Greg Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org), and
Greg Fletcher, Assistant Chief Auditor (202/207-2203; fletcherg@pcaobus.org).

Section 103(a)(2)(A)(i) of the Act expressly directs the Board to establish
auditing standards that require registered public accounting firms to prepare
and maintain, for at least seven years, audit documentation “in sufficient detail
to support the conclusions reached” in the auditor’s report. Audit documenta
tion is one of only a few topics that the Act expressly requires the Board to adopt
standards. Accordingly, the Board made audit documentation a priority in its
standards setting responsibilities.

The Board commenced a standards-development project on audit documen
tation by convening a public roundtable discussion on September 29, 2003, to
discuss issues and hear views on audit documentation. Before that roundtable
discussion, the Board prepared and released a briefing paper on audit docu
mentation, which posed several questions to help identify the objectives—and
the appropriate scope and form—of audit documentation.1 In addition, the
Board asked participants to address specific practice issues relating to, among
other things, changes in audit documentation after an audit report has been
released; the essential elements and the appropriate amount of detail of audit
documentation; the effect on audit documentation of a principal auditor’s decision
to use the work of other auditors; and retention of audit documentation.
Taking into consideration comments from participants in this roundtable
discussion, advice from the Board’s staff, and other input, the Board determined
1 See Briefing Paper for the Roundtable on Audit Documentation, dated September 10,2003. The
transcript of the September 29, 2003 roundtable discussion and copies of the briefing paper are
available on the Board’s Web site (www.pcaobus.org).
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that the existing interim auditing standard on audit documentation was not
sufficient in providing direction to ensure that auditors appropriately docu
ment both the work they perform and the conclusions they reach in connection
with audits and other engagements. On November 21, 2003, the Board issued
a proposed auditing standard entitled Audit Documentation, as well as a
related amendment to an interim auditing standard (paragraph .12 of AU sec.
543, Part of Audit Performed by Other Independent Auditors).

The Board received 38 comment letters from a variety of interested parties,
including auditors, regulators, professional associations, and government
agencies. Those comments led to some changes in the requirements of the
standard.

The Board’s standard on audit documentation will be one of the fundamen
tal building blocks on which both the integrity of audits and the Board’s
oversight will rest. The integrity of an audit depends, in large part, on the
existence of a complete and understandable record of the work that the auditor
performed, the evidence gathered, and the conclusions reached. Meaningful
review by managers and partners, or by the Board in the context of its
inspections, would be difficult, if not impossible, without adequate documenta
tion. Clear and comprehensive audit documentation is essential for auditors to
enhance the quality of the audit and for the Board to fulfill its mandate to
inspect registered public accounting firms “to assess the degree of compliance”
of those firms with applicable standards and laws.
Appendices 1 and 2 to this release contain, respectively, the text of Auditing
Standard No. 3, Audit Documentation, and the amendment to AU sec. 543.
Appendix A to Auditing Standard No. 3 includes the Board’s analysis of the
comments received and the Board’s responses.

A. Introduction
Auditors document the evidence supporting the conclusions reached in their
reports with a work product commonly referred to as audit documentation or
working papers. Sufficient audit documentation is an integral part of a quality
audit. That is, the auditor documents not only the nature, timing, and extent
of the work performed, but also the professional judgments made by members
of the engagement team and others.
In addition to providing the basis for the conclusions in the auditor’s report,
audit documentation facilitates the planning, performance, and supervision of
the engagement and provides the basis for the review of the quality of the work
by providing the reviewer with written documentation of the evidence support
ing the auditor’s significant conclusions.
First and foremost, the objectives of this audit documentation standard are
to improve audit quality and to enhance public confidence in the quality of
auditing and other engagements. Complete and thorough audit documentation
improves the quality of the work performed in many ways. One important
example is that quality audit documentation is a record of the actual work
performed, which provides assurance that the auditor accomplished the
planned objectives. Further, the need to document the procedures performed,
the evidence obtained, and the conclusions reached demands a disciplined
approach to planning and performing the engagement. Also, audit documenta
tion facilitates the reviews performed by supervisors, managers, partners, and
PCAOB inspectors.
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Inadequate audit documentation diminishes audit quality on many levels.
First, if audit documentation does not exist for a particular procedure or
conclusion related to a significant matter, its absence casts doubt as to whether
the necessary work was done. If the work was not documented, then it becomes
difficult for members of the engagement team, and others, to know what was
done, what conclusions were reached, and how those conclusions were reached.
The more significant differences between existing requirements under the
interim auditing standards and this new standard on audit documentation,
along with the related amendment, are described in the following sections.

B.

Auditors Must Document Their Work

As previously mentioned, the principal objective of this standard is to
improve the quality of audits and other engagements. In so doing, this standard
affirmatively requires that auditors document procedures performed, evidence
obtained, and conclusions reached. Likewise, a deficiency in documentation is
a departure from the Board’s standard. The Board emphasizes that, in the
event of a deficiency in documentation, the auditor must be prepared to present
persuasive other evidence that the procedures were performed, evidence was
obtained, and appropriate conclusions were reached.
If it is questionable whether audit procedures were performed or evidence
was obtained, the auditor must determine, and if so demonstrate, that the
necessary procedures were performed, sufficient evidence was obtained, and
appropriate conclusions were reached with respect to the relevant financial
statement assertions. There may be circumstances (for example, a Board
inspection) in which the auditor may be required to demonstrate with persua
sive other evidence that the procedures were actually performed, the evidence
was actually obtained, and appropriate conclusions were actually reached. In
this and similar contexts, oral explanation alone does not constitute persuasive
other evidence. However, oral evidence may be used to clarify other written
evidence.
The failure to prepare adequate documentation is serious. The severity of
that failure depends on the factors that determine the nature and extent of the
documentation for a particular audit area or auditing procedure. For example,
when the risk of material misstatement associated with an assertion is high,
the failure to document the procedures, evidence, and conclusions related to
that assertion is a very serious violation of PCAOB Standards. Failure to
provide adequate documentation could limit an auditor’s ability to demonstrate
that the work was actually performed.

C.

An Experienced Auditor Must Understand the Work

Audits and reviews of issuers’ financial statements are now, under the Act,
subject to review by PCAOB inspectors. Therefore, the Board determined that
a documentation standard that enables a PCAOB inspector to understand the
work that was performed is essential. Similar to the U.S. General Accounting
Office’s documentation standard for government and other audits conducted in
accordance with generally accepted government auditing standards,2 this
standard requires audit documentation to contain sufficient information to
enable an experienced auditor, having no previous connection with the engage
2 U.S. General Accounting Office, Government Auditing Standards, “Field Work Standards for
Financial Audits” (2003 Revision), paragraph 4.22.
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ment, to understand the work that was performed, the name of the person(s)
who performed it, the date it was completed, and the conclusions reached.
This standard also defines an experienced auditor as one who has a reason
able understanding of audit activities and has studied the company’s industry
as well as the accounting and auditing issues relevant to the industry.

D.

Two Significant Dates Defined in This Standard

To ensure quality and consistency in the preparation and retention of audit
documentation, the standard defines two important dates: (1) the report release
date and (2) the documentation completion date. The report release date is the
date the auditor grants permission to use the auditor’s report in connection
with the issuance of the company’s financial statements. After the report
release date, auditors will have 45 days to assemble a complete and final set of
audit documentation. The end of this 45-day period is the documentation
completion date.
Prior to the report release date, the auditor must have—

•

Completed all necessary auditing procedures, including clearing re
view notes and providing support for all final conclusions, and

•

Obtained sufficient evidence to support the representations in the
auditor’s report.

If the auditor obtains and documents evidence after the report release date,
the auditor should refer to the interim auditing standards, AU sec. 390, Consid
eration of Omitted Procedures After the Report Date and AU sec. 561, Subsequent
Discovery of Facts Existing at the Date of the Auditor’s Report for related
guidance. Auditors should not discard any previously existing documentation in
connection with obtaining and documenting evidence after the report release date.
If procedures are performed subsequent to the report release date, auditors
must identify and document any additions to audit documentation as a result
of those procedures. This documentation must include the nature of the change,
the date of the change, the name of the person who prepared the change, and
the reason for the change. Furthermore, audit documentation must not be
deleted or discarded after the documentation completion date.

E.

Subsequent Changes to Audit Documentation

This standard requires that changes to audit documentation after the
documentation completion date be documented without deleting or discarding
the original documents. Such documentation must indicate the date the infor
mation was added, who added it, and the reason for adding it. The SEC has
articulated its position on working papers, as well as the importance of docu
menting any subsequent changes to the working papers.

Working papers prepared or collected by auditors in the course of an audit
provide the single most important support for their representation regard
ing compliance with generally accepted auditing standards. They serve as
the repository for the competent evidential matter necessary to afford the
auditors with a reasonable basis for opining on an issuer’s financial position.
Transactions or events occurring long after the balance sheet date often
require reference to prior working papers, and such working papers may have
significant usefulness in future audits. It is therefore imperative that auditors
preserve their working papers in a complete and unaltered form.
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Auditors should be encouraged to devise orderly procedures for the proper
control over the contents of working papers. Moreover, the Commission
recognizes that the necessity for evidential matter to be included in the
auditor’s working papers varies substantially depending on individual
audits. When any alterations or additions are made to the working papers
subsequent to the issuance of the auditor’s report, however, such altera
tions or additions should themselves be properly documented and indicate
the time and circumstances under which they are made.3

F.

Documentation Deficiencies

Documentation added to the working papers well after completion of the
audit or other engagement is likely to be of a lesser quality than that produced
contemporaneously when the procedures were performed. It is very difficult to
reconstruct and recall specific activities related to gathering audit evidence
months, and perhaps years, after the work was actually performed. The
turnover of both firm and company staff can cause difficulty in reconstructing
conversations, meetings, data, or other evidence. Also, with the passage of time
memories fade. “Research has shown that minutes, hours or days after an
experience, memory preserves a relatively detailed record, allowing us to
reproduce the past with reasonable if not perfect accuracy. But with the passing
of time, the particulars fade and opportunities multiply for interference—gen
erated by later, similar experiences—to blur our recollections.”4
The Board believes that audit evidence should be documented at the time
the procedures are performed and that oral explanation should not be the
primary source of evidence. Furthermore, any oral explanation should not
contradict the documented evidence, and appropriate consideration should be
given to the credibility of the individual providing the oral explanation.

G. Multi-Location Audits
In this standard, the Board reminds auditors that the office of the account
ing firm issuing the auditor’s report is responsible for ensuring that all audit
documentation sufficient to meet the requirements of this standard is prepared
and retained. Audit documentation supporting the work performed by other
auditors (including auditors associated with other offices of the firm, affiliated
firms, or non-affiliated firms), must be retained by or be accessible to the office
issuing the auditor’s report. The Board believes this requirement will improve
audit quality by enhancing the probability that all audit documentation will be
prepared consistently with the same standards of audit quality.
In addition, the office issuing the auditor’s report must obtain and review,
prior to the report release date, certain documentation—outlined in this stand
ard—related to the work performed by other auditors. Thus, the firm issuing
an audit report on consolidated financial statements of a multinational com
pany may not release that report without the specific documentation described
in this standard.
3 In the Matter of S.D. Leidesdorf & Co., Kenneth Larsen, Joseph Grendi (Accounting Series
Release No. 209, February 1977).
4 Dr. Daniel Schacter, “The Seven Sins of Memory: How the Mind Forgets and Remembers,”
Psychology Today (May 2001).
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Part of Audit Performed by Others

In reporting on a company’s consolidated financial statements, an auditor
may use the work of other auditors who have audited one or more affiliates or
divisions of the company. When more than one auditor is involved in an audit
engagement, one of the firms typically serves as the principal auditor. The
principal auditor then must decide whether to make reference in the auditor’s
report to the audit performed by the other auditor.
If the principal auditor decides to assume responsibility for the work of other
auditors, then the principal auditor will not make reference to the work of other
auditors in the audit report. However, if the principal auditor decides not to
assume that responsibility, then the principal auditor should indicate clearly
the division of responsibility between the principal auditor and other auditors
in expressing an opinion on the consolidated financial statements. Existing
guidance in AU sec. 543, Part of Audit Performed by Other Independent
Auditors, applies when using the work of other auditors. However, this existing
guidance does not establish any specific documentation requirements.

In connection with PCAOB Auditing Standard No. 3, Audit Documentation,
the Board adopted an amendment to paragraph. 12 of AU sec. 543, Part ofAudit
Performed by Other Independent Auditors, addressing appropriate audit docu
mentation when a principal auditor decides not to make reference to the work
of other auditors. In this amendment, the Board imposes the same uncondi
tional responsibility on the principal auditor, as with multi-location audits, to
obtain certain audit documentation from the other auditor prior to the report
release date. In addition, the amendment provides that the principal auditor
should consider performing one or more of the procedures described in the
amendment, such as discussing the audit procedures and related results with
the other auditors and reviewing the audit programs of the other auditors.
The Board believes this amendment will enable the principal auditor to gain
considerably more assurance about the quality of the other auditor’s work
without creating an unreasonable burden.

I.

Retention of Audit Documentation

This standard requires that an auditor retain audit documentation for seven
years after the report release date, which is the minimum period permitted
under Section 103(a) of the Act.
As previously discussed, auditors will have 45 days after the report release
date to assemble the complete and final set of audit documentation. If an
auditor’s report is not issued on a completed engagement, as is common in a
review of interim financial information of a public company, then the audit
documentation is to be retained for seven years from the date that fieldwork

was substantially completed.

J.

Effective Date

On March 9, 2004, the Board issued PCAOB Auditing Standard No. 2, An
Audit of Internal Control Over Financial Reporting Performed in Conjunction
With an Audit of Financial Statements. Since documentation issues are preva
lent in PCAOB Auditing Standard No. 2 and the key objective of this standard
is to improve the quality of audits and other engagements, the Board deter
mined that the implementation date of this standard should coincide with that
of PCAOB Auditing Standard No. 2. Therefore, this standard will be effective
for audits of financial statements with respect to fiscal years ending on or after
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the later of November 15, 2004, or 30 days after the date of approval of this
standard by the SEC.

The effective date for quarterly reviews and other engagements, conducted
pursuant to the standards of the PCAOB, would occur beginning with the first
quarter ending after the first financial statement audit covered by this stand
ard.

On the 9th day of June, in the year 2004, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.

/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
June 9, 2004

APPENDICES—

1.

Auditing Standard No. 3—Audit Documentation

2.

Amendment to Interim Auditing Standards—Part of Audit Per
formed by Other Independent Auditors
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Appendix 1
Auditing Standard No. 3

Audit Documentation
[Supersedes SAS No. 96, Audit Documentation]

Introduction
Supersedes SAS No. 96, Audit Documentation

1. This standard establishes general requirements for documentation the
auditor should prepare and retain in connection with engagements conducted
pursuant to the standards of the Public Company Accounting Oversight Board
(“PCAOB”). Such engagements include an audit of financial statements, an
audit of internal control over financial reporting, and a review of interim
financial information. This standard does not replace specific documentation
requirements of other standards of the PCAOB.
Objectives of Audit Documentation
2. Audit documentation is the written record of the basis for the auditor’s
conclusions that provides the support for the auditor’s representations,
whether those representations are contained in the auditor’s report or other
wise. Audit documentation also facilitates the planning, performance, and
supervision of the engagement, and is the basis for the review of the quality of
the work because it provides the reviewer with written documentation of the
evidence supporting the auditor’s significant conclusions. Among other things,
audit documentation includes records of the planning and performance of the
work, the procedures performed, evidence obtained, and conclusions reached
by the auditor. Audit documentation also may be referred to as work papers or
working papers.

Note: An auditor’s representations to a company’s board of directors
or audit committee, stockholders, investors, or other interested parties
are usually included in the auditor’s report accompanying the financial
statements of the company. The auditor also might make oral repre
sentations to the company or others, either on a voluntary basis or if
necessary to comply with professional standards, including in connec
tion with an engagement for which an auditor’s report is not issued.
For example, although an auditor might not issue a report in connec
tion with an engagement to review interim financial information, he
or she ordinarily would make oral representations about the results
of the review.

3. Audit documentation is reviewed by members of the engagement team
performing the work and might be reviewed by others. Reviewers might
include, for example:
a.

Auditors who are new to an engagement and review the prior year’s
documentation to understand the work performed as an aid in
planning and performing the current engagement.

b.

Supervisory personnel who review documentation prepared by assis
tants on the engagement.
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c.

Engagement supervisors and engagement quality reviewers who
review documentation to understand how the engagement team
reached significant conclusions and whether there is adequate evi
dential support for those conclusions.

d.

A successor auditor who reviews a predecessor auditor’s audit docu
mentation.

e.

Internal and external inspection teams that review documentation
to assess audit quality and compliance with auditing and related
professional practice standards; applicable laws, rules, and regula
tions; and the auditor’s own quality control policies.

f.

Others, including advisors engaged by the audit committee or repre
sentatives of a party to an acquisition.

Audit Documentation Requirement
4. The auditor must prepare audit documentation in connection with each
engagement conducted pursuant to the standards of the PCAOB. Audit docu
mentation should be prepared in sufficient detail to provide a clear under
standing of its purpose, source, and the conclusions reached. Also, the
documentation should be appropriately organized to provide a clear link to the
significant findings or issues.1 Examples of audit documentation include
memoranda, confirmations, correspondence, schedules, audit programs, and
letters of representation. Audit documentation may be in the form of paper,
electronic files, or other media.
5. Because audit documentation is the written record that provides the
support for the representations in the auditor’s report, it should:

a.

Demonstrate that the engagement complied with the standards of
the PCAOB,

b.

Support the basis for the auditor’s conclusions concerning every
relevant financial statement assertion, and

c.

Demonstrate that the underlying accounting records agreed or rec
onciled with the financial statements.

6. The auditor must document the procedures performed, evidence ob
tained, and conclusions reached with respect to relevant financial statement
assertions.2 Audit documentation must clearly demonstrate that the work
was in fact performed. This documentation requirement applies to the work
of all those who participate in the engagement as well as to the work of
specialists the auditor uses as evidential matter in evaluating relevant financial
statement assertions. Audit documentation must contain sufficient information
to enable an experienced auditor, having no previous connection with the
engagement:
a.

To understand the nature, timing, extent, and results of the proce
dures performed, evidence obtained, and conclusions reached, and

b.

To determine who performed the work and the date such work was
completed as well as the person who reviewed the work and the date
of such review.

1 See paragraph 12 of this standard for a description of significant findings or issues.

2 Relevant financial statement assertions are described in paragraphs 68-70 of PCAOB Auditing
Standard No. 2, An Audit of Internal Control Over Financial Reporting Performed in Conjunction
With An Audit of Financial Statements.
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Note: An experienced auditor has a reasonable understanding of audit
activities and has studied the company’s industry as well as the
accounting and auditing issues relevant to the industry.

7. In determining the nature and extent of the documentation for a finan
cial statement assertion, the auditor should consider the following factors:

•

Nature of the auditing procedure;

•

Risk of material misstatement associated with the assertion;

•

Extent of judgment required in performing the work and evaluating
the results, for example, accounting estimates require greater judg
ment and commensurately more extensive documentation;

•

Significance of the evidence obtained to the assertion being tested; and

•

Responsibility to document a conclusion not readily determinable from
the documentation of the procedures performed or evidence obtained.

Application of these factors determines whether the nature and extent of audit
documentation is adequate.

8. In addition to the documentation necessary to support the auditor’s final
conclusions, audit documentation must include information the auditor has
identified relating to significant findings or issues that is inconsistent with or
contradicts the auditor’s final conclusions. The relevant records to be retained
include, but are not limited to, procedures performed in response to the
information, and records documenting consultations on, or resolutions of,
differences in professional judgment among members of the engagement team
or between the engagement team and others consulted.
9. If, after the documentation completion date (defined in paragraph 15),
the auditor becomes aware, as a result of a lack of documentation or otherwise,
that audit procedures may not have been performed, evidence may not have
been obtained, or appropriate conclusions may not have been reached, the
auditor must determine, and if so demonstrate, that sufficient procedures were
performed, sufficient evidence was obtained, and appropriate conclusions were
reached with respect to the relevant financial statement assertions. To accom
plish this, the auditor must have persuasive other evidence. Oral explanation
alone does not constitute persuasive other evidence, but it may be used to clarify
other written evidence.
•

If the auditor determines and demonstrates that sufficient procedures
were performed, sufficient evidence was obtained, and appropriate
conclusions were reached, but that documentation thereof is not ade
quate, then the auditor should consider what additional documenta
tion is needed. In preparing additional documentation, the auditor
should refer to paragraph 16.

•

If the auditor cannot determine or demonstrate that sufficient proce
dures were performed, sufficient evidence was obtained, or appropri
ate conclusions were reached, the auditor should comply with the
provisions of AU sec. 390, Consideration of Omitted Procedures After
the Report Date.

Documentation of Specific Matters
10. Documentation of auditing procedures that involve the inspection of
documents or confirmation, including tests of details, tests of operating effec
tiveness of controls, and walkthroughs, should include identification of the
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items inspected. Documentation of auditing procedures related to the inspec
tion of significant contracts or agreements should include abstracts or copies
of the documents.

Note: The identification of the items inspected may be satisfied by
indicating the source from which the items were selected and the
specific selection criteria, for example:

•

If an audit sample is selected from a population of documents, the
documentation should include identifying characteristics (for exam
ple, the specific check numbers of the items included in the sample).

•

If all items over a specific dollar amount are selected from a population
of documents, the documentation need describe only the scope and the
identification of the population (for example, all checks over $10,000
from the October disbursements journal).

•

If a systematic sample is selected from a population of documents, the
documentation need only provide an identification of the source of the
documents and an indication of the starting point and the sampling
interval (for example, a systematic sample of sales invoices was
selected from the sales journal for the period from October 1 to
December 31, starting with invoice number 452 and selecting every
40th invoice).

11. Certain matters, such as auditor independence, staff training and
proficiency and client acceptance and retention, may be documented in a
central repository for the public accounting firm (“firm”) or in the particular
office participating in the engagement. If such matters are documented in a
central repository, the audit documentation of the engagement should include
a reference to the central repository. Documentation of matters specific to a
particular engagement should be included in the audit documentation of the
pertinent engagement.
12. The auditor must document significant findings or issues, actions taken
to address them (including additional evidence obtained), and the basis for the
conclusions reached in connection with each engagement. Significant findings
or issues are substantive matters that are important to the procedures per
formed, evidence obtained, or conclusions reached, and include, but are not
limited to, the following:

a.

Significant matters involving the selection, application, and consis
tency of accounting principles, including related disclosures. Signifi
cant matters include, but are not limited to, accounting for complex
or unusual transactions, accounting estimates, and uncertainties as
well as related management assumptions.

b.

Results of auditing procedures that indicate a need for significant
modification of planned auditing procedures, the existence of mate
rial misstatements, omissions in the financial statements, the exist
ence of significant deficiencies, or material weaknesses in internal
control over financial reporting.

c.

Audit adjustments. For purposes of this standard, an audit adjust
ment is a correction of a misstatement of the financial statements
that was or should have been proposed by the auditor, whether or
not recorded by management, that could, either individually or when
aggregated with other misstatements, have a material effect on the
company’s financial statements.
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d.

Disagreements among members of the engagement team or with
others consulted on the engagement about final conclusions reached
on significant accounting or auditing matters.

e.

Circumstances that cause significant difficulty in applying auditing
procedures.

f.

Significant changes in the assessed level of audit risk for particular
audit areas and the auditor’s response to those changes.

g.

Any matters that could result in modification of the auditor’s report.

13. The auditor must identify all significant findings or issues in an engage
ment completion document. This document may include either all information
necessary to understand the significant findings, issues or cross-references, as
appropriate, to other available supporting audit documentation. This docu
ment, along with any documents cross-referenced, should collectively be as
specific as necessary in the circumstances for a reviewer to gain a thorough
understanding of the significant findings or issues.

Note: The engagement completion document prepared in connection
with the annual audit should include documentation of significant
findings or issues identified during the review of interim financial
information.
Retention of and Subsequent Changes to Audit Documentation

14. The auditor must retain audit documentation for seven years from the
date the auditor grants permission to use the auditor’s report in connection
with the issuance of the company’s financial statements (report release date),
unless a longer period of time is required by law. If a report is not issued in
connection with an engagement, then the audit documentation must be re
tained for seven years from the date that fieldwork was substantially com
pleted. If the auditor was unable to complete the engagement, then the audit
documentation must be retained for seven years from the date the engagement
ceased.
15. Prior to the report release date, the auditor must have completed all
necessary auditing procedures and obtained sufficient evidence to support the
representations in the auditor’s report. A complete and final set of audit
documentation should be assembled for retention as of a date not more than 45
days after the report release date (documentation completion date). If a report
is not issued in connection with an engagement, then the documentation
completion date should not be more than 45 days from the date that fieldwork
was substantially completed. If the auditor was unable to complete the engage
ment, then the documentation completion date should not be more than 45 days
from the date the engagement ceased.
16. Circumstances may require additions to audit documentation after the
report release date. Audit documentation must not be deleted or discarded after
the documentation completion date, however, information may be added. Any
documentation added must indicate the date the information was added, the
name of the person who prepared the additional documentation, and the reason
for adding it.

17. Other standards require the auditor to perform procedures subsequent
to the report release date in certain circumstances. For example, in accordance
with AU sec. 711, Filings Under Federal Securities Statutes, auditors are required
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to perform certain procedures up to the effective date of a registration state
ment.3 The auditor must identify and document any additions to audit docu
mentation as a result of these procedures consistent with the previous
paragraph.
18. The office of the firm issuing the auditor’s report is responsible for
ensuring that all audit documentation sufficient to meet the requirements of
paragraphs 4-13 of this Standard is prepared and retained. Audit documenta
tion supporting the work performed by other auditors (including auditors
associated with other offices of the firm, affiliated firms, or non-affiliated firms),
must be retained by or be accessible to the office issuing the auditor’s report.4
19. In addition, the office issuing the auditor’s report must obtain, and
review and retain, prior to the report release date, the following documentation
related to the work performed by other auditors (including auditors associated
with other offices of the firm, affiliated firms, or non-affiliated firms):

a.

An engagement completion document consistent with paragraphs 12
and 13.

Note: This engagement completion document should include all
cross-referenced, supporting audit documentation.

b.

A list of significant fraud risk factors, the auditor’s response, and the
results of the auditor’s related procedures.

c.

Sufficient information relating to any significant findings or issues
that are inconsistent with or contradict the final conclusions, as
described in paragraph 8.

d.

Any findings affecting the consolidating or combining of accounts in
the consolidated financial statements.

e.

Sufficient information to enable the office issuing the auditor’s report
to agree or to reconcile the financial statement amounts audited by
the other auditor to the information underlying the consolidated
financial statements.

f.

A schedule of audit adjustments, including a description of the
nature and cause of each misstatement.

g.

All significant deficiencies and material weaknesses in internal
control over financial reporting, including a clear distinction between
those two categories.

h.

Letters of representations from management.

i.

All matters to be communicated to the audit committee.

If the auditor decides to make reference in his or her report to the audit of the
other auditor, however, the auditor issuing the report need not perform the
procedures in this paragraph and, instead, should refer to AU sec. 543, Part of

Audit Performed by Other Independent Auditors.
3 Section 11 of the Securities Act of 1933 makes specific mention of the auditor’s responsibility as
an expert when the auditor’s report is included in a registration statement under the 1933 Act.
4 Section 106(b) of the Sarbanes-Oxley Act of 2002 imposes certain requirements concerning
production of the work papers of a foreign public accounting firm on whose opinion or services the
auditor relies. Compliance with this standard does not substitute for compliance with Section 106(b)
or any other applicable law.
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20. The auditor also might be required to maintain documentation in
addition to that required by this standard.5
Effective Date

21. This standard is effective for audits of financial statements, which may
include an audit of internal control over financial reporting, with respect to
fiscal years ending on or after November 15, 2004. For other engagements
conducted pursuant to the standards of the PCAOB, including reviews of
interim financial information, this standard takes effect beginning with the
first quarter ending after the first financial statement audit covered by this
standard.
APPENDIX A—

1.

Background and Basis for Conclusions

5 For example, the SEC requires auditors to retain, in addition to documentation required by this
standard, memoranda, correspondence, communications (for example, electronic mail), other docu
ments, and records (in the form of paper, electronic, or other media) that are created, sent, or received
in connection with an engagement conducted in accordance with auditing and related professional
practice standards and that contain conclusions, opinions, analyses, or data related to the engage
ment. (.Retention of Audit and Review Records, 17 CFR §210.2-06, effective for audits or reviews
completed on or after October 31, 2003.)
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Introduction
A1. This appendix summarizes considerations that the Public Company Ac
counting Oversight Board (“PCAOB” or “Board”) deemed significant in devel
oping this standard. This Appendix includes reasons for accepting certain views
and rejecting others.
A2. Section 103(a)(2)(A)(i) of the Sarbanes-Oxley Act of2002 (the “Act”) directs
the Board to establish auditing standards that require registered public ac
counting firms to prepare and maintain, for at least seven years, audit docu
mentation “in sufficient detail to support the conclusions reached” in the
auditor’s report. Accordingly, the Board has made audit documentation a
priority.

Background
A3. Auditors support the conclusions in their reports with a work product
called audit documentation, also referred to as working papers or work papers.
Audit documentation supports the basis for the conclusions in the auditor’s
report. Audit documentation also facilitates the planning, performance, and
supervision of the engagement and provides the basis for the review of the
quality of the work by providing the reviewer with written documentation of the
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evidence supporting the auditor’s significant conclusions. Examples of audit
documentation include memoranda, confirmations, correspondence, schedules,
audit programs, and letters of representation. Audit documentation may be in
the form of paper, electronic files, or other media.
A4. The Board’s standard on audit documentation is one of the fundamental
building blocks on which both the integrity of audits and the Board’s oversight
will rest. The Board believes that the quality and integrity of an audit depends,
in large part, on the existence of a complete and understandable record of the
work the auditor performed, the conclusions the auditor reached, and the
evidence the auditor obtained that supports those conclusions. Meaningful
reviews, whether by the Board in the context of its inspections or through other
reviews, such as internal quality control reviews, would be difficult or impos
sible without adequate documentation. Clear and comprehensive audit docu
mentation is essential to enhance the quality of the audit and, at the same time,
to allow the Board to fulfill its mandate to inspect registered public accounting
firms to assess the degree of compliance of those firms with applicable stand
ards and laws.

A5. The Board began a standards-development project on audit documenta
tion by convening a public roundtable discussion on September 29, 2003, to
discuss issues and hear views on the subject. Participants at the roundtable
included representatives from public companies, public accounting firms, in
vestor groups, and regulatory organizations.
A6. Prior to this roundtable discussion, the Board prepared and released a
briefing paper on audit documentation that posed several questions to help
identify the objectives—and the appropriate scope and form—of audit docu
mentation. In addition, the Board asked participants to address specific issues
in practice relating to, among other things, changes in audit documentation
after release of the audit report, essential elements and the appropriate amount
of detail of audit documentation, the effect on audit documentation of a
principal auditor’s decision to use the work of other auditors, and retention of
audit documentation. Based on comments made at the roundtable, advice from
the Board’s staff, and other input the Board received, the Board determined
that the pre-existing standard on audit documentation, Statement on Auditing
Standards (“SAS”) No. 96, Audit Documentation, was insufficient for the Board
to discharge appropriately its standard-setting obligations under Section
103(a) of the Act. In response, the Board developed and issued for comment, on
November 17,2003, a proposed auditing standard titled, Audit Documentation.

A7. The Board received 38 comment letters from a variety of interested
parties, including auditors, regulators, professional associations, government
agencies, and others. Those comments led to some changes in the requirements
of the standard. Also, other changes made the requirements easier to under
stand. The following sections summarize significant views expressed in those
comment letters and the Board’s responses to those comments.

Objective of This Standard
A8. The objective of this standard is to improve audit quality and enhance
public confidence in the quality of auditing. Good audit documentation im
proves the quality of the work performed in many ways, including, for example:
•

Providing a record of actual work performed, which provides assur
ance that the auditor accomplishes the planned objectives.
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•

Facilitating the reviews performed by supervisors, managers, engage
ment partners, engagement quality reviewers,1 and PCAOB inspec
tors.

•

Improving effectiveness and efficiency by reducing time-consuming,
and sometimes inaccurate, oral explanations of what was done (or not
done).

A9. The documentation requirements in this standard should result in more
effective and efficient oversight of registered public accounting firms and
associated persons, thereby improving audit quality and enhancing investor
confidence.
A10. Inadequate audit documentation diminishes audit quality on many lev
els. First, if audit documentation does not exist for a particular procedure or
conclusion related to a significant matter, it casts doubt as to whether the
necessary work was done. If the work was not documented, then it becomes
difficult for the engagement team, and others, to know what was done, what
conclusions were reached, and how those conclusions were reached. In addition,
good audit documentation is very important in an environment in which
engagement staff changes or rotates. Due to engagement staff turnover, knowl
edgeable staff on an engagement may not be available for the next engagement.

Audit Programs
A11. Several commenters suggested that audit documentation should include
audit programs. Audit programs were specifically mentioned in SAS No. 96 as
a form of audit documentation.
A12. The Board accepted this recommendation, and paragraph 4 in the final
Standard includes audit programs as an example of documentation. Audit
programs may provide evidence of audit planning as well as limited evidence
of the execution of audit procedures, but the Board believes that signed-off audit
programs should generally not be used as the sole documentation that a
procedure was performed, evidence was obtained, or a conclusion was reached.
An audit program aids in the conduct and supervision of an engagement, but
completed and initialed audit program steps should be supported with proper
documentation in the working papers.

Reviewability Standard
A13. The proposed standard would have adapted a standard of reviewability
from the U.S. General Accounting Office’s (“GAO”) documentation standard for
government and other audits conducted in accordance with generally accepted
government auditing standards (“GAGAS”). The GAO standard provides that
“Audit documentation related to planning, conducting, and reporting on the
audit should contain sufficient information to enable an experienced auditor
who has had no previous connection with the audit to ascertain from the audit
documentation the evidence that supports the auditors’ significant judgments and
conclusions.”2 This requirement has been important in the field of government
1 The engagement quality reviewer is referred to as the concurring partner reviewer in the
membership requirements of the AICPA SEC Practice Section. The Board adopted certain of these
membership requirements as they existed on April 16, 2003. Some firms also may refer to this
designated reviewer as the second partner reviewer.

2 U.S. General Accounting Office, Government Auditing Standards, “Field Work Standards for
Financial Audits” (2003 Revision), paragraph 4.22.
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auditing because government audits have long been reviewed by GAO auditors
who, although experienced in auditing, do not participate in the actual audits.
Moreover, the Panel on Audit Effectiveness recommended that sufficient,
specific requirements for audit documentation be established to enable public
accounting firms’ internal inspection teams as well as others, including
reviewers outside of the firms, to assess the quality of engagement perform
ance.3 Audits and reviews of issuers’ financial statements will now, under the
Act, be subject to review by PCAOB inspectors. Therefore, a documentation
standard that enables an inspector to understand the work that was performed
in an audit or review is appropriate.

A14. Accordingly, the Board’s proposed standard would have required that
audit documentation contain sufficient information to enable an experienced
auditor, having no previous connection with the engagement, to understand
the work that was performed, the name of the person(s) who performed it, the
date it was completed, and the conclusions reached. This experienced auditor
also should have been able to determine who reviewed the work and the date
of such review.

A15. Some commenters suggested that the final standard more specifically
describe the qualifications of an experienced auditor. These commenters took
the position that only an engagement partner with significant years of experi
ence would have the experience necessary to be able to understand all the work
that was performed and the conclusions that were reached. One commenter
suggested that an auditor who is reviewing audit documentation should have
experience and knowledge consistent with the experience and knowledge that
the auditor performing the audit would be required to possess, including
knowledge of the current accounting, auditing, and financial reporting issues
of the company’s industry. Another said that the characteristics defining an
experienced auditor should be consistent with those expected of the auditor
with final responsibility for the engagement.
A16. After considering these comments, the Board has provided additional
specificity about the meaning of the term, experienced auditor. The standard
now describes an experienced auditor as one who has a reasonable under
standing of audit activities and has studied the company’s industry as well as
the accounting and auditing issues relevant to the industry.
A17. Some commenters also suggested that the standard, as proposed, did not
allow for the use of professional judgment. These commenters pointed to the
omission of a statement about professional judgment found in paragraph 4.23
of GAGAS that states, “The quantity, type, and content of audit documentation
are a matter of the auditors’ professional judgment.” A nearly identical state
ment was found in the interim auditing standard, SAS No. 96, Audit Documen
tation.

A18. Auditors exercise professional judgment in nearly every aspect of plan
ning, performing, and reporting on an audit. Auditors also exercise professional
judgment in the documentation of an audit and other engagements. An objec
tive of this standard is to ensure that auditors give proper consideration to the
need to document procedures performed, evidence obtained, and conclusions
reached in light of time and cost considerations in completing an engagement.
3 Panel on Audit Effectiveness, Report and Recommendations (Stamford, Ct: Public Oversight
Board, August 31,2000).
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A19. Nothing in the standard precludes auditors from exercising their profes
sional judgment. Moreover, because professional judgment might relate to any
aspect of an audit, the Board does not believe that an explicit reference to
professional judgment is necessary every time the use of professional judgment
may be appropriate.

Audit Documentation Must Demonstrate That the Work Was Done
A20. A guiding principle of the proposed standard was that auditors must
document procedures performed, evidence obtained, and conclusions reached.
This principle is not new and was found in the interim standard, SAS No. 96,
Audit Documentation, which this standard supersedes. Audit documentation
also should demonstrate compliance with the standards of the PCAOB and
include justification for any departures.
A21. The proposed standard would have adapted a provision in the California
Business and Professions Code which provides that if documentation does not
exist, then there is a rebuttable presumption that the work had not been done.

A22. The objections to this proposal fell into two general categories: the effect
of the rebuttable presumption on legal proceedings and the perceived imprac
ticality of documenting every conversation or conclusion that affected the
engagement. Discussion of these issues follows.
Rebuttable Presumption

A23. Commenters expressed concern about the effects of the proposed lan
guage on regulatory or legal proceedings outside the context of the PCAOB’s
oversight. They argued that the rebuttable presumption might be understood
to establish evidentiary rules for use injudicial and administrative proceedings
in other jurisdictions.
A24. Some commenters also had concerns that oral explanation alone would not
constitute persuasive other evidence that work was done, absent any documenta
tion. Those commenters argued that not allowing oral explanations when there
was no documentation would essentially make the presumption “irrebuttable.”
Moreover, those commenters argued that it was inappropriate for a professional
standard to predetermine for a court the relative value of evidence.

A25. The Board believes that complete audit documentation is necessary for
a quality audit or other engagement. The Board intends the standard to require
auditors to document procedures performed, evidence obtained, and conclu
sions reached to improve the quality of audits. The Board also intends that a
deficiency in documentation is a departure from the Board’s standards. Thus,
although the Board removed the phrase rebuttable presumption, the Board
continues to stress, in paragraph 9 of the Standard, that the auditor must have
persuasive other evidence that the procedures were performed, evidence was
obtained, and appropriate conclusions were reached with respect to relevant
financial statement assertions.
A26. The term should (presumptively mandatory responsibility) was changed
to must (unconditional responsibility) in paragraph 6 to establish a higher
threshold for the auditor. Auditors have an unconditional requirement to docu
ment their work. Failure to discharge an unconditional responsibility is a
violation of the standard and Rule 3100, which requires all registered public
accounting firms to adhere to the Board’s auditing and related professional
practice standards in connection with an audit or review of an issuer’s financial
statements.
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A27. The Board also added two new paragraphs to the final standard to
explain the importance and associated responsibility of performing the work
and adequately documenting all work that was performed. Paragraph 7 pro
vides a list of factors the auditor should consider in determining the nature and
extent of documentation. These factors should be considered by both the auditor
in preparing the documentation and the reviewer in evaluating the documen
tation.

A28. In paragraph 9 of this Standard, if, after the documentation completion
date, as a result of a lack of documentation or otherwise, it appears that audit
procedures may not have been performed, evidence may not have been ob
tained, or appropriate conclusions may not have been reached, the auditor must
determine, and if so demonstrate, that sufficient procedures were performed,
sufficient evidence was obtained, and appropriate conclusions were reached
with respect to the relevant financial statement assertions. In those circum
stances, for example, during an inspection by the Board or during the firm’s
internal quality control review, the auditor is required to demonstrate with
persuasive other evidence that the procedures were performed, the evidence
was obtained, and appropriate conclusions were reached. In this and similar
contexts, oral explanation alone does not constitute persuasive other evidence.
However, oral evidence may be used to clarify other written evidence.
A29. In addition, more reliable, objective evidence may be required depending
on the nature of the test and the objective the auditor is trying to achieve. For
example, if there is a high risk of a material misstatement with respect to a
particular assertion, then the auditor should obtain and document sufficient
procedures for the auditor to conclude on the fairness of the assertion.

Impracticality
A30. Some commenters expressed concern that the proposed standard could
be construed or interpreted to require the auditor to document every conversa
tion held with company management or among the engagement team members.
Some commenters also argued that they should not be required to document
every conclusion, including preliminary conclusions that were part of a thought
process that may have led them to a different conclusion, on the ground that
this would result in needless and costly work performed by the auditor.
Commenters also expressed concern that an unqualified requirement to docu
ment procedures performed, evidence obtained, and conclusions reached with
out allowing the use of auditor judgment would increase the volume of
documentation but not the quality. They stated that it would be unnecessary,
time-consuming, and potentially counterproductive to require the auditor to
make a written record of everything he or she did.
A31. The Board’s standard distinguishes between (1) an audit procedure that
must be documented and (2) a conversation with company management or
among the members of the engagement team. Inquiries with management
should be documented when an inquiry is important to a particular procedure.
The inquiry could take place during planning, performance, or reporting. The
auditor need not document each conversation that occurred.

A32. A final conclusion is an integral part of a working paper, unless the
working paper is only for informational purposes, such as documentation of a
discussion or a process. This standard does not require that the auditor
document each interim conclusion reached in arriving at the risk assessments
or final conclusions. Conclusions reached early on during an audit may be based
on incomplete information or an incorrect understanding. Nevertheless, auditors
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should document a final conclusion for every audit procedure performed, if that
conclusion is not readily apparent based on documented results of the proce
dures.
A33. The Board also believes the reference to specialists is an important
element of paragraph 6. Specialists play a vital role in audit engagements. For
example, appraisers, actuaries, and environmental consultants provide valu
able data concerning asset values, calculation assumptions, and loss reserves.
When using the work of a specialist, the auditor must ensure that the special
ist’s work, as it relates to the audit objectives, also is adequately documented.
For example, if the auditor relies on the work of an appraiser in obtaining the
fair value of commercial property available for sale, then the auditor must
ensure the appraisal report is adequately documented. Moreover, the term
specialist in this standard is intended to include any specialist the auditor relies
on in conducting the work, including those employed or retained by the auditor
or by the company.

Audit Adjustments
A34. Several commenters recommended that the definition of audit adjust
ments in this proposed standard should be consistent with the definition
contained in AU sec. 380, Communication With Audit Committees.
A35. Although the Board recognizes potential benefits of having a uniform
definition of the term audit adjustments, the Board does not believe that the
definition in AU sec. 380 is appropriate for this documentation standard
because that definition was intended for communication with audit commit
tees. The Board believes that the definition should be broader so that the
engagement partner, engagement quality reviewer, and others can be aware of
all proposed corrections of misstatements, whether or not recorded by the
entity, of which the auditor is aware, that were or should have been proposed
based on the audit evidence.

A36. Adjustments that should have been proposed based on known audit
evidence are material misstatements that the auditor identified but did not
propose to management. Examples include situations in which (1) the auditor
identifies a material error but does not propose an adjustment and (2) the
auditor proposes an adjustment in the working papers, but fails to note the
adjustment in the summary or schedule of proposed adjustments.

Information That Is Inconsistent With or Contradicts the
Auditor's Final Conclusions
A37. Paragraph .25 of AU sec. 326, Evidential Matter, states: “In developing
his or her opinion, the auditor should consider relevant evidential matter
regardless of whether it appears to corroborate or to contradict the assertions
in the financial statements.” Thus, during the conduct of an audit, the auditor
should consider all relevant evidential matter even though it might contradict
or be inconsistent with other conclusions. Audit documentation must contain
information or data relating to significant findings or issues that are inconsis
tent with the auditor’s final conclusions on the relevant matter.

A38. Also, information that initially appears to be inconsistent or contradic
tory, but is found to be incorrect or based on incomplete information, need not
be included in the final audit documentation, provided that the apparent
inconsistencies or contradictions were satisfactorily resolved by obtaining
complete and correct information. In addition, with respect to differences in
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professional judgment, auditors need not include in audit documentation
preliminary views based on incomplete information or data.

Retention of Audit Documentation
A39. The proposed standard would have required an auditor to retain audit
documentation for seven years after completion of the engagement, which is
the minimum period permitted under Section 103(a)(2)(A)(i) of the Act. In
addition, the proposed standard would have added a new requirement that the
audit documentation must be assembled for retention within a reasonable
period of time after the auditor’s report is released. Such reasonable period of
time should not exceed 45 days.
A40. In general, those commenting on this documentation retention require
ment did not have concerns with the time period of 45 days to assemble the
working papers. However, some commenters suggested the Board tie this
45-day requirement to the filing date of the company’s financial statements
with the SEC. One commenter recommended that the standard refer to the
same trigger date for initiating both the time period during which the auditor
should complete work paper assembly and the beginning of the seven-year
retention period.

A41. For consistency and practical implications, the Board agreed that the
standard should have the same date for the auditor to start assembling the
audit documentation and initiating the seven-year retention period. The Board
decided that the seven-year retention period begins on the report release date,
which is defined as the date the auditor grants permission to use the auditor’s
report in connection with the issuance of the company’s financial statements.
In addition, auditors will have 45 days to assemble the complete and final set
of audit documentation, beginning on the report release date. The Board
believes that using the report release date is preferable to using the filing date
of the company’s financial statements, since the auditor has ultimate control
over granting permission to use his or her report. If an auditor’s report is not
issued, then the audit documentation is to be retained for seven years from the
date that fieldwork was substantially completed. If the auditor was unable to
complete the engagement, then the seven-year period begins when the work on
the engagement ceased.

Section 802 of Sarbanes-Oxley and the SEC's Implementing Rule
A42. Many commenters had concerns about the similarity in language be
tween the proposed standard and the SEC final rule (issued in January
2003) on record retention, Retention of Records Relevant to Audits and
Reviews.4 Some commenters recommended that the PCAOB undertake a
project to identify and resolve all differences between the proposed standard
and the SEC’s final rule. These commenters also suggested that the Board
include similar language from the SEC final rule, Rule 2-06 of Regulation S-X,
which limits the requirement to retain some items.

Differences Between Section 802 and This Standard
A43. The objective of the Board’s standard is different from the objective of
the SEC’s rule on record retention. The objective of the Board’s standard is to
4 SEC Regulation S-X, 17 C.F.R. § 210.2-06 (SEC Release No. 33-8180, January 2003). (The final
rule was effective in March 2003.)
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require auditors to create certain documentation to enhance the quality of audit
documentation, thereby improving the quality of audits and other related
engagements. The records retention section of this standard, mandated by
Section 103 of the Act, requires registered public accounting firms to “prepare
and maintain for a period of not less than 7 years, audit work papers, and other
information related to any audit report, in sufficient detail to support the
conclusions reached in such report.” (emphasis added)

A44. In contrast, the focus of the SEC rule is to require auditors to retain
documents that the auditor does create, in order that those documents will be
available in the event of a regulatory investigation or other proceeding. As
stated in the release accompanying the SEC’s final rule (SEC Release No.
33-8180):
Section 802 of the Sarbanes-Oxley Act is intended to address the destruction
or fabrication of evidence and the preservation of “financial and audit records.”
We are directed under that section to promulgate rules related to the retention
of records relevant to the audits and reviews of financial statements that
companies file with the Commission.

A45. The SEC release further states, “New rule 2-06...addresses the retention
of documents relevant to enforcement of the securities laws, Commission rules,
and criminal laws.”
A46. Despite their different objectives, the proposed standard and SEC Rule
2-06 use similar language in describing documentation generated during an
audit or review. Paragraph 4 of the proposed Standard stated that, “Audit
documentation ordinarily consists of memoranda, correspondence, schedules,
and other documents created or obtained in connection with the engagement
and may be in the form of paper, electronic files, or other media.” Paragraph
(a) of SEC Rule 2-06 describes “records relevant to the audit or review” that
must be retained as, (1) “workpapers and other documents that form the basis
of the audit or review and (2) memoranda, correspondence, communications,
other documents, and records (including electronic records), which: [a]re cre
ated, sent or received in connection with the audit or review and [c]ontain
conclusions, opinions, analyses, or financial data related to the audit or review.
...” (numbering and emphasis added).
A47. The SEC makes a distinction between the objectives of categories (1) and
(2). Category (1) includes audit documentation. Documentation to be retained
according to the Board’s Standard clearly falls within category (1). Items in
category (2) include “desk files” which are more than “what traditionally has
been thought of as auditor’s ‘workpapers’.” The SEC’s rule requiring auditors
to retain items in category (2) have the principal purpose of facilitating
enforcement of securities laws, SEC rules, and criminal laws. This is not an
objective of the Board’s Standard. According to SEC Rule 2-06, items in category
(2) are limited to those which: (a) are created, sent or received in connection
with the audit or review, and (b) contain conclusions, opinions, analyses, or
financial data related to the audit or review. The limitations, (a) and (b), do not
apply to category (1).
A48. Paragraph 4 of the final Standard deletes the reference in the proposed
standard to “other documents created or obtained in connection with the
engagement.” The Board decided to keep “correspondence” in the standard
because correspondence can be valid audit evidence. Paragraph 20 of the Standard
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reminds the auditor that he or she may be required to maintain documentation
in addition to that required by this Standard.

Significant Matters and Significant Findings or issues
A49. Some commenters asked how the term significant matters, in Rule 2-06,
relates to the term significant findings or issues in the Board’s Standard. The
SEC’s release accompanying its final Rule 2-06 states that “...significant
matters is intended to refer to the documentation of substantive matters that
are important to the audit or review process or to the financial statements of
the issuer....” This is very similar to the term significant findings or issues
contained in paragraph 12 of the Board’s Standard which requires auditors to
document significant findings or issues, actions taken to address them (includ
ing additional evidence obtained), and the basis for the conclusions reached.
Examples of significant findings or issues are provided in the Standard.

A50. Based on the explanation in the SEC’s final rule and accompanying
release, the Board believes that significant matters are included in the meaning
of significant findings or issues in the Board’s standard. The Board is of the
view that significant findings or issues is more comprehensive and provides
more clarity than significant matters and, therefore, has not changed the
wording in the final Standard.

Changes to Audit Documentation
A51. The proposed standard would have required that any changes to the
working papers after completion of the engagement be documented without
deleting or discarding the original documents. Such documentation must
indicate the date the information was added, by whom it was added, and the
reason for adding it.
A52. One commenter recommended that the Board provide examples of audit
ing procedures that should be performed before the report release date and
procedures that may be performed after the report release date. Some commen
ters also requested clarification about the treatment of changes to documenta
tion that occurred after the completion of the engagement but before the report
release date. Many commenters recommended that the Board more specifically
describe post-issuance procedures. The Board generally agreed with these
comments.
A53. The final Standard includes two important dates for the preparation of
audit documentation: (1) the report release date and (2) the documentation
completion date.

•

Prior to the report release date, the auditor must have completed all
necessary auditing procedures, including clearing review notes and
providing support for all final conclusions. In addition, the auditor
must have obtained sufficient evidence to support the representations
in the auditor’s reports before the report release date.

•

After the report release date and prior to the documentation comple
tion date, the auditor has 45 calendar days in which to assemble the
documentation.

A54. During the audit, audit documentation may be superseded for various
reasons. Often, during the review process, reviewers annotate the documenta
tion with clarifications, questions, and edits. The completion process often
involves revising the documentation electronically and generating a new copy.
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The SEC’s final rule on record retention, Retention of Records Relevant to
Audits and Reviews,5 explains that the SEC rule does not require that the
following documents generally need to be retained: superseded drafts of memo
randa, financial statements or regulatory filings; notes on superseded drafts of
memoranda, financial statements or regulatory filings that reflect incomplete
or preliminary thinking; previous copies of workpapers that have been cor
rected for typographical errors or errors due to training of new employees; and
duplicates of documents. This standard also does not require auditors to retain
such documents as a general matter.

A55. Any documents, however, that reflect information that is either incon
sistent with or contradictory to the conclusions contained in the final working
papers may not be discarded. Any documents added must indicate the date they
were added, the name of the person who prepared them, and the reason for
adding them.
A56. If the auditor obtains and documents evidence after the report release
date, the auditor should refer to the Interim Auditing Standards, AU sec. 390,
Consideration of Omitted Procedures After the Report Date and AU sec. 561,
Subsequent Discovery of Facts Existing at the Date of the Auditor’s Report.
Auditors should not discard any previously existing documentation in connec
tion with obtaining and documenting evidence after the report release date.
A57. The auditor may perform certain procedures subsequent to the report
release date. For example, pursuant to AU sec. 711, Filings Under Federal
Securities Statutes, auditors are required to perform certain procedures up to
the effective date of a registration statement. The auditor should identify and
document any additions to audit documentation as a result of these procedures.
No audit documentation should be discarded after the documentation comple
tion date, even if it is superseded in connection with any procedures performed,
including those performed pursuant to AU sec. 711.
A58. Additions to the working papers may take the form of memoranda that
explain the work performed, evidence obtained, and conclusions reached.
Documentation added to the working papers must indicate the date the infor
mation was added, the name of the person adding it, and the reason for adding
it. All previous working papers must remain intact and not be discarded.
A59. Documentation added to the working papers well after completion of the
audit or other engagement is likely to be of a lesser quality than that produced
contemporaneously when the procedures were performed. It is very difficult to
reconstruct activities months, and perhaps years, after the work was actually
performed. The turnover of both firm and company staff can cause difficulty in
reconstructing conversations, meetings, data, or other evidence. Also, with the
passage of time memories fade. Oral explanation can help confirm that proce
dures were performed during an audit, but oral explanation alone does not
constitute persuasive other evidence. The primary source of evidence should be
documented at the time the procedures are performed, and oral explanation
should not be the primary source of evidence. Furthermore, any oral explana
tion should not contradict the documented evidence, and appropriate consid
eration should be given to the credibility of the individual providing the oral
explanation.
See footnote 4.
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Multi-Location Audits and Using the Work of Other Auditors
A60. The proposed Standard would have required the principal auditor to
maintain specific audit documentation when he or she decided not to make
reference to the work of another auditor.
A61. The Board also proposed an amendment to AU sec. 543 concurrently with
the proposed audit documentation standard. The proposed amendment would
have required the principal auditor to review the documentation of the other
auditor to the same extent and in the same manner that the audit work of all
those who participated in the engagement is reviewed.
A62. Commenters expressed concerns that these proposals could present
conflicts with certain non-U.S. laws. Those commenters also expressed concern
about the costs associated with the requirement for the other auditor to ship
their audit documentation to the principal auditor. In addition, the commenters
also objected to the requirement that principal auditors review the work of
other auditors as if they were the principal auditor’s staff.
Audit Documentation Must Be Accessible to the Office Issuing the
Auditor's Report

A63. After considering these comments, the Board decided that it could
achieve one of the objectives of the proposed standard (that is, to require that
the issuing office have access to those working papers on which it placed
reliance) without requiring that the working papers be shipped to the issuing
office. Further, given the potential difficulties of shipping audit documentation
from various non-U.S. locations, the Board decided to modify the proposed
standard to require that audit documentation either be retained by or be
accessible to the issuing office.
A64. In addition, instead of requiring that all of the working papers be shipped
to the issuing office, the Board decided to require that the issuing office obtain,
review, and retain certain summary documentation. Thus, the public account
ing firm issuing an audit report on consolidated financial statements of a
multinational company may not release that report without the documentation
described in paragraph 19 of the Standard.

A65. The auditor must obtain and review and retain, prior to the report release
date, documentation described in paragraph 19 of the Standard, in connection
with work performed by other offices of the public accounting firm or other
auditors, including affiliated or non-affiliated firms, that participated in the
audit. For example, an auditor that uses the work of another of its offices or
other affiliated or non-affiliated public accounting firms to audit a subsidiary
that is material to a company’s consolidated financial statements must obtain
the documentation described in paragraph 19 of the Standard, prior to the
report release date. On the other hand, an auditor that uses the work of another
of its offices or other affiliated or non-affiliated firms, to perform selected
procedures, such as observing the physical inventories of a company, may not
be required to obtain the documentation specified in paragraph 19 of the
Standard. However, this does not reduce the need for the auditor to obtain
equivalent documentation prepared by the other auditor when those instances
described in paragraph 19 of the Standard are applicable.
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Amendment to AU Sec. 543, Part of Audit Performed by Other
Independent Auditors
A66. Some commenters also objected to the proposed requirement in the
amendment to AU sec. 543, Part of Audit Performed by Other Independent
Auditors, that the principal auditor review another auditor’s audit documen
tation. They objected because they were of the opinion such a review would
impose an unnecessary cost and burden given that the other auditor will have
already reviewed the documentation in accordance with the standards estab
lished by the principal auditor. The commenters also indicated that any review
by the principal auditor would add excessive time to the SEC reporting process,
causing even more difficulties as the SEC Form 10-K reporting deadlines have
become shorter recently and will continue to shorten next year.
A67. The Board accepted the recommendation to modify the proposed amend
ment to AU sec. 543, Part of Audit Performed by Other Independent Auditors.
Thus, in the final amendment, the Board imposes the same unconditional
responsibility on the principal auditor to obtain certain audit documentation
from the other auditor prior to the report release date. The final amendment
also provides that the principal auditor should consider performing one or more
of the following procedures:

•

Visit the other auditors and discuss the audit procedures followed and
results thereof.

•

Review the audit programs of the other auditors. In some cases, it may
be appropriate to issue instructions to the other auditors as to the
scope of the audit work.

•

Review additional audit documentation of the other auditors relating
to significant findings or issues in the engagement completion docu
ment.

Effective Date
A68. The Board proposed that the Standard and related amendment would be
effective for engagements completed on or after June 15, 2004. Many commen
ters were concerned that the effective date was too early. They pointed out that
some audits, already begun as of the proposed effective date, would be affected
and that it could be difficult to retroactively apply the Standard. Some com
menters also recommended delaying the effective date to give auditors ade
quate time to develop and implement processes and provide training with
respect to several aspects of the Standard.

A69. After considering the comments, the Board has delayed the effective
date. However, the Board also believes that a delay beyond 2004 is not in the
public interest.
A70. The Board concluded that the implementation date of this Standard
should coincide with that of PCAOB Auditing Standard No. 2, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With an
Audit of Financial Statements, because of the documentation issues prevalent
in PCAOB Auditing Standard No. 2. Therefore, the Board has decided that the
standard will be effective for audits of financial statements with respect to fiscal
years ending on or after November 15, 2004. The effective date for reviews of
interim financial information and other engagements, conducted pursuant to
the Standards of the PCAOB, would occur beginning with the first quarter
ending after the first financial statement audit covered by this Standard.
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Reference to Audit Documentation As the Property of the Auditor
A71. Several commenters noted that SAS No. 96, Audit Documentation, the
interim auditing standard on audit documentation, referred to audit documen
tation as the property of the auditor. This was not included in the proposed
Standard because the Board did not believe ascribing property rights would
have furthered this standard’s purpose to enhance the quality of audit docu
mentation.

Confidential Client Information
A72. SAS No. 96, Audit Documentation, also stated that, “the auditor has an
ethical, and in some situations a legal, obligation to maintain the confidential
ity of client information,” and referenced Rule 301, Confidential Client Infor
mation, of the AICPA’s Code of Professional Conduct. Again, the Board’s
proposed standard on audit documentation did hot include this provision. In
adopting certain interim Standards and Rules as of April 16, 2003, the Board
did not adopt Rule 301 of the AICPA’s Code of Professional Conduct. In this
Standard on audit documentation, the Board seeks neither to establish confi
dentiality standards nor to modify or detract from any existing applicable
confidentiality requirements.
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ADDENDUM

Additional Documentation Requirements of
SEC Rule 2-06
This addendum is not a part of PCAOB Auditing Standard No. 3.
BI. Auditors should be aware of the additional record retention requirements
in SEC Rule 2-06 of Regulation S-X (“Rule 2-06”). The Board is providing
additional information below to remind auditors of the SEC requirements. This
addendum is not an interpretation of Rule 2-06. Instead, this addendum
provides excerpts from the SEC release accompanying the final rule which
provides the SEC’s interpretation of the rule’s requirements, particularly
paragraphs (a) and (c) of Rule 2-06.

B2. Paragraph (a) of Rule 2-06 requires that:
...the accountant shall retain...memoranda, correspondence, communications,
other documents, and records (including electronic records) which:

(1) Are created, sent or received in connection with the audit or review, and
(2) Contain conclusions, opinions, analyses, or financial data related to the
audit or review.

B3. Paragraph (c) of Rule 2-06 states:
Memoranda, correspondence, communications, other documents, and records
(including electronic records) described in paragraph (a) of this section shall be
retained whether they support the auditor’s final conclusions regarding the
audit or review, or contain information or data relating to a significant matter,
that is inconsistent with the auditor’s final conclusions regarding that matter
or the audit or review. Significance of a matter shall be determined based on
an objective analysis of the facts and circumstances. Such documents and
records include, but are not limited to, those documenting a consultation on or
resolution of differences in professional judgment.

Other Statements by the SEC
B4. In the excerpt below, from the SEC’s release accompanying its final Rule
2-06, the SEC discusses documents that generally are not required to be
retained under Rule 2-06.
In the Proposing Release, we stated that non-substantive materials that are
not part of the workpapers, such as administrative records, and other docu
ments that do not contain relevant financial data or the auditor’s conclusions,
opinions or analyses would not meet the second of the criteria in Rule 2-06(a)
and would not have to be retained. Commentators questioned whether the
following documents would be considered substantive and have to be retained:
•

Superseded drafts of memoranda, financial statements or regulatory
filings,

•

Notes on superseded drafts of memoranda, financial statements or
regulatory filings that reflect incomplete or preliminary thinking,

•

Previous copies of workpapers that have been corrected for typo
graphical errors or errors due to training of new employees,

•

Duplicates of documents, or

•

Voice-mail messages.
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These records generally would not fall within the scope of new Rule 2-06
provided they do not contain information or data, relating to a significant
matter that is inconsistent with the auditor’s final conclusions, opinions or
analyses on that matter or the audit or review. For example, Rule 2-06 would
require the retention of an item in this list if that item documented a consult
ation or resolution of differences of professional judgment.

B5. The excerpt below, from the SEC’s release accompanying its final Rule 2-06,
provides further explanation about documents to be retained under Rule 2-06:
In consideration of the comments received, we have revised paragraph (c) of
the rule. We have removed the phrase “cast doubt” to reduce the possibility that
the rule mistakenly would be interpreted to reach typographical errors, trivial
or “fleeting” matters, or errors due to “on-the-job” training. We continue to
believe, however, that records that either support or contain significant infor
mation that is inconsistent with the auditor’s final conclusions would be
relevant to an investigation of possible violations of the securities laws, Com
mission rules, or criminal laws and should be retained. Paragraph (c), therefore,
now provides that the materials described in paragraph (a) shall be retained
whether they support the auditor’s final conclusions or contain information or
data, relating to a significant matter that is inconsistent with the final conclu
sions of the auditor on that matter or on the audit or review. Paragraph (c) also
states that the documents and records to be retained include, but are not limited
to, those documenting consultations on or resolutions of differences in profes
sional judgment.

The reference in paragraph (c) to “significant” matters is intended to refer to
the documentation of substantive matters that are important to the audit or
review process or to the financial statements of the issuer or registered
investment company. Rule 2-06(c) requires that the documentation of such
matters, once prepared, must be retained even if it does not “support” the
auditor’s final conclusions, because it may be relevant to an investigation.
Similarly, the retention of records regarding a consultation about, and resolu
tion of, differences in professional judgment would be relevant to such an
investigation and must be retained. We intend for Rule 2-06 to be incremental
to, and not to supersede or otherwise affect, any other legal or procedural
requirement related to the retention of records or potential evidence in a legal,
administrative, disciplinary, or regulatory proceeding.
Finally, we recognize that audits and reviews of financial statements are
interactive processes and views within an accounting firm on accounting,
auditing or disclosure issues may evolve as new information or data comes to
light during the audit or review. We do not view “differences in professional
judgment” within subparagraph (c) to include such changes in preliminary
views when those preliminary views are based on what is recognized to be
incomplete information or data.
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Appendix 2
Amendment to Interim Auditing Standards—Part of
Audit Performed by Other Independent Auditors
AU sec. 543.12 is amended as follows:

When the principal auditor decides not to make reference to the audit of
the other auditor, in addition to satisfying himself as to the matters
described in AU sec. 543.10, the principal auditor must obtain, and review
and retain, the following information from the other auditor:
a.

An engagement completion document consistent with paragraphs 12
and 13 of PCAOB Auditing Standard No. 3.

Note: This engagement completion document should include all
cross-referenced, supporting audit documentation.

b.

A list of significant fraud risk factors, the auditor’s response, and the
results of the auditor’s related procedures.

c.

Sufficient information relating to significant findings or issues that
are inconsistent with or contradict the auditor’s final conclusions, as
described in paragraph 8 of PCAOB Auditing Standard No. 3.

d.

Any findings affecting the consolidating or combining of accounts in
the consolidated financial statements.

e.

Sufficient information to enable the office issuing the auditor’s report
to agree or reconcile the financial statement amounts audited by the
other firm to the information underlying the consolidated financial
statements.

f.

A schedule of audit adjustments, including a description of the
nature and cause of each misstatement.

g.

All significant deficiencies and material weaknesses in internal
control over financial reporting, including a clear distinction between
those two categories.

h.

Letters of representations from management.

i.

All matters to be communicated to the audit committee.

The principal auditor must obtain, and review and retain, such documents
prior to the report release date.1 In addition, the principal auditor should
consider performing one or more of the following procedures:

•

Visit the other auditor and discuss the audit procedures followed and
results thereof.

•

Review the audit programs of the other auditor. In some cases, it may
be appropriate to issue instructions to the other auditor as to the scope
of the audit work.

•

Review additional audit documentation of the other auditor relating
to significant findings or issues in the engagement completion document.

1 As it relates to the direction in paragraph .19 of AU sec. 324, for the auditor to “give considera
tion to the guidance in section 543.12,” the auditor need not, in this circumstance, obtain the
previously enumerated documents.
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Rule Regarding Certain Terms Used in
Auditing and Related Professional
Practice Standards
PCAOB Release No. 2004-007
June 9, 2004
PCAOB Rulemaking
Docket Matter No. 009

Summary:
After public comment, the Public Company Accounting Oversight Board (the
“PCAOB” or “Board”) has adopted Rule 3101, Certain Terms Used in Auditing
and Related Professional Practice Standards. The Board will submit this rule
to the Securities and Exchange Commission (“SEC” or “Commission”) for
approval pursuant to Section 107 of the Sarbanes-Oxley Act of2002 (the “Act”).
This rule will not take effect unless approved by the Commission.

Board Contacts:
Greg Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org), and
Bella Rivshin, Assistant Chief Auditor (202/207-9180; rivshinb@pcaobus.org).

* **
Section 103 of the Act directs the Board to establish auditing and related
professional practice standards, including auditing, attestation, quality con
trol, ethics, and independence standards, applicable to registered public ac
counting firms in the preparation and issuance of audit and other reports for
public companies. To date, the Board has adopted rules that require registered
public accounting firms and their associated persons to “comply with all
applicable auditing and related professional practice standards,” (Rule 3100)
and designate as interim standards of the Board certain standards that existed
as of April 16, 2003 (Rules 3200T—3600T).

On October 7,2003, the Board proposed Rule 3101 to set forth the terminol
ogy the Board will use to describe the degree of responsibility that the auditing
and related professional practice standards impose on registered auditors. As
proposed, this terminology also would apply to the Board’s interim standards.
The Board believes that the use of clear, concise, consistent, and definitive
imperatives will improve audit quality.
The Board received 12 comment letters from a variety of interested parties,
including auditors, professional associations, and government agencies. In
response to the comments received, several changes were made to the require
ments of the rule, which are described in detail in Appendix 2.

Appendices 1 and 2 to this release contain, respectively, the text of Rule
3101, Certain Terms Used in Auditing and Related Professional Practice
Standards, and the Section-by-Section Analysis.
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Introduction

Until now, the accounting profession has not expressly defined imperatives
used to describe different degrees of the auditor’s responsibility when conduct
ing engagements in accordance with professional standards. Because of its
concerns regarding the clarity in and consistency of existing standards, the
Public Oversight Board’s Panel on Audit Effectiveness recommended that the
various levels of imperatives in auditing standards be clarified.1 The Board
agrees that defining these levels of imperatives will assist auditors with their
work and further enhance the quality of audits.
Rule 3101 defines terminology the Board will use to describe the degrees of
responsibility that the standards impose on the auditors as follows—

B.

1.

Unconditional Responsibility. The words “must,” “shall,” and “is
required” indicate unconditional responsibilities. The auditor must
fulfill responsibilities of this type in all cases in which the circum
stances exist to which the requirement applies.

2.

Presumptively Mandatory Responsibility. The word “should” indi
cates responsibilities that are presumptively mandatory. The audi
tor must comply with requirements of this type specified in the
Board’s standards unless the auditor demonstrates that alternative
actions he or she followed in the circumstances were sufficient to
achieve the objectives of the standard.

3.

Responsibility To Consider. The words “may,” “might,” “could,” and
other terms and phrases describe actions and procedures that audi
tors have a responsibility to consider. Matters described in this
fashion require the auditor’s attention and understanding. How and
whether the auditor implements these matters in the audit will
depend on the exercise of professional judgment in the circumstances
consistent with the objectives of the standard.

Applicability to Interim Standards

Although the auditing and related professional practice standards did not
previously expressly define the degree of responsibility attached to these terms,
the Board determined that the terminology defined in Rule 3101 is consistent
with the existing interpretation of the interim standards. The Board believes
that applying Rule 3101 to all auditing and related professional practice
standards, including the interim standards, will create a common under
standing among auditors of performance expectations when conducting en
gagements in accordance with the PCAOB Standards. Therefore, the Board
concluded that it is appropriate to apply the definitions of these particular
terms to the interim standards.

C.

Documentation Requirement for Presumptively
Mandatory Responsibility

The integrity of the audit depends, in large part, on the existence of a
complete and understandable record of the work performed, the conclusions
reached, and the evidence obtained to support those conclusions. Clear, com
plete, and comprehensive audit documentation enhances the quality of the
audit. Audit documentation should demonstrate compliance with professional
Panel on Audit Effectiveness, Report and Recommendations §2.228 (August 31, 2000).
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standards and provide an explanation to justify the reasons for any variations
in procedures performed.
The PCAOB Standards require that the auditor document the procedures
performed, evidence obtained, and conclusions reached during an engagement.
To further enhance the quality of the audit, Rule 3101(a)(2) adds a specific
documentation requirement to achieve complete and comprehensive audit
documentation for situations in which the auditor does not perform a presump
tively mandatory activity. In those instances, auditors must document the
reasons they chose not to perform the presumptively mandatory activity and
how the alternative procedure performed sufficiently achieved the objectives of
the specific standard.

During an internal or external review of the engagement, other evidence,
including oral explanation, may help substantiate the procedures performed
by the auditor during the audit. However, because the auditor is required to
document his or her work during the audit, oral explanation should be used
only to clarify the documented work performed. Furthermore, the reviewer
should give appropriate consideration to the credibility of the individual(s)
providing the oral explanation, and the oral explanation should be consistent
with the documented evidence.

D. Effective Date
Because of the specific documentation requirement in paragraph (a)(2) of
this rule, the Board has determined that the implementation date for the
documentation requirement contained in Rule 3101 should coincide with that
of PCAOB Auditing Standard No. 3, Audit Documentation. Therefore, the
documentation requirement for Rule 3101(a)(2) will be effective for audits of
financial statements with respect to fiscal years ending on or after the later of
November 15, 2004, or 30 days after the date of approval of this rule by the
SEC. The remaining Rule 3101 provisions become effective immediately follow
ing approval by the SEC.

***
On the 9th day of June, in the year 2004, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.

/s/ J. Gordon Seymour
J. Gordon Seymour
Acting Secretary
June 9, 2004

APPENDICES—

1.

Rule 3101—Certain Terms Used in Auditing and Related Profes
sional Practice Standards

2.

Section-by-Section Analysis of Rule 3101
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Appendix 1
Rule Regarding Certain Terms Used in Auditing and
Related Professional Practice Standards
RULES OF THE BOARD
SECTION 1. GENERAL PROVISIONS

Rule 1001. Definitions of Terms Employed in Rules
(xi)
(a)

Auditor

The term “auditor” means both public accounting firms registered with the
Public Company Accounting Oversight Board and associated persons thereof.

SECTION 3. PROFESSIONAL STANDARDS
Part 1—General Requirements

Rule 3101. Certain Terms Used in Auditing and Related
Professional Practice Standards
(a) The Board’s auditing and related professional practice standards use
certain terms set forth in this rule to describe the degree of respon
sibility that the standards impose on auditors.
(1) Unconditional Responsibility: The words “must,” “shall,”
and “is required” indicate unconditional responsibilities. The auditor
must fulfill responsibilities of this type in all cases in which the
circumstances exist to which the requirement applies. Failure to
discharge an unconditional responsibility is a violation of the rele
vant standard and Rule 3100.
(2) Presumptively Mandatory Responsibility: The word
“should” indicates responsibilities that are presumptively manda
tory. The auditor must comply with requirements of this type speci
fied in the Board’s standards unless the auditor demonstrates that
alternative actions he or she followed in the circumstances were
sufficient to achieve the objectives of the standard. Failure to dis
charge a presumptively mandatory responsibility is a violation of the
relevant standard and Rule 3100 unless the auditor demonstrates
that, in the circumstances, compliance with the specified responsi
bility was not necessary to achieve the objectives of the standard.

Note: In the rare circumstances in which the auditor believes the
objectives of the standard can be met by alternative means, the
auditor, as part of documenting the planning and performance
of the work, must document the information that demonstrates
that the objectives were achieved.
(3) Responsibility To Consider: The words “may,” “might,”
“could,” and other terms and phrases describe actions and procedures
that auditors have a responsibility to consider. Matters described in
this fashion require the auditor’s attention and understanding. How and
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whether the auditor implements these matters in the audit will
depend on the exercise of professional judgment in the circumstances
consistent with the objectives of the standard.
Note: If a Board standard provides that the auditor “should
consider” an action or procedure, consideration of the action or
procedure is presumptively mandatory, while the action or pro
cedure is not.
(b) The terminology in paragraph (a) of this rule applies to the respon
sibilities imposed by the auditing and related professional practice
standards, including the interim standards adopted in Rules 3200T,
3300T, 3400T, 3500T, and 3600T.

(c) The documentation requirement in paragraph (a)(2) is effective for
audits of financial statements or other engagements with respect to
fiscal years ending on or after [insert date the later of November 15,
2004, or 30 days after approval of this rule by the Securities and
Exchange Commission].
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Appendix 2
Section-by-Section Analysis of Rule 3101
Rule 3101(a)
In drafting its standards, the Board intends to distinguish among three
levels of auditor responsibility. Rule 3101(a) explains the terminology regard
ing imperatives used in the standards the Board establishes.

Rule 3101(a)(1) provides that the words “must,” “shall,” and “is required” in
standards indicate unconditional responsibilities. The auditor must accomplish
responsibilities of this type in all cases in which the circumstances exist to
which the requirement applies. A failure to discharge an unconditional respon
sibility imposed under the Board’s standards is a violation of the relevant
standard and Rule 3100.
Rule 3101(a)(2) provides that the word “should” in standards indicates
responsibilities that are presumptively mandatory. The auditor must comply
with requirements of this type unless the auditor demonstrates that alternative
actions he or she followed in the circumstances were sufficient to achieve the
objectives of the standard. In the rare circumstances in which the auditor
believes the objectives of the standard can be met by alternative means, the
auditor, as part of documenting the planning and performance of the work,
must document the information that demonstrates that the objectives were
achieved. The Board has determined that a failure to discharge a presumptively
mandatory responsibility is a violation of the relevant standard and Rule 3100
unless the auditor demonstrates that, in the circumstances, compliance with
the specified responsibility was not necessary to achieve the objectives of the
standard.

Rule 3101(a)(3) provides that the words “may,” “might,” “could,” and other
terms and phrases describe actions and procedures that auditors have a
responsibility to consider. Matters described in this fashion require the audi
tor’s attention and understanding. How and whether the auditor implements
these matters in the audit will depend on the exercise of professional judgment
in the circumstances.
The Board added the following captions to Rule 3101(a): 3101(a)(1) Uncon
ditional Responsibility, 3101(a)(2) Presumptively Mandatory Responsibility,
and 3101(a)(3) Responsibility To Consider. Proposed Rule 3101(a) did not have
a caption or designation for each category of terms. Rather, the proposed rule
simply referenced the category of certain terms by using the standard format
in PCAOB rulemaking. The Board added the captions in response to a commen
ter’s recommendation that a caption be added to each category of certain terms
for ease of reference and clarity.

One commenter recommended replacing the term “obligation” in Rule 3101
with a comparable term because the commenter believed that the term “obli
gation” in legal and governmental environments has a connotation that is
inconsistent with the intent of Rule 3101 and may be misinterpreted by legal
or governmental officials. After considering this comment, the Board replaced
the term “obligation” with the synonym “responsibility” in Rule 3101.
Rule 3101(a)(2) defines a presumptively mandatory responsibility as a require
ment that the auditor must comply with “unless the auditor demonstrates that
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alternative actions he or she followed in the circumstances were sufficient to
achieve the objectives of the standard.” Furthermore, Rule 3101(a)(2) states
that “failure to discharge a presumptively mandatory responsibility is a viola
tion of the relevant standard and Rule 3100 unless the auditor demonstrates
that, in the circumstances, compliance with the specified responsibility was not
necessary to achieve the objectives of the standard.”

The Board also added a note to Rule 3101(a)(2) to require auditors to
document compliance with presumptively mandatory responsibilities by alter
native means. The Board originally proposed that the auditor be required to
“demonstrate by verifiable, objective, and documented evidence” that the
alternative procedures he or she followed were sufficient in the specific circum
stances. Commenters stated that they believed that the documentation require
ment was important, both to promote discipline of thought and to provide a
uniform basis for evaluating compliance with the standards. Several of these
commenters went even further to recommend that the Board strengthen the
documentation requirement by adding language such as “contemporaneous”
and “memorialized at the time of the audit” to the rule.
Conversely, other commenters suggested that the documentation require
ment was unduly onerous and placed too great a documentation burden on the
auditors. The commenters argued that the documentation would be too volu
minous and would add very little value to the audit. Some of these commenters
further recommended that, in lieu of the proposed documentation requirement,
the rule require that the auditor consider the significance of the particular audit
area and document only the significant issues or findings. A commenter also
recommended that other evidence, such as oral explanation, should be allowed
as support for the reasons why the auditor chose not to perform a presumptively
mandatory responsibility. Additionally, some commenters recommended that
the documentation requirement should be addressed in the standard on audit
documentation.
The integrity of the audit depends, in large part, on the existence of a
complete and understandable record of the work performed, the conclusions
reached, and the evidence obtained to support those conclusions. Clear, com
plete, and comprehensive audit documentation enhances the quality of the
audit. Audit documentation should demonstrate compliance with professional
standards and justify the reasons for any variations in procedures performed.

The PCAOB Standards require the auditor to document the procedures
performed, evidence obtained, and conclusions reached during an engagement.
To further enhance the quality of the audit, Rule 3101(a)(2) adds a specific
documentation requirement to achieve complete and comprehensive audit
documentation in engagement working papers for situations in which the
auditor does not perform a presumptively mandatory responsibility. In those
instances, it is essential that auditors document the reasons they chose not to
perform the presumptively mandatory responsibility and how the alternative
procedure they performed sufficiently achieved the objectives of the specific
standard.
Because circumstances will be rare in which the auditor will perform an
alternative procedure, the Board anticipates that the documentation require
ment in the rule ought not to result in unduly onerous consequences or too
voluminous documentation. Furthermore, since the auditor must already docu
ment the work performed as part of the audit, adding a concise explanation as
to why the auditor chose to perform the alternative procedure should not
increase the volume of documentation to an unreasonable level.
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During an internal or external review of the engagement, other evidence,
including oral explanation, may help substantiate the procedures performed
by the auditor during the audit. However, because the auditor is required to
document his or her work in the engagement working papers during the audit,
oral explanation should be used only to clarify the documented work performed.
The justification as to why the alternative procedure was performed rather
than the presumptively mandatory responsibility must be documented in the
working papers. Furthermore, the reviewer should give appropriate considera
tion to the credibility of the individual(s) providing the oral explanation, and
the oral explanation should be consistent with the documented evidence in the
engagement working papers.
Moreover, the Board concluded that applying the documentation require
ment only to significant issues, findings, or procedures is impractical because
it will not be efficient or effective to determine, each time, whether the level of
significance of an audit area warranted the auditor to document the reasons
for choosing to perform an alternative procedure instead of the presumptively
mandatory procedure. The purpose of Rule 3101 is to bring uniformity to
definitions and requirements that auditors have to follow. In addition, the
Board determined that moving Rule 3101(a)(2)’s documentation requirement
to the audit documentation standard would not be appropriate because of its
specific subject matter.

Additionally, the Board has added a note, originally a footnote in the Board’s
proposing release accompanying its proposed rule, describing an auditor’s
responsibility in a “should consider” scenario to the text of Rule 3101(a)(3),
Responsibility to Consider. Some commenters recommended that this footnote
be added directly to the text of the rule because they saw it as an important
clarification that was not included in the original proposed rule. A commenter
further urged the Board to elaborate on its applicability and the documentation
requirements for a “should consider” action.
Another commenter suggested that the “should consider” footnote be ex
cluded from the rule because it implies that the action would require the auditor
to document every instance of compliance with a “should consider” action. The
commenter, instead, recommended that Rule 3101(a)(3) be revised to apply to
all considerations regardless of how the obligation is expressed (for example,
whether it is preceded by a “should,” “may,” “could,” or “might”).
Because the “should consider” terminology is widely used in the interim
standards, the Board determined that it is important to state the Board’s
expectation for compliance and, therefore, agreed with commenters who rec
ommended adding the “should consider” footnote to the text of Rule 3101(a)(3).
Furthermore, the Board concluded that there is an important difference be
tween a “should consider” and a “may consider” action or procedure. The
difference is a direct correlation to the definitions of “should” and “may.” The
auditor has a greater responsibility in a “should consider” action because the
auditor has a presumptively mandatory responsibility to consider the action or
procedure versus just having a responsibility to consider the action. Therefore,
Rule 3101(a)(3) was not revised to apply to all considerations regardless of how
the obligation is expressed.

Additionally, the Board determined that the documentation requirement
relating to a procedure that an auditor “should consider” is not the same as the
documentation requirement for a presumptively mandatory responsibility
because in a “should consider” situation, only the consideration of the action is
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presumptively mandatory, while the action or procedure itself is not. In these
situations, the auditor should use his or her professional judgment in
determining how to document his or her consideration of the specific action or
procedure.

Rule 3101(b)
Rule 3101(b) provides that the terminology in paragraph (a) of this rule
applies to all the auditing and related professional practice standards, includ
ing the interim standards adopted in Rules 3200T, 3300T, 3400T, 3500T, and
3600T. Rule 3101(b) applies to conduct occurring after the effective date of the
rule.

Therefore, Rule 3101(b) provides that the terminology in Rule 3101(a) is
applicable to all existing auditing and related professional practice standards
with which auditors must comply. The Board determined that a failure to
comply with a presumptively mandatory responsibility in an interim standard
will be treated as a violation of the relevant standard and Rule 3100 unless the
auditor demonstrates that, in the specific circumstances, compliance was not
necessary to achieve the objectives of the standard.

Some commenters on the proposed rule stated that the imperatives the
Board identified are consistent with the way auditors currently interpret
existing auditing and related professional practice standards, while other
commenters recommended that Rule 3101(a) not apply to the interim standards
on the grounds that the new definitions could create confusion or have unin
tended consequences. Because the accounting profession previously had not
expressly defined these terms, commenters further recommended that the
Board perform a comprehensive analysis of how and in what context the interim
standards use the defined terms to determine whether current practice is
consistent with the Rule 3101(a) definitions.
The Board concluded that the terminology defined in Rule 3101 is consistent
with the existing interpretation regarding the application of the terminology
in the interim standards. Rule 3101 creates a common understanding among
the auditors as to what is expected of them when performing engagements in
accordance with the PCAOB Standards and, therefore, Rule 3101 will apply to
the interim standards.
Furthermore, a commenter recommended that the Board clarify the level of
authority the appendices carry when accompanying the Board’s Standards.
Because the Board adopts the appendices to its permanent standards as rules,
the appendices to the Board’s permanent standards carry the same level of
authority as the standards themselves. In addition, the appendices to the
interim standards, which in certain circumstances carry a different level of
authority, retain their original level of authority as adopted on April 16, 2003.

Rule 3101(c)
Rule 3101(c) establishes an effective date for the documentation require
ment in paragraph (a)(2). The Board agreed with commenters who recom
mended establishing an effective date to provide a reasonable amount of time
for auditors to implement procedures to properly comply with the new docu
mentation requirement.

Rule 3101 does not apply retroactively. Therefore, conduct occurring before
the rule is effective will be evaluated in light of the standards as they existed
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at the time of the conduct. As noted above, however, the Board believes that,
except for the documentation requirement in Rule 3101(a)(2), the definitions
in Rule 3101 are consistent with the existing interpretation of these terms in
the existing, interim standards. Therefore, as an interpretive matter, the Board
expects that it will interpret these terms in the existing, interim standards in
a manner consistent with their definitions in Rule 3101, in light of the facts
and circumstances of each particular situation.
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Conforming Amendments to PCAOB Interim
Standards Resulting from the Adoption of
PCAOB Auditing Standard No. 2, "An Audit
Of Internal Control Over Financial Reporting
Performed In Conjunction With An Audit of
Financial Statements"
PCAOB Release No. 2004-008
September 15, 2004

PCAOB Rulemaking
Docket Matter No. 014

Summary:
After public comment, the Public Company Accounting Oversight Board (the
“Board” or “PCAOB”) has adopted Conforming Amendments to PCAOB Interim
Standards Resulting from the Adoption of PCAOB Auditing Standard No. 2,
“An Audit Of Internal Control Over Financial Reporting Performed In
Conjunction With An Audit of Financial Statements”. The conforming amend
ments clarify the amendments to the professional standards adopted by the
PCAOB as its interim standards resulting from the adoption of PCAOB Audit
ing Standard No. 2. The Board will submit the conforming amendments to the
Securities and Exchange Commission (“Commission” or “SEC”) for approval
pursuant to Section 107 of the Sarbanes-Oxley Act of 2002 (the “Act”). The
conforming amendments will not take effect unless approved by the Commis
sion.

Board Contacts:
Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org), Jennifer
Rand, Associate Chief Auditor (202/207-9206; randj@pcaobus.org), Laura Phil
lips, Associate Chief Auditor (202/207-9111; phillipsl@pcaobus.org).

***

A. Overview of Conforming Amendments to the
Standards of the PCAOB
When the Board adopted PCAOB Auditing Standard No. 2, An Audit of
Internal Control Over Financial Reporting Performed in Conjunction With An
Audit of Financial Statements (PCAOB Release No. 2004-001, dated March 9,
2004) (the “internal control standard”), the Board recognized that the internal
control standard superseded the professional standards adopted by the Board
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as its interim standards1 in some respects, and that express amendments to
those standards could be helpful to make the interim standards consistent with
the principles and requirements in the internal control standard. The Board
also planned to make several amendments to the interim standards that would
be applicable to situations in which Section 404 of the Sarbanes-Oxley Act of
2002 is not applicable and only the financial statements of a company are
required to be audited. Accordingly, the Board issued for public comment the
proposed conforming amendments, which identified conforming changes to the
interim standards resulting from the adoption of PCAOB Auditing Standard
No. 2.
The purpose of the conforming amendments is to specifically identify
changes to the interim standards that result from the adoption of PCAOB
Auditing Standard No. 2. The Board believes that identification of such changes
is helpful in enabling auditors to comply with the Board’s standards, as well as
in eliminating potential confusion and inconsistencies in interpretation with
respect to the affected portions of the interim standards. Accordingly, the scope
of the conforming amendments is relatively narrow and comprises amend
ments to the interim standards resulting only from the adoption of PCAOB
Auditing Standard No. 2.

B. Highlights of Conforming Amendments, Including
Public Comment Process and Board Responses
This section of the release describes the amendments made to the Board’s
interim standards, in particular the interim auditing, attestation, and inde
pendence standards, as a result of the adoption of PCAOB Auditing Standard
No. 2. This section also summarizes and discusses the factors the Board deemed
significant in reaching the conclusions embodied in the conforming amend
ments. Such factors include issues raised by commenters in the 10 comment
letters1
2 received by the Board, which included letters from eight of the largest
registered accounting firms and two professional associations.

1. Auditing Standards
The Board’s interim auditing standards include the Statements on Auditing
Standards promulgated by the American Institute of Certified Public Account
ants (“AICPA”) Auditing Standards Board (“ASB”), as in existence on April 16,
2003.3 The conforming amendments to the Board’s interim auditing standards
1 Effective April 16, 2003, the PCAOB adopted, on an initial, transitional basis, five temporary
interim standards rules (PCAOB Rules 3200T, 3300T, 3400T, 3500T, and 3600T) that refer to
pre-existing professional standards of auditing, attestation, quality control, ethics, and independence
(the “interim standards”). These rules were approved by the Securities and Exchange Commission on
April 25, 2003 (See SEC Release No. 33-8222). On December 17, 2003, the Board approved technical
amendments to the interim standards rules indicating that, “when the Board adopts a new auditing
and related professional practice standard that addresses a subject matter that also is addressed in
the interim standards, the affected portion of the interim standards will be superseded or effectively
amended. Accordingly, the Board approved adding the phrase ‘to the extent not superseded or
amended by the Board’ to each of the interim standards rules.”

2 The comment letters are available on the Board’s Web site—www.pcaobus.org—and will be
attached to the Form 19b-4 that the Board will file with the Commission.

3 The Statements on Auditing Standards (“AU”) are codified into the AICPA Professional Stand
ards, vol. 1, as AU sections 100 through 901.
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include (a) the addition of references to assist auditors in performing an
integrated audit of financial statements and internal control over financial
reporting and (b) amendments to incorporate certain requirements in PCAOB
Auditing Standard No. 2 that also apply when an auditor is engaged solely to
audit a company’s financial statements.
a.

Addition of References to the Interim Standards

References have been added to assist auditors in performing an integrated
audit of financial statements and internal control over financial reporting.
Auditors are cautioned that the references might not be all inclusive. If there
is any conflict between the interim auditing standards and PCAOB Auditing
Standard No. 2, auditors should follow the provisions of PCAOB Auditing
Standard No. 2].
In the release relating to the proposed conforming amendments, commen
ters were asked whether the proposed references would be useful to auditors
performing an integrated audit of financial statements and internal control
over financial reporting. The release also asked whether any references consid
ered beneficial were omitted from the proposed standard.

Most commenters found the proposed references to be helpful to auditors
performing both integrated audits and audits of financial statements. Several
commenters voiced concerns stemming from the lack of a codification of PCAOB
auditing standards. The Board believes that auditors will find the listing of
conforming amendments in this rulemaking to be a useful tool for reconciling
changes to the interim standards. The Board decided that no change is neces
sary to the conforming amendments in response to these comments regarding
a codification because these comments were outside the scope of this rulemak
ing.
In addition, several commenters suggested additional references to include
in the final conforming amendments. The Board evaluated each of these
suggestions individually and included them in the final conforming amend
ments where deemed appropriate.
b.

Amendments to Incorporate Requirements From PCAOB Auditing
Standard No. 2

While PCAOB Auditing Standard No. 2 is directed primarily to an auditor
performing an integrated audit of financial statements and internal control
over financial reporting, some provisions in that standard are relevant to
situations in which an auditor is engaged solely to audit a company’s financial
statements, such as in an audit of financial statements presented in connection
with an initial public offering, in which the company is not subject to the
requirements of Section 404 of the Act and the SEC’s rules implementing that
provision.4 Therefore, this rulemaking amends certain interim standards di
rectly because those amendments would apply in all cases.

In the release relating to the proposed conforming amendments, commen
ters were asked (a) whether the proposed amendments clearly describe the new
requirements that apply either when the auditor is engaged to audit only the
financial statements or when the auditor is engaged to perform an integrated audit
4 Final Rule: Management’s Reports on Internal Control Over Financial Reporting and Certifica
tion of Disclosure in Exchange Act Periodic Reports, Securities and Exchange Commission Release
No. 33-8238 (June 5, 2003) [68 FR 36636].
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of the financial statements and internal control over financial reporting; and
(b) whether there were any additional requirements not already identified that
also should apply when the auditor is engaged to audit only the financial
statements.

Most commenters found the proposed amendments both clear and helpful.
A few commenters suggested editorial changes to the proposed amendments,
while others suggested additional amendments. The Board reviewed all such
comments and, where appropriate, incorporated them into the final conforming
amendments.

One commenter believed that a number of new requirements that apply
when the auditor is engaged to audit only the financial statements have been
obscured behind the label of “conforming changes” and that, as a result,
auditors will fail to notice such new requirements. This commenter suggested
that the Board appropriately highlight each new requirement for such audits
to ensure that auditors are aware of and fully understand the ramifications of
each new requirement. The changes described in the conforming amendments
were first presented for public comment in connection with the Board’s proposal
of Auditing Standard No. 2 in October 2003. Because a number of commenters,
when commenting on that proposal, suggested that a more detailed explanation
of these changes could be helpful to practitioners, the Board decided to more
clearly identify the changes in separate conforming amendments. These two
notice and comment periods have served to highlight these changes, and the
Board believes that the conforming amendments adopted today, together with
this release describing those amendments, provide auditors adequate explana
tion to understand the effects of these changes on the financial statement audit.
Significant areas of amendment to the auditing standards are discussed
below, including comments received and the Board’s response thereto. For ease
of reference, the references herein are to the interim standards as codified in
AICPA Professional Standards, rather than to the original pronouncements.
(1) AU sec. 310, "Appointment of the Independent Auditor"

This Standard has been amended to include requirements related to the
auditor’s understanding with the client when performing an integrated audit
of financial statements and internal control over financial reporting. For
consistency, certain related amendments also have been made to the auditor’s
required understanding with the client when performing an audit of financial
statements. One commenter suggested that the amendments to this standard
indicating that reasonable assurance is “a high level of assurance” were
inappropriate and should be subject to further deliberation and discussion. The
Board’s clarification that reasonable assurance is “a high level of assurance”
was clearly included in PCAOB Auditing Standard No. 2. As indicated in the
Board’s release proposing the conforming amendments, the scope of this rulemaking did not include reconsidering any principles or requirements of PCAOB
Auditing Standard No. 2. Accordingly, the Board viewed this comment regard
ing reasonable assurance as beyond the scope of the proposed conforming amend
ments rulemaking. No changes have been made based upon this comment.
(2) AU sec. 319, "Consideration of Internal Control in a Financial
Statement Audit"

This interim standard has been amended by adding a requirement that
states, “Regardless of the assessed level of control risk, the auditor should
perform substantive procedures for all relevant assertions related to all significant
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accounts and disclosures in the financial statements.” As it relates to this
requirement, Auditing Standard No. 2 states, “Regardless of the assessed level
of control risk or the assessed risk of material misstatement in connection with
the audit of the financial statements, the auditor should perform substantive
procedures for all relevant assertions for all significant accounts and disclosures.
Performing procedures to express an opinion on internal control over financial
reporting does not diminish this requirement.” A similar conforming amend
ment has been made to AU sec. 322, “The Auditor’s Consideration of the
Internal Audit Function in an Audit of Financial Statements.”
(3) AU sec. 325, "Communication of Internal Control Related Matters
Noted in an Audit."

This standard has been superseded in the context of an integrated audit of
financial statements and internal control over financial reporting by para
graphs 207 through 214 of PCAOB Auditing Standard No. 2. By this rulemak
ing, the Board is also amending this interim standard, as applied to an audit
only of financial statements, by substituting the paragraphs included in the
appendix accompanying this release (See AU sec. 325, subparagraphs 1-9 in
the Appendix).

Communication of Significant Deficiencies and Material Weaknesses in a
Financial Statement Audit. The release relating to the proposed standard
asked for comments on the appropriateness of a proposed amendment that
would require an auditor, in an audit of only the financial statements, to report
to management and the audit committee only those control deficiencies identi
fied during the audit that are considered either significant deficiencies or
material weaknesses. In an integrated audit of internal control over financial
reporting and the financial statements, Auditing Standard No. 2 requires the
auditor also to communicate to management, in writing, all deficiencies in
internal control over financial reporting identified during the audit and inform
the audit committee when such a communication has been made. The proposed
amendment would not have required the auditor to communicate to manage
ment and the audit committee all control deficiencies noted in an audit of the
financial statements, but only those that meet the definition of a significant
deficiency or material weakness. All commenters agreed with this proposed
amendment except one. One commenter suggested that the auditor should be
required to communicate all control deficiencies noted in an audit of the
financial statements. While an auditor may, based on his or her own judgment
or upon request of management or an audit committee, communicate all control
deficiencies noted in an audit of the financial statements, the Board believes
that to require such a communication in all audits of only the financial
statements would be unnecessarily burdensome on audit committees. There
fore, the Board has retained the requirement for the auditor to report to
management and the audit committee only those control deficiencies identified
in the audit of the financial statements that are either significant deficiencies
or material weaknesses.
Communication of the Ineffectiveness of the Audit Committee. The proposed
amendment stated that, in an audit only of financial statements, an auditor
does not have a requirement to evaluate the effectiveness of the audit commit
tee’s oversight of the company’s internal control over financial reporting. The
proposed amendment would also have required an auditor to communicate, in
writing, to the board of directors if a significant deficiency or material weakness
exists, however, because the oversight of the company’s external financial
reporting and internal control over financial reporting is ineffective.
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While commenters unanimously agreed with this provision, several com
menters asked for clarification of the auditor’s responsibility. In response, the
Board has amended subparagraph 5 of the conforming amendments to AU sec.
325 to read as follows—
If oversight of the company’s external financial reporting and internal
control over financial reporting by the company’s audit committee is ineffective,
that circumstance should be regarded as at least a significant deficiency and
as a strong indicator that a material weakness in internal control over financial
reporting exists. Although there is not an explicit requirement to evaluate the
effectiveness of the audit committee’s oversight in an audit of only the financial
statements, of the external financial reporting process and the internal control
over financial reporting, if the auditor becomes aware that a significant
deficiency or material weakness exists because the oversight of the company’s
external financial reporting and internal control over financial reporting by the
company’s audit committee is ineffective, the auditor must communicate that
specific significant deficiency or material weakness in writing to the board of
directors.

This change is intended to clarify that, while an auditor does not have an
explicit requirement to perform a separate and distinct evaluation of the
effectiveness of the audit committee in a financial statement audit, the auditor
does have a communication responsibility when he or she becomes aware of a
significant deficiency or material weakness caused by the audit committee’s
ineffectiveness.

Illustrative Internal Control Reports. Several commenters requested that
the Board revise and include in the conforming amendments illustrative
reports to management about deficiencies in internal control similar to those
previously contained in AU sec. 325 and its related interpretation. The Board
noted that presenting such reports in a rulemaking of the Board might lead
firms to use boilerplate language in such communications to management and
others. In addition, the Board believes that any new illustrative reports it issues
as part of the Board’s standards must not only reflect conforming changes but
also incorporate best practices at the time of issuance. This type of revision of
illustrative reports is beyond the scope of the conforming amendments. Addi
tionally, the Board expects that auditors will be able to clearly and appropri
ately communicate these matters without relying on illustrative reports. For
these reasons, illustrative reports have not been included in the conforming
amendments.
(4) AU sec. 326, "Evidential Matter"

This standard has been amended to add a requirement stating that, “the
auditor’s substantive procedures must include reconciling the financial state
ments to the accounting records. The auditor’s substantive procedures should
include examining material adjustments made during the course of preparing
the financial statements.” PCAOB Auditing Standard No. 2 is clear on the
applicability of these procedures in an integrated audit of financial statements
and internal control over financial reporting. The Board believes that it is
logical and appropriate that these procedures also be performed in an audit of
the financial statements. No commenters objected to this amendment.
(5) AU sec. 329, "Analytical Procedures"
This standard is amended to add the following directions—:
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•

For significant risks of material misstatement, it is unlikely that audit
evidence obtained from substantive analytical procedures alone will
be sufficient.

•

When designing substantive analytical procedures, the auditor also
should evaluate the risk of management override of controls. As part
of this process, the auditor should evaluate whether such an override
might have allowed adjustments outside of the normal period-end
financial reporting process to have been made to the financial state
ments. Such adjustments might have resulted in artificial changes to
the financial statement relationships being analyzed, causing the
auditor to draw erroneous conclusions. For this reason, substantive
analytical procedures alone are not well suited to detecting fraud.

•

Before using the results obtained from substantive analytical proce
dures, the auditor should either test the design and operating effec
tiveness of controls over financial information used in the substantive
analytical procedures or perform other procedures to support the
completeness and accuracy of the underlying information.

PCAOB Auditing Standard No. 2 is clear on the applicability of these
procedures in an integrated audit of financial statements and internal control
over financial reporting. The Board also believes that it is logical and appropri
ate to perform these procedures in an audit of the financial statements. The
Board did not receive any comments on these amendments other than com
ments that re-challenged their inclusion in PCAOB Auditing Standard No. 2.
As indicated in the Board’s proposing release, these types of comments were
considered to be beyond the scope of the proposed conforming amendments;
therefore, no changes have been made based upon these comments.

(6) AU sec. 339, "Audit Documentation"

The proposed conforming amendments would have added a subparagraph
to Appendix A of this Standard (“SAS No. 96”). Subsequent to the conforming
amendments being issued for public comment, the Board adopted, and the
Securities and Exchange Commission approved, PCAOB Auditing Standard
No. 3, Audit Documentation. PCAOB Auditing Standard No. 3 superseded
SAS No. 96 in its entirety, including Appendix A. Therefore, this proposed
conforming amendment is not included in the final conforming amendments
because the Board’s interim standards no longer contain Appendix A of AU
sec. 339.
(7) AU sec. 380, "Communication with Audit Committees"

Footnote one to this Standard includes a list of other Standards that also
require audit committee communications. Because PCAOB Auditing Standard
No. 2 also includes required audit committee communications, this standard is
amended by including a reference to PCAOB Auditing Standard No. 2 in
footnote one. The Board added this conforming amendment based on a sugges
tion from a commenter.

2. Attestation Standards
The Board’s interim attestation standards include the Statements on Stand
ards for Attestation Engagements promulgated by the ASB, as in existence on
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April 16, 2003.5 Auditors performing an integrated audit of financial state
ments and internal control over financial reporting to comply with Section 404
of the Act must follow PCAOB Auditing Standard No. 2 when reporting on an
entity’s internal control over financial reporting. Therefore, in the context of
an audit of a company that is subject to Section 404 of the Act, AT sec. 501 has
been superseded by the internal control standard. Because AT 501, even as
applied to an engagement other than an engagement under Section 404, is
outdated, the proposed conforming amendments recommended that AT sec. 501
be superseded in its entirety and removed from the Board’s standards.
The release to the proposed conforming amendments asked commenters
whether AT sec. 501 should be amended rather than superseded in its entirety.
Furthermore, it asked commenters to provide information on (a) whether there
are any circumstances in which an issuer would want or need to file an AT sec.
501 report with the SEC and (b) whether there is a need for an auditor’s report
on internal control in addition to the auditor’s report on the integrated audit of
financial statements and internal control over financial reporting for purposes
of complying with Section 404 of the Act. Commenters who believed such a need
exists were requested to indicate in their responses the type of information that
should be included in the report, the circumstances in which such a report might
be issued, and the intended users of such a report.

Most commenters agreed with the deletion of AT sec. 501 from the Board’s
interim standards. Those commenters believed that AT sec. 501 is inferior to
PCAOB Auditing Standard No. 2. In addition, those commenters were unaware
of any circumstances in which an issuer would be required to file an AT sec.
501 report with the SEC, or of any instances in which issuers might need an
auditor’s report on internal control other than the one embodied in PCAOB
Auditing Standard No. 2.

Other commenters, however, expressed concerns about superseding AT sec.
501 in its entirety for a number of reasons. A couple of commenters pointed out
that the auditors of some asset-backed securities (“ABS”) issuers issue AT sec.
501 reports in order for those ABS issuers to comply with the SEC’s annual
filing requirements. ABS issuers are not required to comply with Section 404
of the Act, however. No ABS issuer is required to file an auditor’s report
performed pursuant to AT sec. 501; rather, ABS issuers may comply with the
SEC’s annual filing requirements by filing an auditor’s report performed
pursuant to AT sec. 601, Compliance Attestation. Further, under a recent SEC
proposal (Proposed Rule: Asset-Backed Securities, Release Nos. 33-8419 and
34-49644, May 3, 2004), the SEC would require an ABS issuer to include in its
annual filing one consistent form of auditor’s report. In lieu of audited financial
statements and compliance with Section 404 of the Act, the SEC proposal would
require that management of certain ABS issuers assess the issuer’s compliance
with servicing criteria and that the auditor attest to, and report on, manage
ment’s assertion as to whether it complied with the servicing standards through
the performance of a compliance attestation. According to the proposal, the
attestation standard under which the auditor should perform such engagement
would be “Compliance Attestation,” AT sec. 601 or another standard for
compliance auditing established by the PCAOB. Therefore, if the SEC proposal
is adopted, the SEC would no longer accept AT sec. 501 reports for this purpose.
5 The Statements on Standards for Attestation Engagements (“AT”) are codified into the AICPA
Professional Standards, vol. 1, as AT sections 101 through 701.
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Other commenters expressed less specific concerns over superseding AT sec.
501 in its entirety. These commenters expressed a belief that, at some point,
both issuers and nonissuers might need (or want) other reports on internal
control presently not provided for under PCAOB Auditing Standard No. 2. For
example, these commenters suggested that issuers might need an interim
report on internal control, especially when a material weakness that existed at
year end is subsequently corrected. Another commenter suggested that an
issuer might want an audit report on some other aspect of internal control.
None of these commenters, however, provided the detailed discussion re
quested in the release about the type of information that should be included in
such a report, the circumstances in which it might be issued, and the intended
users of such a report.
The Board continues to believe that AT sec. 501 lacks the necessary speci
ficity provided in PCAOB Auditing Standard No. 2. At a minimum, if AT sec.
501 were to be retained in the Board’s standards, the reporting directions in
AT sec. 501 would require immediate revision to clearly distinguish for report
users the difference between a report issued under AT sec. 501 and PCAOB
Auditing Standard No. 2]. Further, it would be necessary to make extensive
revisions to AT sec. 501 to conform it to the principles and requirements
embodied in PCAOB Auditing Standard No. 2. Because commenters were
unable to describe a specific need that is currently unmet by reports issued
under PCAOB Auditing Standard No. 2 or other professional standards, there
appears to be no compelling reason at this time for the Board either to amend
AT sec. 501 or to propose a new standard to replace AT sec. 501. Accordingly,
the conforming amendments supersede AT sec. 501 altogether and remove it
from the Board’s standards effective immediately upon approval by the SEC.

Because AT sec. 501 is no longer a part of the Board’s interim standards, it
is not appropriate for auditors of issuers following the PCAOB’s standards to
use AT sec. 501 when reporting on the internal control over financial reporting
of an issuer.

3. Independence Standards
The Board’s interim independence standards include the AICPA Code of
Professional Conduct Rule 101, and interpretations and rulings thereunder,
promulgated by the AICPA Professional Ethics Executive Committee, as in
existence on April 16, 2003.6 As indicated in PCAOB Auditing Standard No. 2,
a registered public accounting firm and its associated persons must not accept
an engagement to provide internal control-related services to an issuer for
which the registered public accounting firm also audits the financial state
ments unless that engagement has been specifically pre-approved by the audit
committee. Because this requirement adds to current independence require
ments, a reference to this requirement has been added to interpretation 101-3,
“Performance of Other Services,” to Rule 101, “Independence” (ET sec. 101.05).
The Board did not receive any comments objecting to this amendment.

Table 1, “Cross-References to Conforming Amendments to PCAOB Interim
Standards,” identifies all of the amendments that the conforming amendments
describe in more detail. For ease of reference, Table 1 organizes the interim
standards according to the codified sections of the AICPA Professional Stand
ards (vols. 1 and 2).
6 The AICPA’s Code of Professional Conduct (“ET”) Rule 101, and interpretations and rulings
thereunder, are codified into the AICPA Professional Standards, vol. 2, as ET sections 101 and 191.
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Table 1
Cross-References to Conforming Amendments to
PCAOB Interim Standards
AU
Section

Paragraph7 Changes

Title

310

Appointment of the
Independent Auditor

.06

311

Planning and Supervision

.01

312

Audit Risk and Materiality in
Conducting an Audit

.03, .05, .07, .12, .18, .30

313

Substantive Tests Prior to the
Balance Sheet Date

.01

316

Consideration of Fraud in a
Financial Statement Audit

.01, .80

319

Consideration of Internal
Control in a Financial
Statement Audit

.02, .09, .42, .65, .83, .97, .107

322

The Auditor’s Consideration of
the Internal Audit Function in
an Audit of Financial
Statements

.01, .16, .20, .22

324

Service Organizations

.01, .20

325

Communication of Internal
Control Related Matters Noted
in an Audit

In an integrated audit of
financial statements and
internal control over financial
reporting, SAS No. 60 is
superseded by paragraphs
207-214 of PCAOB Auditing
Standard No. 2. In an audit of
financial statements only, SAS
No. 60 is superseded as
described in the Appendix.

326

Evidential Matter

.19

329

Analytical Procedures

.09, .10, .16

332

Auditing Derivative
Instruments, Hedging
Activities, and Investments in
Securities

.11

333

Management Representations

.05

339

Audit Documentation

Appendix A

342

Auditing Accounting Estimates

.10

The word “paragraph” refers to the paragraph number in the corresponding interim standard.

Conforming Amendments to Interim Standards
AU
Section

Paragraph7 Changes

Title

380

Communication'with Audit
Committees

.01, footnote 1

508

Reports on Audited Financial
Statements

.01, .08

530

Dating of the Independent
Auditor’s Report

.01

532

Restricting the Use of an
Auditor’s Report

.07

543

Part of Audit Performed by
Other Independent Auditors

.01

9550

Other Information in
Documents Containing
Audited Financial Statements
Auditing Interpretations of
Section 550

.15

560

Subsequent Events

.01

561

Subsequent Discovery of Facts
Existing at the Date of the
Auditor’s Report

.01

634

Letters for Underwriters and
Certain Other Requesting
Parties

.29

711

Filings Under Federal
Securities Statutes

.02

722

Interim Financial Information

.03, .09, .33

AT
Section

Title

501

ET
Section
101

Reporting on an Entity’s
Internal Control Over
Financial Reporting
Title
Independence
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Paragraph Changes

Superseded

Paragraph Changes

.01, .05

C. Lack of "Background and Basis for Conclusions"
In auditing standards issued by the Board, a discussion of the comments
received and other factors deemed significant by the Board in reaching the
conclusions embodied in the final standard is contained in an appendix to the
standard titled “Background and Basis for Conclusions.” Because this rulemak
ing is not an auditing standard, it does not include such an appendix. The
7 The word “paragraph” refers to the paragraph number in the corresponding interim standard.
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Board, however, believes this type of discussion is helpful to this rulemaking.
Accordingly, in addition to describing the nature and extent of amendments
made to the interim standards, Section B of this release also contains, when
appropriate, a discussion of the significant factors considered by the Board in
developing the final conclusions reflected in the conforming amendments.

D. Effective Date
PCAOB Rule 3200T requires auditors to comply with the Board’s interim
auditing standards “to the extent not superseded or amended by the Board.”
Similarly, the Board’s interim attestation and independence standards rules
require registered firms and their associated persons to comply with certain
existing attestation and independence standards “to the extent not superseded
or amended by the Board.”8
PCAOB Auditing Standard No. 2, An Audit of Internal Control Over Finan
cial Reporting Performed in Conjunction With An Audit of Financial State
ments, was approved by the Commission on June 17, 2004 as the standard for
audits of internal control over financial reporting required by Section 404(b) of
the Sarbanes-Oxley Act of2002. PCAOB Auditing Standard No. 2 [section 140]
supersedes the Board’s interim standards in a number of respects and auditors
must comply with all applicable provisions of Auditing Standard No. 2 once it
is effective, including those provisions that supersede the Board’s interim
standards.
As discussed above, the conforming amendments adopted today describe
and expressly state the changes to the interim standards caused by the
adoption of PCAOB Auditing Standard No. 2. Accordingly, pending SEC ap
proval and subject to the two exceptions noted below, the Board intends for the
conforming amendments to become effective for integrated audits of financial
statements and internal control over financial reporting at the same time
PCAOB Auditing Standard No. 2 becomes effective. Companies considered
accelerated filers under Securities Exchange Act Rule 12b-29 are required to
comply with the internal control reporting and disclosure requirements of
Section 404 of the Act for fiscal years ending on or after November 15, 2004.
Other companies have until fiscal years ending on or after July 15, 2005, to
comply with the internal control reporting and disclosure requirements and the
conforming amendments. Early implementation of the conforming amend
ments is permitted.

There are two exceptions to this general statement. First, certain parts of
the conforming amendments apply to an audit of financial statements of an
issuer regardless of whether the issuer is required to comply with the internal
control requirements of Section 404 of the Act. In order to provide for an orderly
transition for issuers not required to comply with Section 404 of the Act, the
Board has determined that these parts of the conforming amendments should
be effective for audits of financial statements for periods ending on or after July
15, 2005, pending approval of the conforming amendments by the SEC. This
means that auditors of non-accelerated filers are not required to comply with
the conforming amendments in conducting audits of financial statements until
performing audits of financial statements for fiscal years ending on or after
July 15, 2005. The effect of these parts of the conforming amendments is
discussed further below in Part “E” of this Release.
8 PCAOB Rules 3300T, 3600T.

9 See 17 U.S.C. 240.12b-2.
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Second, the Board intends for the part of the conforming amendments that
supersedes AT sec. 501, “Reporting on an Entity’s Internal Control Over
Financial Reporting,” to be effective immediately upon approval of the conform
ing amendments by the SEC. As discussed in greater detail above, in light of
the adoption of PCAOB Auditing Standard No. 2, the Board does not see a
compelling reason for the Board to retain AT sec. 501 in its interim standards.

E. Effect of Auditing Standard No. 2 on Audits of
Financial Statements Only
As discussed above, the conforming amendments are effective, pending SEC
approval, for audits of financial statements only for periods ending on or after
July 15,2005. For the most part, however, the Board believes the amendments
represent clarifications of concepts already included in the Board’s interim
standards, rather than wholly new concepts or requirements. Accordingly, the
Board encourages auditors to carefully consider their obligations under the
Board’s interim standards and not to draw a negative inference from the
inclusion of a specific provision in the conforming amendments that equivalent
procedures are not currently required to comply with the Board’s interim
standards.

** *
On the 15th day of September, in the year 2004, the foregoing was, in
accordance with the bylaws of the Public Company Accounting Oversight
Board,
ADOPTED BY THE BOARD.

/s/ J. Gordon Seymour

J. Gordon Seymour
Acting Secretary
September 15, 2004
APPENDIX—
Conforming Amendments to PCAOB Interim Standards Resulting from the
Adoption ofPCAOB Auditing Standard No. 2, An Audit Of Internal Control
Over Financial Reporting Performed In Conjunction With An Audit of
Financial Statements
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Appendix

Conforming Amendments to PCAOB Interim Standards
Resulting from the Adoption of PCAOB Auditing
Standard No. 2, An Audit Of Internal Control Over
Financial Reporting Performed in Conjunction With an
Audit of Financial Statements
Auditing Standards
AU sec. 310, "Appointment of the Independent Auditor"
Statement on Auditing Standards (“SAS”) No. 1, “Codification of Auditing
Standards and Procedures,” AU sec. 310, “Appointment of the Independent
Auditor,” as amended by SAS No. 45, “Omnibus Statement on Auditing Stand
ards—1983,” SAS No. 83, “Establishing an Understanding With the Client,”
and SAS No. 89, “Audit Adjustments” (AU sec. 310, “Appointment of the
Independent Auditor”), is amended as follows:

a.

The first sentence of paragraph .06 is amended to read as follows:

An understanding with the client generally includes the
following matters.

b.

The first bullet point of paragraph .06 is amended to read as follows:
The objective of the audit is:

c.

•

Integrated audit of financial statements and internal
control over financial reporting: The expression of an
opinion on both management’s assessment of internal
control over financial reporting and on the financial
statements.

•

Audit of financial statements: The expression of an
opinion on the financial statements

The third bullet point of paragraph .06 is amended to read as follows:

Management is responsible for establishing and maintain
ing effective internal control over financial reporting. In an
integrated audit of financial statements and internal con
trol over financial reporting, an auditor is required to com
municate, in writing, to management and the audit
committee that the audit of internal control over financial
reporting cannot be satisfactorily completed and that he or
she is required to disclaim an opinion if management has
not:
•

Accepted responsibility for the effectiveness of the com
pany’s internal control over financial reporting.

•

Evaluated the effectiveness of the company’s internal
control over financial reporting using suitable control
criteria,
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d.

•

Supported its evaluation with sufficient evidence, in
cluding documentation, and

•

Presented a written assessment of the effectiveness of
the company’s internal control over financial reporting
as of the end of the company’s most recent fiscal year.
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The seventh bullet point of paragraph .06 is amended to read as
follows:
The auditor is responsible for conducting the audit in ac
cordance with the standards of the Public Company Ac
counting Oversight Board. Those standards require that the
auditor:

e.

•

Integrated audit of financial statements and internal
control over financial reporting: Obtain reasonable as
surance about whether the financial statements are
free of material misstatement, whether caused by error
or fraud, and whether management’s assessment of the
effectiveness of the company’s internal control over
financial reporting is fairly stated in all material re
spects. Accordingly, there is some risk that a material
misstatement of the financial statements or a material
weakness in internal control over financial reporting
would remain undetected. Although not absolute assur
ance, reasonable assurance is, nevertheless, a high
level of assurance. Also, an integrated audit is not
designed to detect error or fraud that is immaterial to
the financial statements or deficiencies in internal con
trol over financial reporting that, individually or in
combination, are less severe than a material weakness.
If, for any reason, the auditor is unable to complete the
audit or is unable to form or has not formed an opinion,
he or she may decline to express an opinion or decline
to issue a report as a result of the engagement.

•

Audit of financial statements: Obtain reasonable assur
ance about whether the financial statements are free of
material misstatement, whether caused by error or
fraud. Accordingly, there is some risk that a material
misstatement would remain undetected. Although not
absolute assurance, reasonable assurance is, neverthe
less, a high level of assurance. Also, a financial statement
audit is not designed to detect error or fraud that is
immaterial to the financial statements. If, for any rea
son, the auditor is unable to complete the audit or is
unable to form or has not formed an opinion, he or she
may decline to express an opinion or decline to issue a
report as a result of the engagement.

The eighth bullet point of paragraph .06 is amended to read as
follows:

An audit includes:
•

Integrated audit of financial statements and internal
control over financial reporting: Planning and perform
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ing the audit to obtain reasonable assurance about
whether the company maintained, in all material re
spects, effective internal control over financial reporting
as of the date specified in management’s assessment. The
auditor is also responsible for obtaining an under
standing of internal control sufficient to plan the financial
statement audit and to determine the nature, timing, and
extent of audit procedures to be performed. The auditor is
also responsible for communicating in writing:
—

To the audit committee—all significant deficien
cies and material weaknesses identified during the
audit.

—

To management—all internal control deficiencies
identified during the audit and not previously com
municated in writing by the auditor or by others,
including internal auditors or others inside or out
side the company.
To the board of directors—any specific significant
deficiency or material weakness identified because
the auditor concludes that the audit committee’s
oversight of the company’s external financial re
porting and internal control over financial report
ing is ineffective.

—

•

Audit of financial statements: Obtaining an under
standing of internal control sufficient to plan the audit
and to determine the nature, timing, and extent of audit
procedures to be performed. An audit is not designed to
provide assurance on internal control or to identify
internal control deficiencies. However, the auditor is
responsible for communicating in writing:
— To the audit committee—all significant deficien
cies and material weaknesses identified during the
audit.
—

To the board of directors—if the auditor becomes
aware that the oversight of the company’s external
financial reporting and internal control over finan
cial reporting by the company’s audit committee is
ineffective, that specific significant deficiency or
material weakness.

AU sec. 311, "Planning and Supervision"

SAS No. 22, “Planning and Supervision,” as amended by SAS No. 47, “Audit
Risk and Materiality in Conducting an Audit,” SAS No. 48, “The Effects of
Computer Processing on the Audit of Financial Statements,” and SAS No. 77,
“Amendments to Statements on Auditing Standards No. 22, ‘Planning and
Supervision,’ No. 59, ‘The Auditor’s Consideration of an Entity’s Ability to
Continue as a Going Concern,’ No. 62, ‘Special Reports’” (AU sec. 311, “Planning
and Supervision”), is amended by adding the following note after paragraph 1:

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraph 39 of
PCAOB Auditing Standard No. 2 regarding planning considerations
in addition to the planning considerations set forth in this section.
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AU sec. 312, "Audit Risk and Materiality in Conducting an Audit"
SAS No. 47, “Audit Risk and Materiality in Conducting an Audit,” as
amended by SAS No. 82, “Consideration of Fraud in a Financial Statement
Audit,” SAS No. 96, “Audit Documentation,” and SAS No. 98, “Omnibus
Statement on Auditing Standards—2002” (AU sec. 312, “Audit Risk and Mate
riality in Conducting an Audit”), is amended as follows:
a.

The following note is added after paragraph 3.

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 22-23 of PCAOB Auditing Standard No. 2 regarding
materiality considerations.
b.

The following note is added after paragraph 5.

Note: An integrated audit of financial statements and internal
control over financial reporting is not designed to detect deficien
cies in internal control over financial reporting that, individually
or in the aggregate, are less severe than a material weakness.
c.

The following note is added after paragraph 7.
Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 24—26 of PCAOB Auditing Standard No. 2 regarding
fraud considerations.

d.

The following note is added after paragraph 12.

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 22-23 and 39 of PCAOB Auditing Standard No. 2
regarding materiality and planning considerations, respec
tively.

e.

The following note is added after paragraph 18.

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
Appendix B, “Additional Performance Requirements and Direc
tions; Extent-of-Testing Examples,” of PCAOB Auditing Stand
ard No. 2 for considerations when a company has multiple
locations or business units.
f.

The following note is added after paragraph 30.

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 147-149 of PCAOB Auditing Standard No. 2 regard
ing tests of controls.

AU sec. 313, "Substantive Tests Prior to the Balance-Sheet Date"

SAS No. 45, “Omnibus Statement on Auditing Standards—1983” (AU sec.
313, “Substantive Tests Prior to the Balance-Sheet Date”), is amended by
adding the following note after paragraph 1:
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
98-103 of PCAOB Auditing Standard No. 2 regarding timing of tests
of controls.
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AU sec. 316, "Consideration of Fraud in a Financial Statement Audit"

SAS No. 99, “Consideration of Fraud in a Financial Statement Audit” (AU
sec. 316, “Consideration of Fraud in a Financial Statement Audit”), is amended
as follows:
a.

The following note is added after paragraph 1:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 24-26 of PCAOB Auditing Standard No. 2 regarding
fraud considerations, in addition to the fraud consideration set
forth in this section.

b.

In paragraph 80, the phrase “the auditor should consider whether
these risks represent reportable conditions relating to the entity’s
internal control that should be communicated to senior management
and the audit committee” is replaced by “the auditor should consider
whether these risks represent significant deficiencies that must be
communicated to senior management and the audit committee” and
the reference to section 325, “Communication of Internal Control
Related Matters Noted in an Audit,” paragraph .04 is replaced by the
reference to section 325, “Communications About Control Deficien
cies in An Audit of Financial Statements,” paragraph 4.

AU sec. 319, "Consideration of Internal Control in a Financial
Statement Audit"

SAS No. 55, “Consideration of Internal Control in a Financial Statement
Audit,” as amended by SAS No. 78, “Consideration of Internal Control in a
Financial Statement Audit: An Amendment of Statement on Auditing Stand
ards No. 55,” and SAS No. 94, “The Effect of Information Technology on the
Auditor’s Consideration of Internal Control in a Financial Statement Audit”
(AU sec. 319, “Consideration of Internal Control in a Financial Statement
Audit”), is amended as follows:
a.

In paragraph 2, the term “assertions” is replaced by the term “rele
vant assertions.”

b.

The following sentence is added at the end of paragraph 2:

Regardless of the assessed level of control risk, the auditor
should perform substantive procedures for all relevant as
sertions related to all significant accounts and disclosures
in the financial statements.
c.

The following note is added after paragraph 2:
Note: Refer to paragraphs 68-70 of PCAOB Auditing Standard
No. 2 for discussion of identifying relevant financial statement
assertions.

d.

The following note is added after paragraph 9:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
Appendix B, “Additional Performance Requirements and Direc
tions; Extent-of-Testing Examples,” of PCAOB Auditing Stand
ard No. 2 for discussion of considerations when a company has
multiple locations or business units.
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The following note is added after paragraph 42:

Note: For purposes of evaluating the effectiveness of internal
control over financial reporting, the auditor’s understanding of
control activities encompasses a broader range of accounts and
disclosures than what is normally obtained in a financial state
ment audit.
f.

The following note is added after paragraph 65:
Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, if the audi
tor assesses control risk as other than low for certain assertions
or significant accounts, the auditor should document the reasons
for that conclusion.

g.

The following note is added after paragraph 83:

Note: In an integrated audit of financial statements and internal
control over financial reporting, PCAOB Auditing Standard No.
2 states, in part, that “If, however, the auditor assesses control
risk as other than low for certain assertions or significant ac
counts, the auditor should document the reasons for that conclu
sion.” Accordingly, if control risk is assessed at the maximum
level, the auditor should document the basis for that conclusion.
Refer to paragraphs 159-161 of PCAOB Auditing Standard No.
2 for additional information regarding documentation require
ments.
h.

The following note is added after paragraph 97:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 104-105 of PCAOB Auditing Standard No. 2 for
discussion on the extent of tests of controls.

i.

The last sentence of paragraph 107 is replaced with the following
sentence:
Consequently, regardless of the assessed level of control
risk, the auditor should perform substantive procedures for
all relevant assertions related to all significant accounts and
disclosures in the financial statements.

AU sec. 322, "The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements"

SAS No. 65, “The Auditor’s Consideration of the Internal Audit Function in
an Audit of Financial Statements” (AU sec. 322, “The Auditor’s Consideration
of the Internal Audit Function in an Audit of Financial Statements”), is
amended as follows:
a.

The following note is added after paragraph 1:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 108-126 of PCAOB Auditing Standard No. 2 for
discussion on using the work of others to alter the nature, timing,
and extent of the work that otherwise would have been per
formed to test controls.
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b.

The second sentence of paragraph 16 is replaced with the following
sentence:

The auditor assesses control risk for each of the relevant
financial statement assertions related to all significant ac
counts and disclosures in the financial statements and per
forms tests of controls to support assessments below the
maximum.

c.

The following note is added after paragraph 20:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs 112-116 of PCAOB Auditing Standard No. 2 regard
ing evaluating the nature of controls subjected to the work of
others.
d.

The following note is added after paragraph 22:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraph 122 of PCAOB Auditing Standard No. 2 regarding
assessing the interrelationship of the nature of the controls and
the competence and objectivity of those who performed the work.
AU sec. 324, "Service Organizations"

SAS No. 70, “Service Organizations,” as amended by SAS No. 78, “Consid
eration of Internal Control in a Financial Statement Audit: An Amendment to
Statement on Auditing Standard No. 55,” SAS No. 88, “Service Organizations
and Reporting on Consistency,” and SAS No. 98, “Omnibus Statement on
Auditing Standards—2002” (AU sec. 324, “Service Organizations”), is amended
as follows:

a.

The following note is added after paragraph 1:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, refer to
paragraphs B18-B29 of Appendix B, “Additional Performance
Requirements and Directions Extent-of-Testing Examples,” in
PCAOB Auditing Standard No. 2 regarding the use of service
organizations.

b.

In paragraph 20, the term “reportable conditions” is replaced by the
term “significant deficiencies” and the reference to section 325,
“Communication of Internal Control Related Matters Noted in an
Audit,” is replaced by the reference to section 325, “Communica

tions About Control Deficiencies in An Audit of Financial State
ments.”
AU sec. 325, "Communication of Internal Control Related Matters
Noted in an Audit"

SAS No. 60, “Communication of Internal Control Related Matters Noted in
an Audit,” as amended by SAS No. 78, “Consideration of Internal Control in a
Financial Statement Audit: An Amendment to Statement on Auditing Stand
ards No. 55,” and SAS No. 87, “Restricting the Use of an Auditor’s Report” (AU
sec. 325, “Communication of Internal Control Related Matters Noted in an
Audit”), is superseded.
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•

In an integrated audit of financial statements and internal control
over financial reporting, SAS No. 60, as amended, is superseded by
paragraphs 207-214 of PCAOB Auditing Standard No. 2.

•

In an audit of financial statements only, SAS No. 60, as amended, is
superseded by the following paragraphs.

Communications about Control Deficiencies in An Audit of
Financial Statements

1.

2.

In an audit of financial statements, the auditor may identify deficien
cies in the company’s internal control over financial reporting. A
control deficiency exists when the design or operation of a control
does not allow management or employees, in the normal course of
performing their assigned functions, to prevent or detect misstate
ments on a timely basis.
•

A deficiency in design exists when (a) a control necessary to meet
the control objective is missing or (b) an existing control is not
properly designed so that, even if the control operates as de
signed, the control objective is not always met.

•

A deficiency in operation exists when a properly designed control
does not operate as designed or when the person performing the
control does not possess the necessary authority or qualifications
to perform the control effectively.

A significant deficiency is a control deficiency, or combination of
control deficiencies, that adversely affects the company’s ability to
initiate, authorize, record, process, or report external financial data
reliably in accordance with generally accepted accounting principles
such that there is more than a remote likelihood that a misstatement
of the company’s annual or interim financial statements that is more
than inconsequential will not be prevented or detected.
Note: The term “remote likelihood” as used in the definitions of
significant deficiency and material weakness (paragraph 3) has
the same meaning as the term “remote” as used in Financial
Accounting Standards Board Statement No. 5, Accounting for
Contingencies (“FAS No. 5”). Paragraph 3 of FAS No. 5 states:
When a loss contingency exists, the likelihood that the
future event or events will confirm the loss or impairment
of an asset or the incurrence of a liability can range from
probable to remote. This Statement uses the terms prob
able, reasonably possible, and remote to identify three areas
within that range, as follows:

a.

Probable. The future event or events are likely to occur.

b.

Reasonably possible. The chance of the future event or
events occurring is more than remote but less than
likely.

c.

Remote. The chance of the future events or events
occurring is slight.

Therefore, the likelihood of an event is “more than remote”
when it is either reasonably possible or probable.

1798

Select SEC-Approved PCAOB Releases
Note: A misstatement is inconsequential if a reasonable person
would conclude, after considering the possibility of further un
detected misstatements, that the misstatement, either individu
ally or when aggregated with other misstatements, would
clearly be immaterial to the financial statements. If a reasonable
person could not reach such a conclusion regarding a particular
misstatement, that misstatement is more than inconsequential.

3.

A material weakness is a significant deficiency, or combination of
significant deficiencies, that results in more than a remote likelihood
that a material misstatement of the annual or interim financial
statements will not be prevented or detected.
Note: In evaluating whether a control deficiency exists and
whether control deficiencies, either individually or in combina
tion with other control deficiencies, are significant deficiencies
or material weaknesses, the auditor should consider the defini
tions in paragraphs 1, 2 and 3, and the directions in paragraphs
130 through 137 of PCAOB Auditing Standard No. 2. As ex
plained in paragraph 23 of PCAOB Auditing Standard No. 2, the
evaluation of the materiality of the control deficiency should
include both quantitative and qualitative considerations. Quali
tative factors that might be important in this evaluation include
the nature of the financial statement accounts and assertions
involved and the reasonably possible future consequences of the
deficiency. Furthermore, in determining whether a control defi
ciency, or combination of deficiencies, is a significant deficiency
or a material weakness, the auditor should evaluate the effect
of compensating controls and whether such compensating con
trols are effective.

4.

The auditor must communicate in writing to management and the
audit committee all significant deficiencies and material weaknesses
identified during the audit. The written communication should be
made prior to the issuance of the auditor’s report on the financial
statements. The auditor’s communication should distinguish clearly
between those matters considered significant deficiencies and those
considered material weaknesses, as defined in paragraphs 2 and 3.
Note: If no such committee exists with respect to the company,
all references to the audit committee in this standard apply to
the entire board of directors of the company.1 The auditor should
be aware that companies whose securities are not listed on a
national securities exchange or an automated inter-dealer quo
tation system of a national securities association (such as the
New York Stock Exchange, American Stock Exchange, or
NASDAQ) may not be required to have independent directors
for their audit committees. In this case, the auditor should not
consider the lack of independent directors or an audit committee
at these companies indicative, by themselves, of a control deficiency. Likewise, the independence requirements of Securities
Exchange Act Rule 10A-32 are not applicable to the listing of
non-equity securities of a consolidated or at least 50 percent

1 See 15 U.S.C. 78c(a)58 and 15 U.S.C. 7201(a)(3).
2 See 17 C.F.R. 240.10A-3.
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beneficially owned subsidiary of a listed issuer that is subject to
the requirements of Securities Exchange Act Rule 10A-3(c)(2).3
Therefore, the auditor should interpret references to the audit
committee in this standard, as applied to a subsidiary registrant,
as being consistent with the provisions of Securities Exchange
Act Rule 10A-3(c)(2).4 Furthermore, for subsidiary registrants,
communications required by this standard to be directed to the
audit committee should be made to the same committee or
equivalent body that pre-approves the retention of the auditor
by or on behalf of the subsidiary registrant pursuant to Rule
2-01(c)(7) of Regulation S-X5 (which might be, for example, the
audit committee of the subsidiary registrant, the full board of
the subsidiary registrant, or the audit committee of the subsidi
ary registrant’s parent). In all cases, the auditor should interpret
the terms “board of directors” and “audit committee” in this
standard as being consistent with provisions for the use of those
terms as defined in relevant SEC rules.

5.

If oversight of the company’s external financial reporting and inter
nal control over financial reporting by the company’s audit commit
tee is ineffective, that circumstance should be regarded as at least a
significant deficiency and as a strong indicator that a material
weakness in internal control over financial reporting exists. Al
though there is not an explicit requirement to evaluate the effective
ness of the audit committee’s oversight in an audit of only the
financial statements, if the auditor becomes aware that the oversight
of the company’s external financial reporting and internal control
over financial reporting by the company’s audit committee is ineffec
tive, the auditor must communicate that specific significant defi
ciency or material weakness in writing to the board of directors.

6.

These written communications should include:

7.

a.

The definitions of significant deficiencies and material weak
nesses and should clearly distinguish to which category the
deficiencies being communicated relate.

b.

A statement that the objective of the audit was to report on the
financial statements and not to provide assurance on internal
control.

c.

A statement that the communication is intended solely for the
information and use of the board of directors, audit committee,
management, and others within the organization. When there
are requirements established by governmental authorities to
furnish such written communications, specific reference to such
regulatory authorities may be made.

The auditor might identify matters in addition to those required to
be communicated by this standard. Such matters include control
deficiencies identified by the auditor that are neither significant
deficiencies nor material weaknesses and matters the company may
request the auditor to be alert to that go beyond those contemplated

3 See 17 C.F.R. 240.10A-3(c)(2).
4 See 17 C.F.R. 240.10A-3(c)(2).

5 See 17 C.F.R. 240.2-01(c)(7).
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by this standard. The auditor may report such matters to manage
ment, the audit committee, or others, as appropriate.
8.

The auditor should not report in writing that no significant deficien
cies were discovered during an audit of financial statements because
of the potential that the limited degree of assurance associated with
such a report will be misunderstood.

9.

When timely communication is important, the auditor should com
municate the preceding matters during the course of the audit rather
than at the end of the engagement. The decision about whether to
issue an interim communication should be determined based on the
relative significance of the matters noted and the urgency of correc
tive follow-up action required.

In an audit of financial statements only, auditing interpretation 1 to AU sec.
325, “Reporting on the Existence of Material Weaknesses,” continues to apply
except that the term “reportable condition” means “significant deficiency,” as
defined in paragraph 9 of PCAOB Auditing Standard No. 2.
AU sec. 326, "Evidential Matter"

SAS No. 31, “Evidential Matter,” as amended by SAS No. 48, “The Effects
of Computer Processing on the Audit of Financial Statements,” and SAS No.
80, “Amendment to Statement on Auditing Standards No. 31, ‘Evidential
Matter’” (AU sec. 326, “Evidential Matter”), is amended by adding the following
sentences at the end of paragraph 19:
Additionally, the auditor’s substantive procedures must include rec
onciling the financial statements to the accounting records. The audi
tor’s substantive procedures also should include examining material
adjustments made during the course of preparing the financial state
ments.

AU sec. 329, "Analytical Procedures"

SAS No. 56, “Analytical Procedures,” as amended by SAS No. 96, “Audit
Documentation” (AU sec. 329, “Analytical Procedures”), is amended as follows:
a.

The following sentence is added to the end of paragraph 9:

For significant risks of material misstatement, it is unlikely
that audit evidence obtained from substantive analytical
procedures alone will be sufficient.

b.

The following sentences are added to the end of paragraph 10:
When designing substantive analytical procedures, the
auditor also’ should evaluate the risk of management over
ride of controls. As part of this process, the auditor should
evaluate whether such an override might have allowed
adjustments outside of the normal period-end financial re
porting process to have been made to the financial state
ments. Such adjustments might have resulted in artificial
changes to the financial statement relationships being ana
lyzed, causing the auditor to draw erroneous conclusions.
For this reason, substantive analytical procedures alone are
not well suited to detecting fraud.
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The following sentence is added to the beginning of paragraph 16:

Before using the results obtained from substantive analyti
cal procedures, the auditor should either test the design and
operating effectiveness of controls over financial informa
tion used in the substantive analytical procedures or per
form other procedures to support the completeness and
accuracy of the underlying information.
AU sec. 332, "Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities"

SAS No. 92, “Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities” (AU sec. 332, “Auditing Derivative Instruments,
Hedging Activities, and Investments in Securities”), is amended by adding the
following note after paragraph 11:
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, PCAOB Auditing Stand
ard No. 2 states, “the auditor must obtain sufficient competent evi
dence about the design and operating effectiveness of controls over all
relevant financial statement assertions related to all significant ac
counts and disclosures in the financial statements.” Therefore, in an
integrated audit of financial statements and internal control over
financial reporting, if a company’s investment in derivatives and securi
ties represents a significant account, the auditor’s understanding of
controls should include controls over derivatives and securities trans
actions from their initiation to their inclusion in the financial state
ments and should encompass controls placed in operation by the entity
and service organizations whose services are part of the entity’s informa
tion system.

AU sec. 333, "Management Representations"
SAS No. 85, “Management Representations,” as amended by SAS No. 89,
“Audit Adjustments,” and SAS No. 99 “Consideration of Fraud in a Financial
Statement Audit” (AU sec. 333, “Management Representations”), is amended
by adding the following note after paragraph 5:

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
142-144 of PCAOB Auditing Standard No. 2 for additional required
written representations to be obtained from management.

AU sec. 342, "Auditing Accounting Estimates"

SAS No. 57, “Auditing Accounting Estimates” (AU sec. 342, “Auditing
Accounting Estimates”), is amended by adding the following note after para
graph 10:
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, the auditor may use any
of the three approaches. However, the work that the auditor performs
as part of the audit of internal control over financial reporting should
necessarily inform the auditor’s decisions about the approach he or she
takes to auditing an estimate because, as part of the audit of internal
control over financial reporting, the auditor would be required to
obtain an understanding of the process management used to develop the
estimate and to test controls over all relevant assertions related to the
estimate.
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AU sec. 380, "Communication with Audit Committees"
SAS No. 61, “Communication with Audit Committees” (AU sec. 380, “Com
munication with Audit Committees”), is amended by replacing the title of
Section 325 in the first bullet in footnote 1 in paragraph 1 with “Communica
tions About Control Deficiencies in An Audit of Financial Statements” and
adding the following after the last bullet in footnote 1 in paragraph 1:
PCAOB Auditing Standard No. 2, An Audit of Internal Control Over
Financial Reporting Performed in Conjunction With an Audit of Fi
nancial Statements.

•

AU sec. 508, "Reports on Audited Financial Statements"

SAS No. 58, “Reports on Audited Financial Statements,” as amended by SAS
No. 64, “Omnibus Statement on Auditing Standards—1990,” SAS No. 79,
“Amendment to Statement on Auditing Standards No. 58, ‘Reports on Audited
Financial Statements,’” SAS No. 85, “Management Representations,” SAS No.
93, “Omnibus Statement on Auditing Standards—2000,” and SAS No. 98,
“Omnibus Statement on Auditing Standards—2002” (AU sec. 508, “Reports on
Audited Financial Statements”), is amended as follows:
a.

The following note is added after paragraph 1:

Note: When performing an integrated audit of financial state
ments and internal control over financial reporting, the auditor
may choose to issue a combined report or separate reports on the
company’s financial statements and on internal control over
financial reporting. Refer to paragraphs 162-199 of PCAOB
Auditing Standard No. 2 for direction on reporting on internal
control over financial reporting. In addition, see Appendix A,
“Illustrative Reports on Internal Control Over Financial Report
ing,” of PCAOB Auditing Standard No. 2 which includes an
illustrative combined audit report and examples of separate
reports.

b.

The following subparagraph is added to paragraph 8:
k.

When performing an integrated audit of financial state
ments and internal control over financial reporting, if
the auditor issues separate reports on the company’s
financial statements and on internal control over finan
cial reporting, the following paragraph should be added
to the auditor’s report on the company’s financial state
ments:

We also have audited, in accordance with the
standards of the Public Company Accounting Over
sight Board (United States), the effectiveness of X
Company’s internal control over financial report
ing as of December 31, 20X3, based on [identify
control criteria] and our report dated [date of re
port, which should be the same as the date of the
report on the financial statements] expressed [in
clude nature of opinions].
AU sec. 530, "Dating of the Independent Auditor's Report"

SAS No. 1, “Codification of Auditing Standards and Procedures,” AU sec.
530, “Dating of the Independent Auditor’s Report,” as amended by SAS No. 29,
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“Reporting on Information Accompanying the Basic Financial Statements in
Auditor-Submitted Documents,” and SAS No. 98, “Omnibus Statement on
Auditing Standards—2002” (AU sec. 530, “Dating of the Independent Auditor’s
Report”), is amended by adding the following note after paragraph .01:

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, the auditor’s reports on
the company’s financial statements and on internal control over finan
cial reporting should be dated the same date. Refer to paragraphs
171-172 of PCAOB Auditing Standard No. 2, which provide direction
with respect to the report date in an audit of internal control over
financial reporting.
AU sec. 532, "Restricting the Use of an Auditor's Report"

SAS No. 87, “Restricting the Use of an Auditor’s Report,” (AU sec. 532,
“Restricting the Use of an Auditor’s Report”), is amended by replacing “Section
325, Communication of Internal Control Related Matters Noted in an Audit”
in the first bullet of paragraph .07 with “Section 325, Communications About
Control Deficiencies in An Audit of Financial Statements.”
AU sec. 543, "Part of Audit Performed by Other Independent Auditors"

SAS No. 1, “Codification of Auditing Standards and Procedures,” AU sec.
543, “Part of Audit Performed by Other Independent Auditors,” as amended by
SAS No. 64, “Omnibus Statement on Auditing Standards—1990” (AU sec. 543,
“Part of Audit Performed by Other Independent Auditors”), is amended by
adding the following note after paragraph .01:
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
182-185 of PCAOB Auditing Standard No. 2, which provide direction
with respect to opinions based, in part, on the report of another auditor
in an audit of internal control over financial reporting.

AU sec. 9550, "Other Information in Documents Containing Audited
Financial Statements: Auditing Interpretations of Section 550"

AU sec. 9550, “Other Information in Documents Containing Audited Finan
cial Statements: Auditing Interpretations of Section 550,” is amended by
replacing the term “reportable conditions” with the term “significant deficien
cies” in footnote 8 to paragraph 15 and also replaces in that footnote the
reference to Section 325.17 with the reference Section 325.8.
AU sec. 560, "Subsequent Events"

SAS No. 1, “Codification of Auditing Standards and Procedures,” AU sec.
560, “Subsequent Events,” as amended by SAS No. 12, “Inquiry of a Client’s
Lawyer Concerning Litigation, Claims, and Assessments,” and SAS No. 98,
“Omnibus Statement on Auditing Standards—2002” (AU sec. 560, “Subsequent
Events”), is amended by adding the following note after paragraph .01:
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
186-189 of PCAOB Auditing Standard No. 2, which provide direction
with respect to subsequent events in an audit of internal control over
financial reporting.
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AU sec. 56 7, "Subsequent Discovery of Facts Existing at the Date of
the Auditor's Report"

SAS No. 1, “Codification of Auditing Standards and Procedures,” AU sec.
561, “Subsequent Discovery of Facts Existing at the Date of the Auditor’s
Report,” as amended by SAS No. 98, “Omnibus Statement on Auditing Stand
ards—2002” (AU sec. 561, “Subsequent Discovery of Facts Existing at the Date
of the Auditor’s Report”), is amended by adding the following note after
paragraph .01:

Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraph 197
of PCAOB Auditing Standard No. 2, which provides direction with
respect to the subsequent discovery of information existing at the date
of the auditor’s report on internal control over financial reporting.

AU sec. 634, "Letters for Underwriters and Certain Other
Requesting Parties"
SAS No. 72, “Letters for Underwriters and Certain Other Requesting
Parties,” as amended by SAS No. 76, “Amendments to Statement on Auditing
Standards No. 72, Letters for Underwriters and Certain Other Requesting
Parties,” and SAS No. 86, “Amendment to Statement on Auditing Standards
No. 72, Letters for Underwriters and Certain Other Requesting Parties” (AU
sec. 634, “Letters for Underwriters and Certain Other Requesting Parties”) is
amended by replacing the reference to “Section 325, Communication of Internal
Control Related Matters Noted in an Audit” with “Section 325, Communica
tions About Control Deficiencies in An Audit of Financial Statements.”
AU sec. 711, "Filings Under Federal Securities Statutes"

SAS No. 37, “Filings Under Federal Securities Statutes” (AU sec. 711,
“Filings Under Federal Securities Statutes”), is amended by adding the follow
ing note after paragraph 2:
Note: When performing an integrated audit of financial statements
and internal control over financial reporting, refer to paragraphs
198-199 of PCAOB Auditing Standard No. 2, which provide direction
when an auditor’s report on internal control over financial reporting
is included or incorporated by reference in filings under federal secu
rities statutes.

AU sec. 722, "Interim Financial Information"

SAS No. 100, “Interim Financial Information” (AU sec. 722, “Interim Finan

cial Information”), is amended as follows:
a.

The following note is added after paragraph 3:

Note: When an auditor is engaged to perform an integrated audit
of financial statements and internal control over financial re
porting, refer to paragraphs 202-206 of PCAOB Auditing Standard
No. 2, which provide direction regarding the auditor’s evaluation
responsibilities as they relate to management’s quarterly certi
fications on internal control over financial reporting.

b.

In paragraph 9, the term “reportable conditions” is replaced by the
term “significant deficiencies.”

Conforming Amendments to Interim Standards
c.
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In paragraph 33, the term “reportable conditions” is replaced by the
term “significant deficiencies.” Also, the third sentence is replaced
by the following:

A significant deficiency is a control deficiency, or combina
tion of control deficiencies, that adversely affects the com
pany’s ability to initiate, authorize, record, process, or
report external financial data reliably in accordance with
generally accepted accounting principles such that there is
more than a remote likelihood that a misstatement of the
company’s annual or interim financial statements that is
more than inconsequential will not be prevented or de
tected.

d.

The reference in footnote 22 to paragraph 33 to “Section 325, Com
munication of Internal Control Related Matters in an Audit” is
replaced with “Section 325, Communications About Control Deficien
cies in An Audit of Financial Statements.”

Attestation Standards
AT sec. 50 7, "Reporting on an Entity's Internal Control Over Financial
Reporting"
Chapter 5, “Reporting on an Entity’s Internal Control Over Financial
Reporting,” of Statement on Standards for Attestation Engagements No. 10,
“Attestation Standards: Revision and Recodification” (AT sec. 501, “Reporting
on an Entity’s Internal Control Over Financial Reporting”), and its related
interpretation (AT sec. 9501, “Reporting on an Entity’s Internal Control Over
Financial Reporting: Attest Engagements Interpretations of Section 501”), are
superseded by the conforming amendments and, accordingly, are no longer
interim standards of the Board.

Independence Standards
ETsec. 101.05
Rule 101, “Independence” (ET sec. 101.05) is amended by adding the
following note after the second paragraph of Interpretation 101-3, “Perform
ance of Other Services:”

Note: Paragraph 33 of PCAOB Auditing Standard No. 2 contains an
additional requirement related to audit committee pre-approval of
internal control-related services.

Temporary Transitional Rule to Auditing Standard No. 2
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Temporary Transitional Rule Relating to
PCAOB Auditing Standard No. 2, An
Audit of Internal Control Over Financial
Reporting Performed in Conjunction With
an Audit of Financial Statements
PCAOB Release No. 2004-014
November 30, 2004
PCAOB Rulemaking
Docket Matter No. 016

Summary:
The Public Company Accounting Oversight Board (the “Board” or “PCAOB”) is
adopting a temporary rule in response to an exemptive order of the Securities
and Exchange Commission (the “Commission” or “SEC”). The temporary rule
relieves some auditors from certain provisions of PCAOB Auditing Standard
No. 2, An Audit of Internal Control Over Financial Reporting Performed in
Conjunction With an Audit of Financial Statements (“Auditing Standard No.
2”). The temporary rule permits eligible auditors to date a report on manage
ment’s assessment of the effectiveness of internal control over financial report
ing later than the date of the report on the same issuer’s financial statements.
The temporary rule also permits these auditors to omit reference in the
auditor’s separate report on the issuer’s financial statements to the auditor’s
report on management’s assessment of the effectiveness of internal control over
financial reporting. The temporary rule expires on July 15, 2005.

Board Contacts:
Thomas Ray, Deputy Chief Auditor (202/207-9112; rayt@pcaobus.org) or Laura
Phillips, Associate Chief Auditor (202/207-9111; phillipsl@pcaobus.org).

On November 30, 2004, the Commission, by order, exempted some issuers
from certain requirements of Exchange Act Rules 13a-1 and 15d-1.1 The order
allows an accelerated filer that has a fiscal year ending between and including
November 15, 2004 and February 28, 2005 and a market value below a certain
threshold an additional 45 days to file Management’s annual report on internal
control over financial reporting, required by Item 308(a) of Regulation S-K, and
the related Attestation report of the registered public accounting firm, required
by Item 308(b) of Regulation S-K. Among other things, the order requires an
issuer relying on this exemption to file all of the other information required in
Form 10-K within the 75 day period specified in the form and complete its Form
10-K by filing an amendment to include the omitted management and auditor
reports not later than 45 days after the end of that 75 day period.
1 Exchange Act Release No. 50754 (Nov. 30, 2004).
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In light of this exemptive order, the PCAOB is adopting a temporary
transitional rule, Rule 3201T, “Temporary Transitional Provision for PCAOB
Auditing Standard No. 2, ‘An Audit of Internal Control Over Financial
Reporting Performed in Conjunction With an Audit of Financial Statements.’”
The temporary rule provides that, notwithstanding Auditing Standard No. 2,
in connection with the audit of an issuer that does not file Management’s annual
report on internal control over financial reporting at the same time as it files
its financial statements in reliance on the Commission’s order, an auditor need
not date the auditor’s report on management’s assessment of the effectiveness
of internal control over financial reporting with the same date as the auditor’s
report on the issuer’s financial statements,2 as long as the date of the report
on management’s assessment is later than the date of the report on the financial
statements. In addition, such auditors need not include in the auditor’s sepa
rate report on the financial statements a paragraph that refers to the report on
management’s assessment of the effectiveness of internal control over financial
reporting.3 The temporary rule expires on July 15, 2005.

The Board’s practice is to seek, whenever practicable, public comment prior
to adopting a rule and submitting it to the Commission for approval. The Board
has determined that this is the unusual case in which public comment is not
practicable, in light of the imminence of the filing requirements at issue. The
Commission issued its order “[t]o ensure that there is a continuing and orderly
flow of annual report information to investors and the U.S. capital markets,
and to ensure that certain annual report filers and their registered public
accounting firms are able to file complete and accurate reports regarding the
effectiveness of the filers’ internal control over financial reporting....”4 The
Commission’s order applies to certain issuers with fiscal years ending between
and including November 15, 2004 and February 28, 2005. These issuers must
file Form 10-K shortly. Accordingly, the Board is not seeking public comment
on this rule. Rather, the Board has determined to adopt the rule and to submit
it to the Commission for accelerated approval. The rule will not take effect
unless approved by the SEC.
On the 30th day of November, in the year 2004, the foregoing was, in
accordance with the bylaws of the Public Company Accounting Oversight
Board, ADOPTED BY THE BOARD.

ADOPTED BY THE BOARD.
/s/ J. Gordon Seymour

J. Gordon Seymour
Acting Secretary
November 30, 2004
APPENDIX—

1.

Propose Rule 3201T

2 See, e.g., Paragraph 171, Auditing Standard No. 2.
3 See, e.g., Paragraph 170, Auditing Standard No. 2.

4 Exchange Act Release No. 50754 (Nov. 30, 2004).
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Appendix

Proposed Rule 3201T
RULES OF THE BOARD

****

SECTION 3. PROFESSIONAL STANDARDS

****
Part 1 — General Requirements

*** *

Rule 3201T. Temporary Transitional Provision for PCAOB
Auditing Standard No. 2, "An Audit of Internal Control Over
Financial Reporting Performed in Conjunction With an Audit of
Financial Statements."
(a) Notwithstanding Auditing Standard No. 2, in connection with the
audit of an issuer that does not file Management’s annual report on
internal control over financial reporting in reliance on SEC Release
No. 34-50754, Order Under Section 36 of the Securities Exchange Act
of 1934 Granting an Exemption from Specified Provisions of Ex
change Act Rules 13a-1 and 15d-1 (November 30,2004), a registered
public accounting firm and its associated persons need not:

(1) Date the auditor’s report on management’s assessment of the
effectiveness of internal control over financial reporting with the
same date as the auditor’s report on the issuer’s financial state
ments, provided that the date of the auditor’s report on manage
ment’s assessment of the effectiveness of internal control over
financial reporting is later than the date of the auditor’s report
on the issuer’s financial statements; or
(2) Add a paragraph to the auditor’s separate report on the financial
statements of an issuer that refers to a separate report on
management’s assessment of the effectiveness of internal con
trol over financial reporting.
(b) This temporary rule will expire on July 15, 2005.
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Proposed Ethics and Independence Rule
Concerning Independence, Tax Services,
and Contingent Fees
As of the development date of this publication, the Securities and Exchange
Commission (SEC) had not yet approved these Ethics and Independence
Rules. Final rules adopted by the PCAOB are submitted to the SEC for
approval and do not become effective unless approved by the SEC. Readers
should be alert to any final action taken by the SEC on these rules.

On November 22,2005, the PCAOB, through Release No. 2005-020, adopted
amendments to these Rules and submitted them to the SEC for approval.
Please read Release No. 2005-020 for the full text of these amendments.
On April 16, 2003, the PCAOB adopted ET section 100, Independence,
Integrity, and Objectivity, of the AICPA’s Code of Professional Conduct. ET
section 100 includes ET sections 101,102, and 191, and can be found in the
“PCAOB Standards, as Amended” section of this publication.
PCAOB Release No. 2004-015
December 14, 2004

PCAOB Rulemaking
Docket Matter No. 017

Staff Note: There is a typographical error in Proposed Rule 3522(a)
and 3522(b) on page A-5 of Release No. 2004-015. The citation in
Proposed Rule 3522(a) should read 26 C.F.R 1.601 l-4(b)(2) and the
citation in Proposed Rule 3522(b) should read 26 C.F.R 1.6011-4(b)(3).
We regret any inconvenience this may have caused.

Summary:
The Public Company Accounting Oversight Board (“PCAOB” or “Board”) is
proposing rules to promote the ethics and independence of registered public
accounting firms that audit and review financial statements of U.S. public
companies. The proposed rules would treat a registered public accounting firm
as not independent of an audit client if the firm, or an affiliate of the firm,
provided any service or product to an audit client for a contingent fee or a
commission, or received from an audit client, directly or indirectly, a contingent
fee or commission. The proposed rules also would treat such a firm as not
independent if the firm, or an affiliate of the firm, provided assistance in
planning, or provided tax advice on, certain types of potentially abusive tax
transactions to an audit client or provided any tax services to certain senior
officers of an audit client. Further, the proposed rules would require registered
public accounting firms to provide certain information to the audit committee
of an audit client in connection with seeking pre-approval to provide non-pro
hibited tax services to the audit client.
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In addition to these proposed rules relating to tax services, the Board also is
proposing a general rule requiring registered public accounting firms to be
independent of their audit clients throughout the audit and professional en
gagement period. Finally, the Board is proposing a rule on the responsibility of
associated persons not to cause registered public accounting firms to violate
the Sarbanes-Oxley Act of 2002 (the “Act”), the rules of the Board, the provi
sions of the securities laws relating to the preparation and issuance of audit
reports and the obligations and liabilities of accountants with respect thereto,
including the rules of the Securities and Exchange Commission issued under
the Act, and professional standards.

Public Comments:
Interested persons may submit written comments to the Board. Such com
ments should be sent to the Office of the Secretary, PCAOB, 1666 K Street,
Washington, DC, 20006. Comments also may be submitted by e-mail to
comments@pcaobus.org or through the Board’s Web site at www.pcaobus.org.
All comments should refer to PCAOB Rulemaking Docket Matter No. 017 in
the subject or reference line and should be received by the Board no later than
5:00 p.m. (EST) on February 14, 2005.

Board Contacts:
Bella Rivshin, Assistant Chief Auditor (202/207-9180; rivshinb@pcaobus.org),
Greg Scates, Associate Chief Auditor (202/207-9114; scatesg@pcaobus.org).
* * *

I.

Background

Independent auditors of public companies serve a critical public function.
Investors, creditors, and others rely on the competence and ethics of the
accountants who audit the financial statements of public companies. In recog
nition of its public responsibilities, the auditing profession has long held itself
to certain ethical standards.1 Foremost among these ethical standards is the
mandate that the auditor must be independent of his or her audit client.1
2 As
described by the Securities and Exchange Commission (“SEC” or “Commis
sion”)—
The independence requirement serves two related, but distinct, public policy
goals. One goal is to foster high quality audits by minimizing the possibility
that any external factors will influence an auditor’s judgments .... The other
related goal is to promote investor confidence in the financial statements of
public companies. Investor confidence in the integrity of publicly available
financial information is the cornerstone of our securities markets. Capital
formation depends on the willingness of investors to invest in the securities of
public companies. Investors are more likely to invest, and pricing is more likely
to be efficient, the greater the assurance that the financial information dis
closed by issuers is reliable. The federal securities laws contemplate that that
assurance will flow from knowledge that the financial information has been
subjected to rigorous examination by competent and objective auditors.

1 The profession’s principles of professional conduct state that, “[m]embers should accept the
obligation to act in a way that will serve the public interest, honor the public trust, and demonstrate
commitment to professionalism.” American Institute of Certified Public Accountants (“AICPA”) Pro
fessional Standards, “Code of Professional Conduct” (“AICPA Code of Professional Conduct”), ET § 53.

2 See AICPA Code of Professional Conduct, ET §§ 53,101.
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The two goals—objective audits and investor confidence that the audits are
objective—overlap substantially but are not identical. Because objectivity
rarely can be observed directly, investor confidence in auditor independence
rests in large measure on investor perception.3

Accordingly, the profession’s Statement on Auditing Standards (“SAS”) No.
1, Codification of Auditing Standards and Procedures, emphasizes that audi
tors “should not only be independent in fact; they should avoid situations that
may lead outsiders to doubt their independence.”4 The United States Supreme
Court has recognized this point as well—
The SEC requires the filing of audited financial statements in order to obviate
the fear of loss from reliance on inaccurate information, thereby encouraging
public investment in the Nation’s industries. It is therefore not enough that
financial statements be accurate; the public must also perceive them as being
accurate. Public faith in the reliability of a corporation’s financial statements
depends upon the public perception of the outside auditor as an independent
professional. . . .If investors were to view the auditor as an advocate for the
corporate client, the value of the audit function itself might well be lost.5

The federal securities laws reflect, and implicitly codify, this professional
obligation by requiring public companies to file with the SEC financial state
ments audited by a public accountant that is independent of the company
preparing the financial statements. To implement these requirements, the SEC
has promulgated rules defining what it means for an auditor to be independent
of his or her audit client.6
Following the financial reporting scandals related to Enron, WorldCom, and
other widely owned companies, the U.S. Congress also addressed auditor
independence in the Sarbanes-Oxley Act of 2002 (“Sarbanes-Oxley Act” or “the
Act”).7 A Senate report related to the Act recognized the importance of this
issue as it relates to restoring public confidence by stating—
3 Revision of the Commission’s Auditor Independence Requirements, SEC Release No. 33-7919
(Nov. 21, 2000).
4 SAS No. 1, Codification of Auditing Standards and Procedures, AU § 220.03. The standard
further states that “[plublic confidence would be impaired by evidence that independence was
actually lacking, and it might also be impaired by the existence of circumstances which reasonable
people might believe likely to influence independence.” Id.

5 United States v. Arthur Young & Co., 465 U.S. 805, 819 n.15 (1984) (emphasis in original).
6 Prior to November 2000, the SEC auditor independence rules did not explicitly address many
of the non-audit services that auditors were performing for audit clients. In November 2000, the SEC
amended its auditor independence rules and, in doing so, significantly revised the types of non-audit
services that auditors could provide to their audit clients. See Revision of the Commission’s Auditor
Independence Requirements, SEC Release No. 33-7919 (Nov. 21, 2000). In that rulemaking, among
other things, the SEC examined the new types of services that accounting firms had developed over
time and evaluated the impact of those services on the objectivity of the traditional auditor’s report.
In addition, the SEC modernized its rules on financial interests in, and employment relationships
with, audit clients to address the new business models that the largest firms had established; added
an express prohibition on auditors receiving contingent fees from their audit clients; and adopted a
new disclosure framework to provide investors with information about the types of non-audit services
public companies were hiring their auditors to perform. In revising the rules, the SEC also introduced
four overarching independence principles that it will look to in determining whether a particular
service or client relationship impairs the auditor’s independence. Specifically, the SEC looks to
whether a relationship or the provision of a service: (a) creates a mutual or conflicting interest
between the accountant and the audit client; (b) places the accountant in the position of auditing his
or her own work; (c) results in the accountant acting as management or an employee of the audit
client; or (d) places the accountant in a position of being an advocate for the audit client. See 17 C.F.R.
§ 210.2-01, Preliminary Note.
7 Pub. L. No. 107-204, 116 Stat. 745 (2002).
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The issue of auditor independence is at the center of this legislation. Public
confidence in the integrity of financial statements of publicly-traded companies
is based on belief in the independence of the auditor from the audit client.8

In establishing the PCAOB, the Sarbanes-Oxley Act vested in the PCAOB
the authority to establish standards relating to auditor ethics and inde
pendence in the practice of public company auditing. Specifically, Section
103(a) of the Act directs the Board, by rule, to establish “ethics standards to be
used by registered public accounting firms in the preparation and issuance of
audit reports, as required by th[e] Act or the rules of the Commission, or as may
be necessary or appropriate in the public interest or for the protection of
investors.” Moreover, Section 103(b) of the Act directs the Board to establish
such rules on auditor independence “as may be necessary or appropriate in the
public interest or for the protection of investors, to implement, or as authorized
under, Title II of th[e] Act.”9
Title II of the Act addresses auditor independence. Section 201(a) of the Act
expressly prohibits eight types of non-audit services, as well as any other
service that the Board determines is impermissible for auditors to provide
to their public company audit clients.1011The Act further provides that “a
registered public accounting firm may engage in any non-audit service, includ
ing tax services . . . only if the activity is approved in advance by the audit
committee of the issuer.”11

As directed by the Act, the SEC on February 5, 2003, adopted new inde
pendence rules in order to implement Title II of the Act (“2003 independence
rules”).12 These rules, which generally took effect in May 2003, address key
aspects of auditor independence with special emphasis on the provision of
non-audit services. The rules expressly prohibit eight categories of non-audit
services, as required by Section 201 of the Act.13 The SEC’s rules also imple
ment the Act’s requirement, in Section 202, that all auditing and non-audit
services be pre-approved by the company’s audit committee.
Neither the Act nor the SEC’s rules prohibit tax services that are pre-ap
proved by the company’s audit committee (unless those services also fall into
8 S. REP. No. 107-205, at 14 (2002).

9 Pursuant to this authority, in April 2003, the Board adopted as its interim, transitional,
independence standards (PCAOB Rule 3600T) the AICPA Code of Professional Conduct Rules 101
and 102 and related interpretations and rulings thereof, as they existed on April 16, 2003. PCAOB
Rule 3600T notes that the interim standards do not supersede the Commission’s auditor inde
pendence rules and, to the extent that a provision of the Commission’s rules is more restrictive (or
less restrictive) than the interim standards, the auditor must comply with the more restrictive rules.
The PCAOB also adopted Independence Standards Board (“ISB”) Standard Nos. 1, 2, and 3 and
Interpretations 99-1, 00-1, and 00-2 as additional interim independence standards.
10 See Sarbanes-Oxley Act, Section 201(a). The eight specifically prohibited services are: (1)
bookkeeping or other services related to the accounting records or financial statements of the audit
client, (2) financial information systems design and implementation, (3) appraisal or valuation
services, fairness opinions, or contribution-in-kind reports, (4) actuarial services, (5) internal audit
outsourcing services, (6) management functions or human resources, (7) broker or dealer, investment
adviser, or investment banking services, and (8) legal services and expert services unrelated to the
audit. See id.
11 Id.

12 See Strengthening the Commission’s Requirements Regarding Auditor Independence, SEC
Release No. 33-8183 (Jan. 28, 2003).
13 See supra note 10. Section 201 of the Act also authorizes the Board to add to the Act’s eight
categories of prohibited non-audit services. See Sarbanes-Oxley Act, Section 201(a).
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one of the categories of expressly prohibited services).14 Rather, the Act
expressly recognizes that accountants “may engage in any non-audit serv
ice, including tax services,” that do not fall into one of the prohibited
categories, provided that each service is approved in advance by the audit
committee.15 The SEC’s adopting release accompanying its 2003 independence
rules noted that there had been considerable debate regarding whether an
accountant’s provision of tax services for an audit client could impair the
auditor’s independence. The SEC determined that it would not prohibit tax
services, however, partly because audit firms—both large and small—have
historically played a part in return preparation and have advised their clients
on the complexities of the tax code and how it affects the client’s tax liabili
ties.16 Thus, the Commission stated “that an accounting firm can provide tax
services to its audit clients without impairing the firm’s independence ... [and]
may continue to provide tax services such as tax compliance, tax planning, and
tax advice, to audit clients, subject to the normal audit committee pre-approval
requirements . . . .”17

While the SEC made clear that it did not consider conventional tax compli
ance and planning to be a threat to auditor independence, it distinguished such
traditional services from the marketing of novel, tax-driven financial products.
Thus, the SEC’s release cautioned that audit committees should “scrutinize
carefully” the retention of the auditor in a transaction initially recommended
by the auditor “the sole business purpose of which may be tax avoidance and
the tax treatment of which may be not supported in the Internal Revenue Code
and related regulations.”18

Since the SEC issued its new rules, two types of tax services have raised
serious concerns from investors, auditors, regulators, and others relating to the
ethics and independence of accounting firms that provide both auditing and tax
services. First, the Internal Revenue Service (“IRS”) and the Department of
Justice have brought a number of cases against accounting firms in connection
with those firms’ marketing of tax shelter products and, specifically, those
firms’ alleged failures to register, or comply with list maintenance require
ments relating to, their tax shelter products. In addition, in November 2003,
the Permanent Subcommittee on Investigations of the Senate Committee on
Governmental Affairs held hearings on tax shelters19 in which the subcommit
tee elicited testimony that described certain potentially abusive tax shelter
products marketed through cold-call selling techniques by accounting firms and
others. Apart from any problems associated with non-compliance with applica
ble tax laws and the concomitant erosion of public confidence in the fairness of
the U.S. system of taxation, these matters have called into question the ethics
14 The SEC’s adopting release emphasized that the nature of the service being provided must be
analyzed and that “merely labeling a service as a ‘tax service’ will not necessarily eliminate its
potential to impair independence under Rule 2-01(b).” Strengthening the Commission’s Require
ments Regarding Auditor Independence, SEC Release No. 33-8183, § II.B.11 (Jan. 28, 2003).

15 Sarbanes-Oxley Act, Section 201(a).
16 See Strengthening the Commission’s Requirements Regarding Auditor Independence, SEC
Release No. 33-8183, § II.B.11, note 103 (Jan. 28, 2003).
17 Id. § II.B.11.
18 Id. Moreover, the release referred to the recommendation of the Conference Board’s Commis
sion on Public Trust and Private Enterprise that, as a “best practice,” auditors not provide advice on
“novel and debatable” tax strategies and products. Id. § II.B.11 at note 112.

19 U.S. Tax Shelter Industry: The Role of Accountants, Lawyers, and Financial Professionals:
Hearings Before the Permanent Subcommittee on Investigations of the Senate Committee on Gov
ernmental Affairs, 108th Cong., 1st Sess, S. Hrg. 108-473 (2003); see also S. REP. No. 108-34 (2003).
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of accounting firms that offer these services. To the extent that such firms audit
public companies, these potential ethical issues threaten to undercut efforts to
restore investor confidence in the objectivity, integrity, and reliability of public
company auditing.
Second, audit firms have been criticized for providing tax services, including
tax shelter products, to senior executives of their public company audit clients.
Some have questioned whether an auditor’s provision of such services to the
executives overseeing its audit client’s financial reporting could lead to conflicts
of interest.20 At a minimum, such practices have raised serious appearance
issues that contribute to the erosion of public confidence in the objectivity
of the auditor and, by extension, the reliability of audited financial state
ments.21 The SEC staff has noted these concerns and recommended that
audit committees scrutinize audit firms’ provision of these services—
The provision of tax services to the executives of an audit client is not expressly
addressed in the Act or in the Commission’s rules. Nonetheless, an audit
committee should review the provision of those services to assure that reason
able investors would conclude that the auditor, when providing such services,
is capable of exercising objective and impartial judgment on all issues within
the audit engagement.22

It also has become apparent that certain fee arrangements used for the
provision of tax services may not be in compliance with the SEC’s requirements.
In particular, it has recently come to light that a professional association may
have been misinterpreting the SEC’s contingent fee rule.23
Specifically, the American Institute of Certified Public Accountants
(“AICPA”) recently asserted that the SEC’s rule prohibiting contingent fees is
consistent with an AICPA interpretation of the AICPA’s own contingent fee
rule. The AICPA relied on the incorporation into the SEC’s rule of an exception
for fees that are “determined based on the results ofjudicial proceedings or the
findings of governmental agencies.” While both the AICPA and SEC rules
contain such an exception, the AICPA interpreted that exception to mean that
an AICPA member has not violated the contingent fee rule if “the member can
demonstrate a reasonable expectation at the time of a fee arrangement of
substantive consideration by an agency with respect to the members’ client.”24

In a May 21, 2004 letter on this issue, the Chief Accountant of the SEC
pointed out that neither the SEC’s rule nor its accompanying release refers to
20 See, e.g., Kathleen Pender, Double Standard at Sprint. S.F. CHRON., May 13, 2003, at B1.
21 Jeremy Kahn, Do Accountants Have a Future?: The last thing the Big Four needed was vet
another scandal. But they’ve got one — this time over tax shelters. Fortune, March 3, 2003, at 115.

22 Memorandum from Scott A. Taub, Deputy Chief Accountant, Office of the Chief Accountant,
U.S. Securities and Exchange Commission (June 24, 2003), at 5 (“Taub Memo”), attached to letter
from Chairman William H. Donaldson, U.S. Securities and Exchange Commission, to Five Consumer
Groups (July 11, 2003).
23 The SEC’s rule on contingent fees, similar to the AICPA’s rule, provides that—
An accountant is not independent if, at any point during the audit and professional engagement
period, the accountant provides any service or product to an audit client for a contingent fee or
a commission, or receives a contingent fee or commission from an audit client.
17 C.F.R. § 210.2-01(c)(5).
24 Letter from Bruce P. Webb, Chair, Professional Ethics Executive Committee, American Insti
tute of Certified Public Accountants, to Douglas Carmichael, Chief Auditor and Director of Profes
sional Standards, Public Company Accounting Oversight Board, at 1 (April 30, 2004) (available at
www.aicpa.org/download/ethics/2004_0430_Carmichael.pdf); see also AICPA Code of Professional
Conduct, Interpretation No. 302-1, “Contingent Fees in Tax Matters,” of ET § 302, Contingent Fees.
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the AICPA’s interpretation and that “the Commission had in mind a much
different test for the application of this exception.”25 The letter further stated—
[T]he exception in the Commission’s rule is not based on whether the account
ant reasonably expects a government agency would consider issues with respect
to its audit client. The release makes clear that the exception would apply only
when the determination of the fee is taken out of the hands of the accounting
firm and its audit client and is made by a body that will act in the public interest,
with the result that the accounting firm and client are less likely to share a
mutual financial interest in the outcome of the firm’s advice or service.26

Thus, the SEC rule would not permit certain contingent fee arrangements that
would be allowed under the AICPA’s interpretation.

Finally, in addition to these new questions that have arisen after the SEC
issued its rules to implement Title II of the Act, issuers have begun to publish
their policies on pre-approval of non-audit services, including tax services, by
the audit committee. Specifically, under the SEC’s rules implementing Title II
of the Sarbanes-Oxley Act, an accountant is considered not to be independent
of a public company audit client unless, either—
(A) Before the accountant is engaged by the issuer or its subsidiaries is
to render audit or non-audit services, the engagement approved by
the issuer’s ... audit committee; or
(B) The engagement to render the service is entered into pursuant to
pre-approval policies and procedures established by the audit com
mittee of the issuer . . . ; provided the policies and procedures are
detailed as to the particular service and the audit committee is
informed of each service and such policies and procedures do not
include delegation of the audit committee’s responsibilities under the
Securities Exchange Act of 1934 to management.27

In general, many of these policies provide for an annual review of audit and
non-audit services by the audit committee, which includes review of a schedule,
or budget, of non-audit services anticipated in the coming year. The SEC staff
has said that, under the SEC’s Rule 2-01(c)(7)—
To the extent any schedule or cover sheet for a category of services is provided
to the committee for its administrative convenience, that schedule or cover
sheet must be accompanied by detailed backup documentation that spells out
the terms of each non-audit service to be provided by the auditor that is being
pre-approved by the audit committee. Such documentation should be so de
tailed that there should never be any doubt as to whether any particular service
was brought to the audit committee’s attention and was considered and pre-ap
proved by that committee.28
25 Letter from Donald T. Nicolaisen, Chief Accountant, Office of the Chief Accountant, U.S.
Securities and Exchange Commission, to Bruce P. Webb, Chair, Professional Ethics Executive Com
mittee, American Institute of Certified Public Accountants, dated May 21, 2004 (available at www.
sec.gov/info/accountants/staffletters/webb052104.htm) (“Nicolaisen Letter”).

26 Id.
27 17 C.F.R. § 210.2-01(c)(7).
28 Taub Memo, supra note 22, at 3; see also SEC Office of the Chief Accountant: Application of the
January 2003 Rules on Auditor Independence Frequently Asked Questions (“FAQs”), Audit Commit
tee Pre-approval, Answer No. 24, issued August 13, 2003. The SEC’s FAQ answer states that
“[p]re-approval policies must be designed to ensure that the audit committee knows precisely what
services it is being asked to pre-approve so that it can make a well-reasoned assessment of the impact
of the service on the auditor’s independence. For example, if the audit committee is presented with a
schedule or cover sheet describing services to be pre-approved, that schedule or cover sheet must be
accompanied by detailed back-up documentation regarding the specific services to be provided”
(available at www.sec.gov/info/accountants/ocafaqaudind080703.htm).
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Although registered public accounting firms play a significant role in facilitat
ing audit committees’ consideration of non-audit services, the Board’s rules do
not yet include general auditor requirements relating to the Act’s and the SEC’s
new pre-approval requirements.25 The proposed rules would implement these
requirements as they relate to the provision of tax services to an issuer audit
client.
The PCAOB has the authority and the responsibility to establish ethics and
independence standards to enhance the quality and reliability of the audits of
public company financial statements. Over the last several months, the Board
has evaluated whether an auditor’s provision of tax services, or any class of tax
services, to an audit client impairs the auditor’s independence from that audit
client, in fact or appearance. As part of this evaluation, the Board held a public
roundtable discussion with individuals representing a variety of viewpoints,
including investors, auditors, managers of public companies, governmental
officials, and others.29
3031
In the context of this evaluation, the Board has consid
ered a wide range of tax services, including routine tax return preparation and
tax compliance; tax planning and advice relating to federal, state, local, and
other tax laws; executive tax services; international assignment tax services;
and tax shelter strategies and products.

On the basis of this evaluation, the Board has developed proposed rules
designed to address the ethical problems posed by registered firms’ involvement
in two areas—the provision of advice on tax positions that may be abusive and
tax compliance and planning services for certain senior officers, i.e., those in a
financial reporting oversight role. To the extent that auditors’ provision of other
tax services to public company audit clients is consistent with the Commission’s
independence requirements,31 the Board’s proposed rules would not prohibit
registered public accounting firms from providing those services to their audit
clients, subject to the Act’s and the Commission’s requirements relating to audit
committee pre-approval of such services.

In determining whether to propose restrictions on specific types of tax
services, the Board considered such services in light of the Commission’s rules
on auditor independence, including specifically Rule 2-01(b), and the four
principles set forth in the Preliminary Note to that rule.32 Rule 2-01(b) provides
that—
The Commission will not recognize an accountant as independent, with respect
to an audit client, if the accountant is not, or a reasonable investor with
knowledge of all relevant facts and circumstances would conclude that the
29 The Board’s Auditing Standard No. 2, paragraph 33, however, does provide that an “auditor
must not accept an engagement to provide internal control-related services to an issuer for which the
auditor also audits the financial statements unless that engagement has been specifically pre-ap
proved by the audit committee.”
30 The Board held the Auditor Independence Roundtable on Tax Services (the “Roundtable”) on
July 14, 2004. A list of Roundtable participants can be found at pages 2 and 3 of the transcript of the
Roundtable (available at www.pcaobus.org/Rules_of_the_Board/Documents/2004-07-14_Roundtable_
Transcript. pdf).
31 For example, as the Commission stated in its release accompanying its 2003 independence
rules, “[i]t would not be appropriate to provide a prohibited service, label it as a ‘tax service,’ and
argue that it is, therefore, permissible.” Strengthening the Commission’s Requirements Regarding
Auditor Independence, SEC Release No. 338183, § II.B.11, note 111 (Jan. 28, 2003).

32 In addition, the Board took into consideration the Commission’s rule treating an auditor as not
independent if it “performs any decision-making, supervisory or ongoing monitoring function for the
audit client.” 17 C.F.R. § 210.2-01(c)(4)(vi).
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accountant is not, capable of exercising objective and impartial judgment on all
issues encompassed within the accountant’s engagement.33

The Preliminary Note to Rule 2-01 provides, among other things, that—
Section 210.2-01(b) sets forth the general standard of auditor independence.
Paragraphs (c)(1) to (c)(5) [on prohibited services] reflect the application of the
general standard to particular circumstances. The rule does not purport to, and
the Commission could not, consider all circumstances that raise independence
concerns, and these are subject to the general standard in § 210.2-01(b). In
considering this standard, the Commission looks in the first instance to
whether a relationship or the provision of a service: creates a mutual or
conflicting interest between the accountant and the audit client; places the
accountant in the position of auditing his or her own work; results in the
accountant acting as management or an employee of the audit client; or places
the accountant in a position of being an advocate for the audit client.34

As the Commission’s Preliminary Note indicates, predicting whether par
ticular services in particular circumstances would cause a reasonable investor
to believe the objectivity and impartiality of an auditor was impaired is a
complex task, and it is one that may change over time. The following discussion
is intended to provide registered firms and their audit clients with an indication
of how the Board has analyzed these concepts as applied to some fairly typical
types of tax services and explains why the Board has determined at this time
to propose restrictions only in two particular areas. Specifically, tax services
that the Board has considered and determined not to propose prohibiting
include—
Routine Tax Return Preparation and Tax Compliance. Many issuers have
inhouse compliance employees who perform much or most of the compliance
function. Registered public accounting firms and other consultants often are
employed to render services in conjunction with these functions, including
preparation of original and amended corporate tax returns, planning for esti
mated tax payments, and preparation of tax return extensions. In addition,
firms may provide assistance in the preparation of tax returns for applicable
state and local tax jurisdictions, including payroll and sales tax returns, as well
as the returns for employee benefit and similar plans.

As a general matter, routine tax return preparation and tax compliance
services have not raised independence concerns. In the case of most tax
compliance services, the auditor does not prepare tax returns until after
management has calculated and allocated its tax liability and the auditor has
audited the income tax accounts to obtain reasonable assurance that they are
fairly stated and are accompanied by appropriate disclosure. Also, in preparing
a tax return, the auditor is not acting as an advocate for its client. These services
remain subject to the Commission’s general standard of auditor independence
in Rule 2-01(b) and its requirement that all non-audit services be pre-approved
by an audit client’s audit committee, the application of one or both of which is
likely to identify any unique circumstances in a particular engagement that
could present an independence concern. Therefore, at this time, a per se
prohibition on such services appears to be unnecessary and inappropriate.

General Tax Planning and Advice. Research and tax planning in connection
with routine and even non-routine business transactions initiated by the audit
client generally have not raised auditor independence concerns, except in the
33 17 C.F.R. § 210.2-01(b).
34 Id. § 210.2-01, Preliminary Note.
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case of aggressive strategies, and so long as the management of the audit client
makes all decisions relating to, and takes responsibility for, both the tax work
and the presentation of tax related accounts and other matters in the financial
statements.35 For example, these types of routine services do not appear to
create the mutuality of interest that exists with regard to aggressive tax
transactions. A tax accountant rendering planning advice often works with the
client to structure an activity or transaction to secure the most tax-effective
result or to establish appropriate characterization and reporting of activities
or transactions that have already occurred. Either type of service can range
from a technical explanation of a non-controversial “black-and-white” area of
tax law to an evaluation of the likelihood that an interpretation of a “gray area”
would be sustained in litigation or, if not, that it might lead to the imposition
of penalties. The form of this tax advice also can range from phone calls, e-mails,
and informal memoranda to formal written opinions to provide support in a tax
audit or to avoid the imposition of penalties.
Given the breadth of such tax planning and advice services that accounting
firms offer, it is difficult to apply a bright-line test to these services. As in the
case of all non-audit services, the Commission’s Rule 2-01(b) would still treat
an auditor as not independent if “a reasonable investor with knowledge of all
relevant facts and circumstances would conclude that the accountant is not
capable of exercising objective and impartial judgment. . . .”36 Nor may an
auditor characterize a prohibited service, such as bookkeeping or advocacy, as
a tax service in order to avoid the Commission’s prohibitions.37 Therefore,
except in the case of aggressive tax transactions, there does not appear to be a
need to prohibit per se registered firms from providing tax planning and advice
to their audit clients.
International Assignment Tax Services. Accounting firms routinely provide
assistance to companies in preparing home and host country tax returns and
other forms for employees on international assignment. These services typi
cally are paid for by the company, as a means of minimizing the company’s risk
that its employees will embarrass the company in a foreign country that hosts
the company. Because the company pays for the services, they are subject to
the Act’s and the Commission’s requirements relating to audit committee
pre-approval and to proxy fee disclosure requirements. The Board’s evaluation
has not identified independence or ethical issues when an accounting firm
provides these routine tax return preparation services to its audit clients, so
long as the accounting firm does not perform bookkeeping services related to
such tax work or hold or transfer funds for the company or its employees, which
are prohibited functions under the Commission’s independence rules.38

Employee Personal Tax Services. Like international assignment tax serv
ices, registered firms’ provision of personal tax services for employees of their
audit clients has not raised significant independence concerns, except for
personal tax services for officers who function in a financial reporting oversight
role at the audit client. Accordingly, the Board’s proposed rules to restrict
35 See supra note 32.

36 Id. § 210.2-01(b).
37 See supra note 31.
38 See 17 C.F.R. § 210.2-01(c)(4)(i). Officers who are on an international assignment and function
in a financial reporting oversight role will not be able to have the issuer’s auditor perform their tax
compliance and tax return preparation because they fall under the Board’s proposed Rule 3523
criteria, however.
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auditors from providing personal tax services to audit client employees are
limited to those officers who serve in a financial reporting oversight role.
The Board invites comment on this discussion. In particular, the Board
seeks comment on whether any of the types of services discussed in this section
of the release raise independence concerns the Board has not identified. The
Board also seeks comment on whether there are other types of tax services that
could appropriately be included in this discussion.

II.

Underlying Objectives of the Board's Proposed Rules

The Board’s proposed rules are intended to accomplish four objectives. First,
the proposed rules would codify, in an ethics rule, the principle that persons
associated with a registered public accounting firm should not cause the firm
to violate relevant laws, rules, and standards. Second, the proposed rules
introduce a foundation for the independence component of the Board’s ethics
rules. That foundation includes a fundamental independence requirement and,
as necessary and appropriate, additional rules addressing specific circum
stances related to independence issues.

Third, the proposed rules would build on that foundation with rules that
identify certain impairments to an auditor’s independence. Specifically, the
proposed rules would treat a firm as not independent if it entered into contin
gent fee arrangements relating to its audit clients. Also, the proposed rules
would treat a registered public accounting firm as not independent if the firm,
or any of its affiliates, planned, opined on, or marketed certain tax transactions
to audit clients. In addition, the Board’s proposed rules would treat a registered
public accounting firm as not independent if the firm, or any of its affiliates,
provided tax services to officers in a financial reporting oversight role of an
audit client.
Fourth, the proposed rules would require registered public accounting firms
to provide certain information in connection with seeking pre-approval from
the audit committee to perform non-prohibited tax services for the audit client.
The proposed rules would require such firms seeking pre-approval to provide
the audit committee with proposed engagement letters and detailed backup
information and to engage in a substantive discussion with the audit committee
about the potential effects of such services on the firm’s independence.39

A. Responsibility Not to Cause Violations
Proposed Rule 3502 provides that a person associated with a registered
public accounting firm shall not cause that firm to violate the Act, the Rules of
the Board, the provisions of the securities laws relating to the preparation and
issuance of audit reports and the obligations and liabilities of accountants with
respect thereto, including the rules of the Commission issued under the Act, or
professional standards, due to an act or omission the person knew or should
have known would contribute to such violation. While certain types of viola
tions, by their nature, may give rise to direct liability only for a registered public
accounting firm, the firm’s associated persons bear an ethical obligation not to
be a cause of any violations by the firm. Proposed Rule 3502 would codify that
obligation and would make it clear that the obligation is enforceable by the
Board. Proposed Rule 3502 also makes clear that an associated person’s ethical
39 The proposed rules also include several definitions that are integral to the operation of the
rules.

1822

Select SEC-Approved PCAOB Releases

obligation is not merely to refrain from knowingly causing a violation but also
to act with sufficient care to avoid negligently causing a violation.40

Proposed Rule 3502 not only appropriately would codify an ethical obliga
tion of associated persons of registered firms, but it is also inherent in, and
necessary to, the Board’s authority to enforce PCAOB standards, rules, and
related laws against both registered firms and their associated persons. A
registered firm, whether in the form of a partnership, a professional corpora
tion, or otherwise, can only act through the natural persons who serve as its
agents, including its associated persons. When one or more of those associated
persons has caused that firm to violate PCAOB rules, standards, or related laws
with the requisite state of mind, it is appropriate, and consistent with the
Board’s duty to discipline registered firms and their associated persons under
Section 101(c)(4) of the Act, that the Board be able to discipline the associated
person for that misconduct.
While proposed Rule 3502 would apply in other contexts as well, the Board
is proposing the rule at this time, and as part of this rulemaking, because it is
essential to the proper functioning of the Board’s independence rules. As
discussed in Section B1, Rule 3520 requires registered firms to be independent
of their audit clients. When an associated person negligently causes the regis
tered firm to not be independent, Rule 3502 would allow the Board to discipline
that associated person for that action.
The Board invites comments on any aspect of proposed Rule 3502 and
encourages commenters to consider certain issues in particular. First, are there
categories of circumstances encompassed by the rule as proposed that should
not be encompassed by the rule for some reason? Second, in a circumstance in
which a firm is found to have committed a violation that requires that the firm
knowingly or recklessly engaged in the misconduct, would it be appropriate to
find a Rule 3502 violation by an associated person who negligently contributed
to the violation?

B. Ethics and Independence
The proposed rules create a foundation for the independence component of
the Board’s ethics rules for registered public accounting firms and their asso
ciated persons. The proposed rules introduce a new “Independence” subpart in
the ethics rules. That subpart begins with proposed Rule 3520, which articu
lates the fundamental independence requirement. The proposed rules also
include additional rules that describe independence impediments in the par
ticular context of contingent fee arrangements and tax services, respectively.

1. The Fundamental Independence Requirement
Proposed Rule 3520 sets forth the fundamental ethical obligation of inde
pendence: a registered public accounting firm must be independent of its audit
40 The phrase “knew or should have known would contribute to such violation” in proposed Rule
3502 is intended to articulate a negligence standard. Cf. KPMG LLP v. Sec. and Exch. Comm’n. 289
F.3d 109, 120, 126 (D.C. Cir. 2002). In addition, in cases in which a person has caused a violation in
circumstances meeting the higher thresholds in Section 105(c)(5) of the Sarbanes-Oxley Act (i.e.,
intentional or knowing conduct, including reckless conduct, or repeated instances of negligent
conduct), the more severe sanctions in Section 105(c)(4)(A) through (C) and (D)(ii) of the Act could also
be imposed. See Sarbanes-Oxley Act, Section 105(c)(5). Indeed, Section 105(c)(5) expressly provides
that those more severe sanctions may be imposed when intentional, knowing, or reckless conduct, or
repeated instances of negligent conduct, “[results] in violation of law”, regulations, or professional
standards. Id.
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client throughout the audit and professional engagement period. This require
ment encompasses the independence requirements set out in PCAOB Rule
3600T and goes further, as a matter of the auditor’s ethical obligation, to
encompass any other independence requirements applicable to the audit in the
particular circumstances.
Accordingly, in the case of an audit client subject to the financial reporting
requirements of the Securities Exchange Act and the Commission’s rules, a
registered public accounting firm’s ethical obligation under proposed Rule 3520
requires the firm to maintain independence consistent with the Commission’s
independence requirements. That is, with respect to an issuer audit client, the
ethical obligation in proposed Rule 3520 requires an auditor to maintain
independence in accordance with the terms of, among other things, Rule 2-01
of the Commission’s Regulation S-X.41
By giving this scope to proposed Rule 3520, the Board is not promulgating
any new independence requirement. The Commission’s independence require
ments exist independently of Rule 3520 and are subject to change at the
discretion of the Commission, without Rule 3520 purporting separately to lock
in place any aspect of those requirements. Instead, Rule 3520 is based on the
simple premise that rules of good conduct for auditors can and should encom
pass a duty by the auditor to maintain independence necessary to insure
compliance with independence requirements in the circumstances of the par
ticular engagement.

A note to the proposed rule emphasizes the scope of the obligation in the
rule by pointing out that, even in circumstances to which the Commission’s
Rule 2-01 applies, a registered public accounting firm still may need to comply
with other independence requirements, specifically those requirements sepa
rately established by the Board. Using the foundation of the proposed rules,
the Board may adopt additional rules in the “Independence” subpart of the
ethics rules that effectively set out additional requirements. As described
below, the current proposed rules include only additional requirements ad
dressing contingent fee arrangements and tax services.
The Board invites comments on any aspect of proposed Rule 3520, and
encourages commenters to consider one issue in particular. Would the scope of
the ethical obligation described above impose any practical difficulties? Com
menters who foresee any such difficulties are encouraged to describe in detail
any ways in which the proposed scope of the rule would cause or require
auditors to follow any different practices and procedures than they currently
follow to comply with existing legal requirements.

2. Contingent Fees
Proposed Rule 3521, adapted from the Commission’s rule on contingent
fees, would treat registered public accounting firms as not independent of
their audit clients if they enter into contingent fee arrangements with those
clients.42 Specifically, proposed Rule 3521 would provide that a registered public
41 See 17 C.F.R. § 210.2-01.
42 See id. § 210.2-01(c)(5).
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accounting firm is not independent of its audit client43 if the firm, or any affiliate
of the firm,4445
during the audit and professional engagement period,45 provided
any service or product to the audit client for a contingent fee or a commission,
or received from the audit client, directly or indirectly, a contingent fee or
commission. Proposed Rule 3501(c)(i) would define a contingent fee as “any fee
established for the sale of a product or the performance of any service pursuant
to an arrangement in which no fee will be charged unless a specified finding or
result is attained, or in which the amount of the fee is otherwise dependent
upon the finding or result of such product or service.” Under the proposed rule,
the term “contingent fee” should be understood broadly to include the aggregate
amount of compensation for a service, including any payment, service, or
promise of other value, taking into account any rights to reimbursements,
refunds, or other repayments that could modify the amount received in a
manner that makes it contingent on a finding or result.
Fees fixed by courts or other public authorities and not dependent on a
finding or result would be excluded from this definition to recognize and permit
contingencies that do not pose a risk of establishing a mutual interest between
the auditor and the audit client. For example, when an audit client is the subject
of a bankruptcy proceeding, the bankruptcy court must approve the auditor’s
43 Proposed Rule 3501(a)(iv) would define “audit client” as “the entity whose financial statements
or other information is being audited, reviewed, or attested and any affiliates of the audit client.” This
proposed definition is substantially similar to the SEC’s definition of “audit client” in Rule 2-01 of the
Commission’s Regulation S-X. See 17 C.F.R. § 210.2-01(f)(6). The proposed definition does not include
a clause that appears at the end of the SEC’s definition of “audit client” that has significance only in
the context of the SEC’s financial relationship rules. The term “affiliates of the audit client” would
itself be defined in a manner that generally includes entities in a control relationship with the audit
client, entities over which the audit client has significant influence unless immaterial, or that have
significant influence over the audit client unless immaterial, and, in the context of investment
companies, each entity in the “investment company complex.” The term “investment company
complex” is itself defined in proposed Rule 3501(i)(i). The proposed definitions of both “affiliate of the
audit client” and “investment company complex” are verbatim the SEC’s definitions of these same
terms and should be understood to cover the same entities that would be covered by these terms in
applying the SEC’s independence rules. See id. § 210.2-01(f)(14).
44 Proposed Rule 3501(a)(i) would define “affiliate of the accounting firm” as “the accounting
firm’s parents; subsidiaries; pension, retirement, investment or similar plans; and any associated
entities of the firm, as that term is used in Rule 2-01 of the Commission’s Regulation S-X, 17 C.F.R. §
210.2- 01(f)(2).” This definition is intended to cover the same affiliates considered to be part of the
accounting firm for purposes of complying with the SEC’s independence rules. To clarify the scope of
the term, the proposed definition would explicitly refer to the concept of an accounting firm’s
“associated entities” under the SEC’s independence rules. See also PCAOB Rule 1001(a)(iv) (defining
the term “associated entity” in the context of the Board’s other rules in a manner consistent with the
SEC’s use of the term). The Commission has not defined this term, although it has issued guidance
indicating what factors will be looked at in determining if an entity is associated with an accounting
firm. See SEC Office of the Chief Accountant: Application of Revised Rules on Auditor Independence
FAQs, Answer No. 17, issued January 16, 2001 (explaining the staff’s approach to this issue and
referring readers to the guidance in notes 489 and 491 in the Commission’s adopting release in its
2001 Independence Rulemaking; Revision of the Commission’s Auditor Independence Requirements,
SEC Release No. 33-7919 (Nov. 21,2000)). Wholly apart from the Board’s incorporation of this concept
in the proposed rule, all registered public accounting firms auditing companies subject to the
Commission’s financial reporting requirements already need to know who their associated entities
are in order to comply with the Commission’s independence requirements.

45 Proposed Rule 3501(a)(iii) would adapt the definition of “audit and professional engagement
period” from the definition of that term in the Rule 2-01 of the Commission’s Regulation S-X, which
includes both the period covered by the financial statements under audit or review and the period
beginning when a registered public accounting firm signs, or submits to the audit client, an engage
ment letter (or when such a firm begins audit, review or attest procedures, whichever is earlier) and
ends when the audit client notifies the SEC that the engagement has ceased. See 17 C.F.R. §
210.2- 01(f)(5).

Ethics and Independence Rules

1825

fees for any services.46 Accordingly, the exception would permit fees that are
contingent on “the amount [being] fixed by courts or other public authorities
and not dependent on a finding or result.”47 Although the approval of a
bankruptcy court is the most obvious contingency that may be imposed on
auditors’ fees from audit clients, the proposed exception extends to other “courts
or other public authorities.” The Board invites comment as to whether there
are courts or other public authorities that fix fees that are not dependent on a
finding or result, other than bankruptcy courts, such that the term “courts or
other public authorities” is necessary.

Although proposed Rule 3521 and the related definition of “contingent fee”
are modeled on the SEC’s independence rules, they differ from those rules in
important respects. The principal difference is that the definition would elimi
nate the exception in the text of the SEC’s rule for fees “in tax matters, if
determined based on the results of judicial proceedings or the findings of
governmental agencies.”48 As discussed above, this exception may have been
misinterpreted by the AICPA to allow contingent fee arrangements when “the
member can demonstrate a reasonable expectation, at the time of a fee
arrangement, of substantive consideration by an agency with respect to the
member’s client.”49 The SEC Chief Accountant has noted that “[t]he release
makes clear that the exception would apply only when the determination of the
fee is taken out of the hands of the accounting firm and its audit client and is
made by a body that will act in the public interest.”50 In light of the history of
the possible misinterpretation of this exception, and the fact that the remaining
exception for fees “fixed by courts or other public authorities” appears ade
quately to identify those contingent fees that pose lesser independence risks,
proposed Rule 3521 would eliminate the “tax matters” exception.51

In addition, proposed Rule 3521 would expressly treat a firm as not inde
pendent of an audit client if it received a contingent fee or commission from
that client “directly or indirectly.” The proposed rule would include the term
“directly or indirectly” to signal that the rule is intended to discourage efforts
to apply the rule in a formalistic manner or to seek to avoid application of the
rule through use of intermediaries. Accordingly, the proposed rule should be
understood to treat a registered public accounting firm as not independent of
an audit client if the firm, or any affiliate of the firm, receives a fee from any
person that is contingent on a finding or result attained by the audit client or
otherwise related to the firm’s services for the audit client.
Finally, like the Commission’s independence rules, proposed Rule 3521
would treat contingent fee arrangements between a registered public account
46 See 11 U.S.C. § 328 (providing that, with a bankruptcy court’s approval, a bankruptcy trustee
may employ a professional person “on any reasonable terms and conditions of employment, including
on a retainer, on an hourly basis, or on a contingent fee basis”). Although proposed Rule 3521,
together with the proposed definition of “contingent fee” set forth in proposed Rule 3501(c)(i), would
permit a registered public accounting firm to provide services for a fee that is contingent on a
bankruptcy court’s approval, they effectively would prohibit such a firm from arranging for a
bankruptcy trustee to seek bankruptcy court approval of a contingent fee.
47 Proposed Rule 3501(c)(i)(2).

48 17 C.F.R. § 210.2-01(0(10).
49 AICPA Code of Professional Conduct, Interpretation No. 1 “Contingent Fees in Tax Matters,”
of ET § 302, Contingent Fees.
50 Nicolaisen Letter, supra note 25.
51 By eliminating this exception from its contingent fee rule, the Board expresses no view on any
accounting firm’s compliance with Rule 2-01 of the Commission’s Regulation S-X. See 17 C.F.R. §
210.2-01(c)(5).
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ing firm’s affiliates and the registered public accounting firm’s audit clients as
relevant to the firm’s independence.52 The inclusion of such affiliates within
the scope of those persons whose activities may impair the independence of the
registered public accounting firm from an audit client is intended to prevent
frustration of the rule’s purpose through the use of firm subsidiaries and other
affiliates.53 The proposed rule is not intended to, and does not, impose any
requirements on affiliates of firms per se. Nonetheless, the conduct of an
affiliate of the firm can cause the registered firm not to be independent in the
situations specified in the rules.
3. Aggressive Tax Positions
Proposed Rule 3522 would, in effect, prohibit auditors from providing
services, other than auditing services, related to planning or opining on the tax
consequences of certain transactions that pose special challenges to an auditor’s
independence. Specifically, proposed Rule 3522 would treat a registered public
accounting firm as not independent from an audit client if the firm, or an
affiliate of the firm, provided services related to planning or opining on the tax
consequences of a transaction that is a listed or confidential transaction under
United States Department of Treasury (“Treasury”) regulations or that pro
motes an interpretation of applicable tax laws for which there is inadequate
support. Like proposed Rule 3521 on contingent fees, proposed Rule 3522 would
treat a registered public accounting firm as not independent of its audit client
if the firm, or an affiliate of the firm, provided any service described in the
proposed rule.

Proposed Rule 3522 is intended to describe a class of tax-motivated trans
actions that present an unacceptable risk of impairing an auditor’s inde
pendence if the auditor participates in the transaction in any capacity other
than as an auditor. The participants in the Board’s July 14, 2004, Auditor
Independence Roundtable encouraged the Board to prohibit auditors from
marketing, advising, or opining on abusive tax avoidance transactions on the
ground that such conduct has seriously damaged investors’ confidence in the
52 The proposed rule would do so by providing that the firm is not independent if it “or any
affiliate of the firm . .. provides any service or product to the audit client for a contingent fee or a
commission, or receives from the audit client, directly or indirectly, a contingent fee or commission.”
The scope of the proposed rule is intended to be the same as the scope of the Commission’s rule, which
defines the terms “accountant” and “accounting firm” to include such affiliates. Because registration
with the Board is the basis for the Board’s authority over an accountant, the proposed rules would
treat those persons that are related to a registered public accounting firm and satisfy the Commis
sion’s definition of “accounting firm,” but are not registered firms themselves, as “affiliates of the
accounting firm.” Thus, proposed Rule 3501(a)(i) would adapt the Commission’s definition of the term
“accounting firm” to define the term “affiliate of the accounting firm” as “the accounting firm’s

parents, subsidiaries, pension, retirement, investment or similar plans, and any associated entities
of the firm, as that term is used in Rule 2-01 of the Commission’s Regulation S-X, 17 C.F.R. §
210.2-01(f)(2).”

53 See, e.g., In re PricewaterhouseCoopers LLP, & PricewaterhouseCoopers Securities LLC, AP
3-10835 (July 17, 2002) (finding an auditing firm and an affiliate under the control of the firm in
violation of Commission requirements because the affiliate performed investment banking services
for the firm’s audit clients for contingent fees); see also KPMG LLP v. Sec. & Exch. Comm’n, 289 F.3d
109 (D.C. Cir. 2002) (declining to find an audit firm in violation of the AICPA’s rule prohibiting
contingent fee arrangements with audit clients, where the audit firm only indirectly received a
contingent royalty from an audit client, through an associated entity of the audit firm and an audit
client of the firm). Although the D.C. Circuit declined to find KPMG responsible under the AICPArule
for the contingent fee arrangement between its associated entity and its audit client, the proposed
rules should be understood to treat such an arrangement as an impairment of a registered public
accounting firm’s independence.
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judgment and objectivity of firms that engage in such transactions. For exam
ple, the Chief Accountant of the SEC stated that—
Tax services have been a fundamental part of the accounting firms since the
inception of the profession. In recent years, however, the nature and extent of
these services changed. Firms began formulating highly engineered tax prod
ucts that were not designed for a particular client, but, instead, were marketed
to numerous potential buyers, with the firm taking a percentage of each buyer’s
profits from the product. Over time, the IRS and others have found several of
these products to be overly aggressive, or outright abusive, tax shelters.
Personally, I believe that no accounting firm should be in the business of selling
these kinds of tax products to their audit clients.54

Further, aggressive tax positions, often called strategies or tax shelter prod
ucts, carry a high risk that taxing authorities will not allow the position taken
by the auditor and the audit client. As the SEC Chief Accountant noted in the
context of contingent fees, “the fact that a government agency might challenge
the amount of the client’s tax savings ... heightens... the mutuality of interest
between the firm and client.”55

In order to describe this class of transactions in a manner that is clear and
consistent with existing foundations for analyzing tax-oriented transactions,
the proposed rule is adapted from certain IRS regulations and from the
Commission’s release accompanying its 2003 independence rules. For example,
proposed Rules 3522(a) and (b) provide that transactions “listed” by the IRS,
or that are substantially similar to such transactions, or that are required to
be reported to the IRS as “confidential transactions,” are within the class of
transactions that impair an auditor’s independence if the auditor participates
in them in any capacity other than as the auditor.
a. Listed Transactions

Proposed Rule 3522(a) would treat a registered public accounting firm as
not independent of its audit client if the firm, or any affiliate of the firm,
provided services related to planning, or opining on the tax treatment of, a
listed transaction. Under the regulations of the IRS and the Treasury, a listed
transaction is “a transaction that is the same as or substantially similar to one
of the types of transactions that the Internal Revenue Service (IRS) has
determined to be a tax avoidance transaction and identified by notice, regula
tion, or other form of published guidance as a listed transaction.”56 The IRS
utilizes its listing program to identify and publish on its list those transactions
that tax promoters and advisors have developed and sold to clients but that, in
54 Remarks of Donald Nicolaisen, Chief Accountant, Office of the Chief Accountant, U.S. Securi
ties and Exchange Commission, Roundtable Tr. at 12-13; see also Remarks of Michael Gagnon,
PricewaterhouseCoopers LLP, Roundtable Tr. at 101 (stating that tax advantage strategies “impacts
a firm’s independence and not in a positive way” and “encouragfing] a reconsideration” of the current
independence rules that leave consideration of such strategies to audit committees, on the ground
that “from an integrity perspective” such transactions are inappropriate); Remarks of Mark Weinber
ger, Ernst & Young LLP, Roundtable Tr. at 107 (“I would agree that the rule that’s currently out there,
which says that there should be careful scrutiny of these transactions where sole motivation is tax aid
without business purpose, could go further and it should be banned frankly from audit firms
providing it to their audit clients or others.”); Remarks of James Brasher, KPMG LLP, Roundtable Tr.
at 103 (“[A]uditing firms should not sell tax strategies to an audit client that lack business purpose
and economic substance.”).
55 Nicolaisen Letter, supra note 25.

56 26 C.F.R. § 1.6011-4(b)(2).
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the IRS’s view, do not comply with applicable Internal Revenue Code (“Code”)
provisions and regulations.

The IRS’s ability to discover and analyze new tax strategies places it in a
good position to identify types of transactions that rely on questionable inter
pretations of the Code. Once the IRS lists a type of transaction, the Treasury’s
regulation on “reportable transactions” requires taxpayers to disclose such
transactions as part of their federal tax returns to alert the IRS that such
taxpayers have engaged in transactions that the IRS may want to review or
audit. In addition, “material [tax] advisors,” as described under Treasury
regulations, are now required to file disclosure statements concerning such
transactions.57 Thus, the Treasury’s regulation on “listed transactions” identi
fies a class of transactions that, in the Board’s view, carry an unacceptable risk
of disallowance by the IRS, which in turn could create an unacceptable risk of
establishing a mutuality of interest between the auditor and the audit client if
the auditor participated in planning or opining on the transaction that impairs
independence. By referring to this class of transactions, the Board’s proposed
Rule 3522(a) would incorporate an existing framework that auditors who serve
as tax advisors already follow in their tax practices and that is highly likely to
remain current since the Treasury and the IRS regularly update guidance
related to listed transactions.58

Proposed Rule 3522(a) is narrowly tailored to describe a class of potentially
abusive transactions that auditors ought not to participate in, other than to
audit them. Because the risk of IRS scrutiny of listed transactions, including
transactions that are substantially similar to listed transactions, is high, tax
advisors and taxpayers tend not to enter into such transactions once they are
listed. So long as a transaction is not listed, or is not substantially similar to a
listed transaction, at the time it is executed, the independence of a firm that
plans or opines on the transaction will not per se be impaired under Rule
3522(a). Nevertheless, firms should be cautious in participating in transactions
that the firms believe could become listed.
Furthermore, even if a firm’s independence was intact at the time the
transaction was executed because it reasonably and correctly concluded the
transaction was not the same as, or substantially similar to, a listed transac
tion, once a transaction is actually listed (or a substantially similar transaction
becomes listed), a firm that has participated in the transaction may find its
independence impaired due to the mutuality of interest caused by the listing.
In such cases, the auditor should carefully consider the potential impairment
of its independence with the audit committee of its audit client.59 For example,
once a transaction is listed, either the audit client or the firm, or both, may be
required to defend the tax treatment of the transaction and, in some cases, pay
57 See The American Jobs Creation Act of 2004 (“Jobs Act”), Pub. L. No. 108-357,188 Stat. 1418,
§ 815 (2004); see also IRS Notice 2004-80.

58 The IRS updates the list of listed transactions by issuing a listing notice, both adding and
removing transactions from the list of listed transactions. See e.g., IRS Notice No. 2004-67, 2004-41
I.R.B. 600.
59 According to ISB Standard No. 1, which is incorporated in the Board’s Rule 3600T on interim
independence standards, at least annually, an auditor must “disclose to the audit committee of the
company (or the board of directors if there is no audit committee), in writing, all relationships
between the auditor and its related entities and the company and its related entities that in the
auditor’s professional judgment may reasonably be thought to bear on independence.” (available at
www.cpaindependence.org).
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penalties.60 In addition, the firm may face liability to the audit client related
to the firm’s tax advice. The auditor’s judgment regarding appropriate financial
reporting and disclosure concerning a transaction that becomes listed could
become biased easily by the auditor’s vested interests in defending its tax
advice.
Although the proposed rule does not address situations in which a transac
tion planned, or opined on, by the auditor becomes listed after it is executed,
the Board seeks comment on whether the rule should address the possible
impairment of an auditor’s independence in such situations. The Board also
seeks comment, more generally, on whether proposed Rule 3522(a) adequately
describes a class of transactions that carry an unacceptable risk of impairing
an auditor’s independence.

b. Confidential Transactions
The Treasury has identified transactions with tax-advisor-imposed condi
tions of confidentiality as potentially abusive. By regulation, the Treasury
requires taxpayers to disclose to the IRS transactions in which a tax advisor
“places a limitation on disclosure by the taxpayer of the tax treatment or tax
structure of the transaction and the limitation on disclosure protects the
confidentiality of that advisor’s tax strategies.”61 Tax-advisor-imposed confi
dentiality may also be indicative of a tax product that a tax advisor intends to
market to multiple customers, thus necessitating commitments by customers
to treat the tax treatment or tax structure of the advisor’s product as confiden
tial.
The Board is concerned that the marketing of tax products that require
confidentiality in order that the firm can offer them to multiple clients contrib
utes to the erosion of public confidence in the ethics and integrity of such firms.
In addition, such transactions can form a mutuality of interest between a
registered public accounting firm that markets such transactions and audit
clients that purchase the transaction. If an audit client purchased such a tax
product from its auditor, the firm could find itself in the conflicted position
of defending the tax treatment of the product at the same time that it is
passing judgment on the financial reporting treatment of the product. A
reasonable investor easily could infer that the auditor has a vested interest
in advocating to the IRS the tax treatment it promoted to multiple clients and
perpetuating that treatment in the audit client’s financial statements. Based
on these concerns, proposed Rule 3522(b) would treat a registered public
accounting firm as not independent of its audit client if the firm, or an affiliate
of the firm, provided services related to planning, or opining on the tax
consequence of, a transaction for an audit client under terms that satisfy the
60 The Treasury’s regulations impose on taxpayers a continuing obligation to report transactions
that become listed after they have been entered into, until the period of limitations on the final tax
return has expired. See 26 C.F.R. § 1.6011-4(e)(2)(i). Senior Treasury and IRS officials have expressed
an intention vigorously to challenge abusive tax avoidance transactions. See Prepared Testimony of
Commissioner of Internal Revenue Mark W. Everson before the Permanent Subcommittee on Inves
tigations, Senate Governmental Affairs Committee Hearing on Abusive Tax Shelters, November 20,
2003; Statement of Treasury Assistant Secretary for Tax Policy Mark Weinberger on Treasury’s Plan
To Combat Abusive Tax Avoidance Transactions, March 20, 2002 (“The Treasury Department and the
IRS are working to re-deploy additional resources to deal with tax avoidance transactions and have
increased their coordination with the Department of Justice.”).
61

26 C.F.R. § 1.6011-4(b)(3)(ii).
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definition of “confidential transaction” under the Treasury regulation on re
portable transactions.62

The Board seeks comment on whether confidential transactions should be
treated as per se impairments of a registered public accounting firm’s inde
pendence from an audit client. More broadly, the Board also seeks comment on
whether other provisions of the Treasury’s regulation on reportable transac
tions—that is, other than the provisions on listed and confidential transactions
included here—should be incorporated by reference in the Board’s rules on
tax-oriented transactions that impair independence.
c.

Aggressive Tax Positions

In addition to the provisions on listed and confidential transactions adapted
from the regulatory framework for disclosure of transactions to the IRS,
proposed Rule 3522 also includes a provision that would treat a registered
public accounting firm as not independent if the firm, or an affiliate of the firm,
provides services, other than auditing services, related to planning or opining
on a transaction that is based on an aggressive interpretation of applicable tax
laws and regulations. Specifically, proposed Rule 3522(c) would treat such a
firm as not independent if the firm, or an affiliate of the firm, provided an audit
client any service related to planning, or opining on the tax consequence of, a
transaction that satisfies three criteria—
•

the transaction was initially recommended by the registered public
accounting firm or another tax advisor;

•

a significant purpose of the transaction is tax avoidance; and

•

the proposed tax treatment of the transaction is not at least more likely
than not to be allowed under applicable tax laws.

Proposed Rule 3522(c) is adapted from the Commission’s guidance to audit
committees in its release accompanying its 2003 independence rules, which, as
discussed above, cautioned that audit committees should “scrutinize carefully”
the retention of the auditor “in a transaction initially recommended by the
accountant, the sole business purpose of which may be tax avoidance and the
tax treatment of which may be not supported in the Internal Revenue Code and
related regulations.”63 The proposed rule would build on this guidance from
the perspective of the registered public accounting firm, by providing that a
registered public accounting firm is not independent of its audit client if the
firm, or its affiliates, participated in such a transaction. The Board proposes to
62 In addition, the proposed Rule would treat a registered firm as not independent of its audit

client if the firm, or an affiliate of the firm, provided such services in connection with a transaction
that would be a confidential transaction if the tax advisor had been paid the “minimum fee” specified
in the Treasury’s regulation. Treasury Regulation 1.6011-4(b)(3) provides that “a confidential trans
action is a transaction that is offered to a taxpayer under conditions of confidentiality and for which
the taxpayer has paid an advisor a minimum fee.” 26 C.F.R. § 1.6011-4(b)(3). Under the regulation,
the “minimum fee” is $250,000 for corporate taxpayers (and partnerships and trusts in which all of
the owners or beneficiaries are corporations) and $50,000 for all other transactions. Id. § 1.60114(b)(3)(iii). The Board understands the IRS disclosure rules to serve a different purpose than the
proposed Rule 3522(b). The Board does not believe that the amount paid in connection with an
auditor’s provision of a confidential transaction bears on the auditor’s independence, in fact or
appearance. Accordingly, the Board’s proposed Rule 3522(b) would apply to confidential transactions,
irrespective of whether they meet the Treasury regulation’s minimum fee.

63 Strengthening the Commission’s Requirements Regarding Auditor Independence, SEC Re
lease No. 33-8183, § II.B.11 (Jan. 28, 2003).
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modify certain aspects of the SEC’s release text, in part for clarity and in part
for reasons of policy.
The first prong of the proposed rule’s test looks for transactions that the
auditing firm or another tax advisor initially recommended.64 In this manner,
the proposed rule would exclude from its scope those transactions that the audit
client itself, or a party other than a tax advisor65 (e.g., an acquiring corpora
tion), initiated.66 The term “initially recommended” is intended to be a test
based on fact. Under the proposed rule,, the auditor would have an affirmative
duty to ascertain that the transaction was not recommended initially by the
firm or tax advisor. Thus, the prong would be satisfied, notwithstanding a
representation from the audit client that the audit client initiated the develop
ment of the transaction, if reasonable, good faith diligence by the auditor would
have revealed that the auditor or another tax advisor initially recommended
it.

Proposed Rule 3522(c) would tailor the second and third prongs to incorpo
rate concepts that have existing meaning and relevance in the context of the
field of tax advisors. Accordingly, the second prong of the test set forth in
proposed Rule 3522(c) would use the phrase “significant purpose of which is tax
avoidance,” adapted from the Internal Revenue Code and the Treasury’s
regulations.67 The term “tax avoidance” should be understood to include
acceleration of deductions into earlier taxable years and deferral of income
inclusion to later taxable years.

In addition, the proposed rule would use the term “more likely than not to
be allowed under applicable tax laws,” which is the standard taxpayers must
meet, under Treasury regulations, to avoid penalties for substantial under
statement of income tax due in connection with a tax shelter.68 Proposed Rule
3522(c) is intended to provide registered public accounting firms more clarity
and predictability as to the types of transactions that impair independence.
This proposed prong is based, in part, on the Board’s observation of some firm
64 Cf. Remarks of Nick Cyprus, Interpublic Group, Roundtable Tr. at 104 (“I think anything that
puts the auditor in the [role] of. . . originating [a] tax strategy... for a company, I think it’s a
problem.”); Remarks of Colleen Sayther, Financial Executives International, Roundtable Tr. at
119-120 (arguing that “it’s not appropriate to use your auditor for designing and marketing with
respect to tax strategies . . . .”).
65 The term “tax advisor” is not intended to denote a group with a certain license or professional
status, but rather to cover any party outside the audit client that recommends a tax transaction to
the audit client.

66 Cf. Remarks of Nick Cyprus, Interpublic Group, Roundtable Tr. at 138-139 (“[A]s long as the
auditor is independent, in other words, they didn’t create the strategy, they didn’t create the tax
planning itself, but they’re consulting on it, they’re giving [the audit client] advice on it in the same
way [the audit client would] get accounting advice.”).
67 The Internal Revenue Code treats transactions with respect to which a “significant pur
pose ... is the avoidance or evasion of Federal income tax” as tax shelters, for purposes of determin
ing whether heightened accuracy-related penalties on underpayments of tax should be imposed. See
26 U.S.C. § 6662(d)(2)(C) (amended by the Jobs Act; see also 26 U.S.C. § 6662A(b)(2)(B) (imposing
20-percent penalty on understatements of tax in connection with “any reportable transaction (other
than a listed transaction) if a significant purpose of such transaction is the avoidance or evasion of
Federal income tax”); 26 U.S.C. § 6111(d)(1)(A) (superseded by amendment by the Jobs Act; defining
confidential corporate tax shelters as transactions “significant purpose ... of which is the avoidance
or evasion of Federal income tax”); Joint Committee on Taxation, Background and Present Law
Relating to Tax Shelters, at 31 (JCX-19-02, March 19, 2002) (explaining that whether a “significant
purpose of [an] arrangement is the avoidance or evasion of Federal income tax by a corporate
participant” is one of three criteria for identifying tax shelters for purposes of the tax shelter
promoter registration requirements).
68 See 26 C.F.R. § 1.6664-4(f).
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policies that rely on the “more likely than not” standard to approve the firm’s
involvement in providing tax service relating to a transaction initiated by the
firm. The proposed rules also use this standard because a tax treatment that
is not “more likely than not” to be allowed poses a significantly higher risk of
being challenged by the IRS or other taxing authorities, such that a mutuality
of interest between the auditor and the audit client could arise.69 The proposed
rules also use this standard, as opposed to a higher standard, in recognition of
the fact that tax laws may often be complex and subject to differing good faith
interpretations.

In order to satisfy proposed Rule 3522(c)’s “more likely than not” standard,
a registered public accounting firm would have to establish, based on its
analysis of the pertinent facts and authorities, that there is a greater than
50-percent likelihood that the tax treatment of the transaction would be upheld
if challenged by the IRS.70 Thus, if an auditor’s judgment were unreasonable
under the circumstances that existed at the time the auditor provided the tax
service, or were reached in bad faith, then the standard under proposed Rule
3522(c) would not be met. The Board would not, however, treat an auditor as
not independent if the law changed after the service was provided or if the tax
treatment simply turned out to be not allowed.
The proposed rules do not require a registered public accounting firm to
obtain a third-party opinion that a tax treatment is “more likely than not” to
be allowed under applicable tax laws. On the contrary, while a firm may decide
for its own reasons to obtain a third-party opinion, such an opinion would not
relieve the firm of its obligation to form its own judgment on the likelihood of
a proposed tax treatment to be allowed.71

Finally, although the SEC’s release accompanying its 2003 independence
rules only cautioned audit committees to scrutinize situations in which a
proposed tax treatment might not be supported “in the Internal Revenue Code
and related regulations,” the proposed rule would use the term “applicable tax
laws” in recognition of the variety of tax laws and regulations, including federal,
state, local, foreign, and other tax laws.
The Board invites comments on any aspect of proposed Rule 3522(c) and
encourages commenters to consider certain issues in particular. First, is the
term “initially recommended by the registered public accounting firm or an
other tax advisor” sufficiently clear? Is there a better way to describe aggressive
tax transactions, strategies, and products that a registered public accounting
69 See Remarks of Nick Cyprus, Interpublic Group, Roundtable Tr. at 123 (objecting to the
practice of audit firms’ opining on transactions “[w]hen you think you will not prevail with the service
and it’s less than a 50 percent chance”).
70 Cf. 26 C.F.R. § 1.6664-4(f)(2)(i)(B)(l) (incorporating by reference methodology set forth in 26
C.F.R. 1.6662-4(d)(3)(ii) for analysis of whether a tax treatment has “substantial authority” or, in the
case of tax shelters, is “more likely than not” the proper treatment, for purposes of determining
whether a penalty may be due on a substantial understatement of income tax). The Board seeks
comment on whether the analysis described in the Treasury’s regulations provides useful guidance on
the application of proposed Rule 3522(c).
71 Treasury regulations permit corporations to avoid penalties for substantial understatement of
income taxes in connection with tax shelters if they “reasonably rel[y] in good faith on the opinion of
a professional tax advisor, if the opinion is based on the tax advisor’s analysis of the pertinent facts
and authorities .. . and unambiguously states that the tax advisor concludes that there is a greater
than 50-percent likelihood that the tax treatment of the item will be upheld if challenged by the
Internal Revenue Service.” 26 C.F.R. § 1.6664-4(f)(2)(i)(B)(2). Proposed Rule 3522(c) would not permit
registered public accounting firms, who themselves serve as tax advisors, to rely on other tax
advisors to satisfy the rule’s standard because registered firms that provide tax services are them
selves in a position to perform such an analysis.
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firm ought not to sell to an audit client? Second, does the “more likely than not”
standard draw the right line between aggressive tax strategies and products
that a registered public accounting firm ought not to plan, or opine on the tax
treatment of, for an audit client and routine tax planning and advice? In
addition, the Board invites comments on whether the Board also should require
a registered public accounting firm to obtain a third-party tax opinion in
support of the tax treatment, if the potential effect of the treatment could have
a material effect on the audit client’s financial statements.

4.

Tax Services for Senior Officers in a Financial Reporting
Oversight Role

Proposed Rule 3523 would provide that a registered public accounting firm
is not independent of its audit client if the firm, or any affiliate of the firm,
during the audit and professional engagement period, provides any tax service
to an officer in a financial reporting oversight role at the audit client. This
proposed rule would address concerns that performing tax services for certain
individuals involved in the financial reporting processes of an issuer creates an
appearance of a mutual interest between the auditor and those individuals.72
Proposed Rule 3523 is narrowly tailored to include only those tax services
that a registered public accounting firm provides to individuals in a position to
play a significant role in an audit client’s financial reporting. The proposed
rule’s use of the term “financial reporting oversight role” is based on the
Commission’s definition of “financial reporting oversight role,” which includes
any individual who has direct responsibility for oversight over those who
prepare the issuer’s financial statements and related information (e.g., man
agement’s discussion and analysis) that are included in filings with the Com
mission.73 Importantly, however, proposed Rule 3523 would apply only to tax
services provided to officers in a financial reporting oversight role at an audit
client; directors whose only role at an issuer audit client is to serve on the board
would not be covered by the rule. Whether someone is an officer would depend
on the person’s function rather than title or designation in the company’s
bylaws.
The proposed rule does not distinguish between executive tax services paid
for by the issuer and executive tax services paid directly by the officer. In either
event, proposed Rule 3523 effectively would prohibit registered public account
ing firms from providing personal tax services to officers in a financial reporting
oversight role. The proposed rule, however, does not alter the existing require
ment that a firm seek audit committee pre-approval to provide tax services
paid for by the audit client to officers and other employees who do not meet the
72 See Remarks of Mark Anson, Chief Investment Officer, California Public Employees’ Retire
ment System, Roundtable Tr. at 146 (“When you have the audit firm providing tax advice, preparing
tax returns for the senior management, you’ve now created a mutual interest between the executive
management and that audit firm which could potentially taint the recommendation to that audit
committee or the board of directors”).
73 See Strengthening the Commission’s Requirements Regarding Auditor Independence, SEC
Release No. 33-8183, § II.A (Jan. 28, 2003), 68 Fed. Reg. 6006, 6007 (Feb. 5, 2003), amended by 68
Fed. Reg. 15354 (Mar. 31, 2003). The Commission uses the term “financial reporting oversight role”
to describe those executive positions that are covered by the Act’s “cooling off” period, during which a
public company would not be independent from its audit firm if a member of the engagement team for
the audit of that company assumed such an executive position. See Sarbanes-Oxley Act, Section 206;
17 C.F.R. § 210.2-01(f)(3)(ii). The term “financial reporting oversight role” would be defined in
proposed Rule 3501(f)(i). The proposed definition is verbatim the SEC’s definition of the same term.
See Rule 2-01 of the Commission’s Regulation S-X, 17 C.F.R. § 210.2-01(f)(3)(ii).
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financial reporting oversight role criteria.74 While the accounting firm is not
now required to seek pre-approval for executive tax services paid directly by
the employee, the firm should consider under ISB Standard No. 1 whether it
is necessary to notify the audit committee of these services.75
The Board invites comments on any aspect of proposed Rule 3523 and
encourages commenters to consider certain issues in particular. Are there other
classes of employees to whom an accounting firm should not offer tax services?
Would a registered public accounting firm’s independence be perceived to be
impaired if it offered tax services to members of an audit client’s audit commit
tee, or to other members of the audit client’s board of directors?

C. The Auditor's Involvement with the Audit Committee
Under Section 10A(h) of the Exchange Act, as amended by Section 202 of
the Sarbanes-Oxley Act, all non-audit services “shall be pre-approved by the
audit committee of the issuer.” The SEC’s 2003 independence rules imple
mented the Act’s pre-approval requirement by adopting a provision on audit
committee administration of the engagement.76 Proposed Rule 3524 would
implement the Act’s pre-approval requirement further by strengthening the
auditor’s responsibilities in seeking audit committee pre-approval of tax serv
ices. Specifically, proposed Rule 3524 would require a registered public account
ing firm that seeks pre-approval of an issuer audit client’s audit committee to
perform tax services that are not otherwise prohibited by the Act or the rules
of the SEC or the Board to—

•

Provide the audit committee detailed documentation of the nature and
scope of the proposed tax service;

•

Discuss with the audit committee the potential effects on the firm’s
independence that could be caused by the firm’s performance of the
proposed tax service; and

•

Document the firm’s discussion with the audit committee.

These proposed requirements are intended to buttress the pre-approval
processes envisioned in the Commission’s rules. Whether an audit committee
pre-approves a non-audit service on an ad hoc basis or on the basis of policies
and procedures, the Commission staff has stated that “detailed backup docu
mentation that spells out the terms of each non-audit service to be provided by
the auditor” should be provided to the audit committee.77 Proposed Rule 3524
would implement this requirement by requiring that registered firms provide
audit committees of issuer audit clients an engagement letter that includes
descriptions of the scope of any tax service under review and the fee structure
74 The Board interprets existing Commission independence rules to require registered public
accounting firms to seek audit committee pre-approval for executive tax services that are paid by the
audit client. See 17 C.F.R. .§ 210.2-01(c)(7).
75 See ISB Standard No. 1; see also Taub Memo, supra note 22 at 5. The Board understands that
some firms have adopted policies to notify the audit committee of all executive tax services provided
to executives of the audit client, regardless of whether the services are required to be pre-approved.
See, e.g.. Remarks of Scott Bayless, Deloitte & Touche LLP, Roundtable Tr. at 152 (indicating that
even when “the company does not pay for those services . . . there is a notification procedure to ensure
that the audit committee has the ability to take control of that relationship if they so desire”).
76 See 17 C.F.R. § 210.2-01(c)(7).
77 Taub Memo, supra note 22 at 3; see also SEC Office of the Chief Accountant: Application of the
January 2003 Rules on Auditor Independence FAQs, Audit Committee Pre-approval, Answer No. 24,
issued August 13, 2003 (available at www.sec.gov/info/accountants/ocafaqaudind080703.htm).
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for the engagement.78 The proposed rule also would require the auditor to
provide to the audit committee any amendment to the engagement letter or
any other agreement relating to the service (whether oral, written, or other
wise) between the firm and the audit client.79 While the Board does not expect
or encourage auditors to enter into side agreements relating to tax services, the
Board understands that, in the past, some accounting firms have entered into
such agreements.80 To the extent firms continue to do so, they must disclose
those agreements to the audit committee.

In addition, to the extent that a registered public accounting firm receives
fees or other consideration from a third party in connection with promoting,
marketing or recommending a tax transaction, the proposed rule would require
the firm to disclose those fees or other consideration to the audit committee.
Specifically, proposed rule 3524(a)(ii) would require that the firm provide the
audit committee “any compensation arrangement or other agreement, such as
a referral agreement, a referral fee or fee-sharing arrangement, between the
registered public accounting firm (or ah affiliate of the firm) and any person
(other than the audit client) with respect to the promoting, marketing or
recommending of a transaction covered by the service.” This proposed provision
is adapted from the IRS’s rules of practice, which require tax advisors to disclose
such arrangements to taxpayer clients.81
Proposed Rule 3524(b) also would require registered public accounting firms
to discuss with audit committees of their issuer audit clients the potential
effects of the proposed tax services on the firm’s independence. Even if a
non-audit service does not per se impair an auditor’s independence, the Com
mission’s independence rules nevertheless deem an auditor not to be inde
pendent if—
The accountant is not, or a reasonable investor with knowledge of all relevant
facts and circumstances would conclude that the accountant is not, capable of
exercising objective and impartial judgment on all issues encompassed within
the accountant’s engagement.82

Like proposed Rule 3524(a), the intent of proposed Rule 3524(b) is to provide
audit committees a robust foundation of information upon which to determine
whether to pre-approve proposed tax services. While the Act “does not require
the audit committee to make a particular finding in order to pre-approve an
activity,”83 the Commission’s rules require a robust review of proposed non
audit services—
The audit committee must take its role seriously and perform diligent analyses
and reviews that allow the committee to conclude that reasonable investors
78 See Proposed Rule 3524(a)(i). Audit committees may ask auditors for other materials not
identified in proposed Rule 3524, to assist them in their determinations whether to pre-approve
proposed tax services. The proposed rule should not be understood to limit the information or
materials that an audit committee may request, or that a registered firm may decide to provide, in
connection with the pre-approval of tax services.
79 Id.

80 See, e.g., In re PricewaterhouseCoopers LLP, & PricewaterhouseCoopers Securities LLC. AP
3-10835 (July 17, 2002) (noting that, “through side letters or oral understandings, the parties created
contingent fee arrangements.”).
81 See Internal Revenue Service Circular 230: Regulations Governing Practice Before the Inter
nal Revenue Service, 31 C.F.R. Part 10.
82 17 C.F.R. § 210.2-01(b).
83 S. REP. No. 107-205, at 19 (2002).
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would view the auditor as capable of exercising objective and impartial judg
ment on all matters brought to the auditor’s attention.84

The proposed rule does not prescribe any test for audit committees or require
audit committees to make legal assessments as to whether proposed services
are prohibited or permissible, nor is it intended to limit an audit committee’s
discretion to establish its own more stringent pre-approval procedures. Rather,
the proposed rule directs registered firms to present detailed information and
analysis to audit committees for audit committees’ consideration, in their own
judgment, of the best interests of the issuer and its shareholders. The auditor’s
presentation may be informed by existing frameworks for evaluating inde
pendence, including the four principles that underlie the Commission’s rules
on auditor independence,85 but the proposed rule is designed not to drive a
rigid, mechanical application of any such frameworks or principles. Instead,
the proposed rule is intended to ensure that a registered firm provides an audit
committee sufficient information to make its own informed judgments about
the potential effects on the firm’s independence of a tax service that is not
already prohibited as a matter of law.

For instance, the Board envisions that, under proposed Rule 3524, a regis
tered public accounting firm that sought pre-approval of tax compliance serv
ices, such as preparation of federal, state, local and other tax returns, would be
required to provide the issuer’s audit committee a copy of the proposed engage
ment letter, and any related agreements, to describe the scope of the proposed
service and the proposed fee structure. That documentation should be sufficient
to provide the audit committee the information contemplated by the Commis
sion’s rules—
For example, a cover sheet may indicate that the audit committee is pre-ap
proving the preparation of federal, state and local corporate tax returns. To
comply with the rules regarding pre-approval, the backup documentation,
however, must identify clearly each return and provide sufficient information
for the audit committee to evaluate the impact of the filing of that return on
the auditor’s independence. This would require information on each jurisdiction
where a return is filed, the type or types of tax (income, property, real estate,
etc.) owed in each jurisdiction, how often each return is prepared and filed, and
any other appropriate information.86

In addition, through the discussion that would be required by proposed Rule
3524(b), the Board would expect registered firms to convey to the audit com84 Taub Memo, supra note 22 at 7-8; see also SEC Office of the Chief Accountant: Application of
the January 2003 Rules on Auditor Independence FAQs, Audit Committee Pre-approval, Answer No.
24, issued August 13, 2003 (available at www.sec.gov/info/accountants/ocafaqaudind080703.htm).
85 At least three participants in the roundtable discussion recommended that auditors use the

principles set forth in the preliminary note to the SEC’s Rule 2-01 as a foundation for evaluating
whether pre-approval of a proposed tax service is advisable. See Remarks of Michael Gagnon,
PricewaterhouseCoopers, Tr. 22-23 (“Whether it’s compliance services, planning services, advisorytype tax services, I think it’s very important to start with the framework of the principles.... [I]t is
also important... that the context and facts and circumstances associated with the provision of tax
services be considered and evaluated... . [I]t’s important that audit committees are provided with
information, full disclosure for the context, the facts and circumstances associated with the provision
of these services, as well as the framework of the principles so they can properly evaluate it.”);
Remarks of Bruce Webb, McGladrey & Pullen, Tr. 21 (“I agree that the overarching principles would
apply to all services provided by the auditor.... It is my belief that issuer-specific transaction-based
tax compliance and tax advisory services will generally fall within the overarching principles.”);
Remarks of James Brown, Crowe Chizek LLP, Tr. 29 (“[A]s a policy issue, we used these four
[principles] in deciding, as our first step, what we could and couldn’t do.”).

86 Taub Memo, supra note 22 at 3.
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mittee information sufficient to distinguish between tax services that could
have a detrimental effect on the firm’s independence—such as compliance
services that, in effect, made up for the absence of a competent internal tax
department and risked placing the firm’s personnel in the position of making
decisions that should be made by management—and those that would be
unlikely to have a detrimental effect—such as compliance services for a com
petent tax director who is capable of exercising sound judgment in the best
interest of the company.87
Proposed Rule 3524 is intentionally silent as to when a registered public
accounting firm should provide the required information about a proposed tax
service to an audit committee, because, under the SEC’s 2003 independence
rules, audit committees themselves may have policies that establish a proce
dure and schedule for audit committee review of non-audit services, including
tax services.88 Similar to the SEC’s 2003 independence rules, the Board’s
proposed Rule 3524 does not dictate, or even express a preference as to, whether
the documentation and discussions required under proposed Rule 3524 should
take place pursuant to an audit committee’s policies and procedures on pre-ap
proval or on an ad hoc basis. Many issuers have adopted policies that provide
for pre-approval in annual audit committee meetings. The Board understands
that such an annual planning process can include as robust a presentation to
the audit committee as a case-by-case pre-approval process, and proposed Rule
3524 is designed to be flexible enough to accommodate either system and to
encourage auditors and audit committees to develop systems tailored to the
needs and attributes of the issuer.
Finally, proposed Rule 3524(c) would require a registered public accounting
firm to document the substance of its discussion with the audit committee
under subparagraph (b).

The Board welcomes comment on any aspect of proposed Rule 3524 and
encourages comment on certain matters in particular. Should additional infor
mation or documentation that is not described in proposed Rule 3524 be
provided to audit committees in the pre-approval process? In addition to the
communications required by proposed Rule 3524, should auditors be required
to have additional communications with the audit committee with regard to
the tax advice that has been provided to the audit client?

IV. Effective Date
The Board proposes that the proposed rules become effective on the later of
October 20, 2005, or 10 days after the date that the SEC approves the rules.
That is, provided the following services did not impair a registered public
accounting firm’s independence under pre-existing SEC and PCAOB require
ments, the Board will not treat a registered public accounting firm as not
independent due to—
(a) tax services, in connection with a transaction described in proposed
Rule 3522, that were completed by the registered public accounting
87 For example, PCAOB Rule 3600T, which adopted the AICPA Code of Professional Conduct,
Interpretation No. 101-3, “Performance of Other Services,” of ET § 101, Independence, as of April 16,
2003 states that “care should be taken not to perform management functions or make management
decisions for attest clients the responsibility for which remains with the client’s board of directors and
management.” (Interpretation No. 101-3 was amended by the AICPA in December 2003).
88 See 17 C.F.R. § 210.2-01(c)(7)(i)(B).
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firm no later than October 20, 2005, or 10 days after SEC approval
of the rule, whichever is later; and
(6) tax services provided to audit client officers described in proposed
Rule 3523 that were provided by the registered public accounting
firm in connection with original returns filed no later than October
20,2005, or 10 days after SEC approval of the rule, whichever is later.

The Board proposes October 20, 2005, as the effective date for these rules
because it is shortly after the last date, applying all available extensions, that
an individual taxpayer may file a personal federal tax return in connection with
income earned in the preceding year (or, October 15). This effective date would
permit officers in a financial reporting oversight role at audit clients to use the
services of the registered public accounting firm that audits the audit client, or
an affiliate of such a firm, in connection with those officers’ 2004 federal income
tax returns. For simplicity and in order to provide an appropriate transition
period before the rules go into effect, the Board proposes to set the same
effective date for the remaining rules in this proposal.

The Board notes that the Commission’s Rule 2-01 on auditor independence
treats an auditor as not independent if it enters into a contingent fee arrange
ment with an audit client today.89 The Board proposes that its proposed Rule
3521 will not apply to contingent fee arrangements that were paid in their
entirety, converted to fixed fee arrangements, or otherwise unwound no later
than October 20, 2005 or 10 days after SEC approval of the rule, whichever is
later.

V. Opportunity for Public Comment
Interested persons are encouraged to submit their views to the Board.
Written comments should be sent to the Office of the Secretary, PCAOB, 1666
K Street, N.W., Washington, D.C. 20006-2803. Comments may also be submit
ted by e-mail to comments@pcaobus.org or through the Board’s Web site at
www.pcaobus.org. All comments should refer to PCAOB Rulemaking Docket
Matter No. 017 in the subject or reference line and should be received by the
Board no later than 5:00 p.m. (EST) on February 14, 2005.

* * *

On the 14th day of December, in the year 2004, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.

/s/
J. Gordon Seymour
Acting Secretary

December 14, 2004

APPENDIX—
Proposed Rules on Tax Services
89 See 17 C.F.R. § 210.2-01(c)(5).
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Appendix — Rules
SECTION 3: PROFESSIONAL STANDARDS

Part 5 — Ethics

Rule 3501. Definitions of Terms Employed in Section 3, Part 5
of the Rules.
When used in Section 3, Part 5 of the Rules, unless the context otherwise
requires:

(i)
(a)

Affiliate of the Accounting Firm

The term “affiliate of the accounting firm” (or “affiliate of the registered
public accounting firm” or “affiliate of the firm”) includes the accounting firm’s
parents; subsidiaries; pension, retirement, investment or similar plans; and
any associated entities of the firm, as that term is used in Rule 2-01 of the
Commission’s Regulation SX, 17 C.F.R. § 210.2-01(f)(2).
(ii)
(a)

Affiliate of the Audit Client

The term “affiliate of the audit client” means—

(1) An entity that has control over the audit client, or over which the
audit client has control, or which is under common control with the
audit client, including the audit client’s parents and subsidiaries;
(2) An entity over which the audit client has significant influence, unless
the entity is not material to the audit client;
(3) An entity that has significant influence over the audit client, unless
the audit client is not material to the entity; and
(4) Each entity in the investment company complex when the audit
client is an entity that is part of an investment company complex.
(a)(iii) Audit and Professional Engagement Period

The term “audit and professional engagement period” includes both—
(1) The period covered by any financial statements being audited or
reviewed (the “audit period”); and
(2) The period of the engagement to audit or review the audit client’s
financial statements or to prepare a report filed with the Commission
(the “professional engagement period”)—

(A) The professional engagement period begins when the registered
public accounting firm either signs an initial engagement letter
(or other agreement to review or audit a client’s financial state
ments) or begins audit, review, or attest procedures, whichever
is earlier; and
(B) The professional engagement period ends when the audit client
or the registered public accounting firm notifies the Commission
that the client is no longer that firm’s audit client.
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(3) For audits of the financial statements of foreign private issuers, the
“audit and professional engagement period” does not include periods
ended prior to the first day of the last fiscal year before the foreign
private issuer first filed, or was required to file, a registration
statement or report with the Commission, provided there has been
full compliance with home country independence standards in all
prior periods covered by any registration statement or report filed
with the Commission.

(a)(iv) Audit Client
The term “audit client” means the entity whose financial statements or other
information is being audited, reviewed, or attested and any affiliates of the
audit client.

(i)
(c)

Contingent Fee

The term “contingent fee” means—
(1) Except as stated in paragraph (2) below, any fee established for the
sale of a product or the performance of any service pursuant to an
arrangement in which no fee will be charged unless a specified
finding or result is attained, or in which the amount of the fee is
otherwise dependent upon the finding or result of such product or
service.
(2) Solely for the purposes of this definition, a fee is not a “contingent
fee” if the amount is fixed by courts or other public authorities and
not dependent on a finding or result.

(f)(i) Financial Reporting Oversight Role
The term “financial reporting oversight role” means a role in which a person
is in a position to or does exercise influence over the contents of the financial
statements or anyone who prepares them, such as when the person is a member
of the board of directors or similar management or governing body, chief
executive officer, president, chief financial officer, chief operating officer, gen
eral counsel, chief accounting officer, controller, director of internal audit,
director of financial reporting, treasurer, or any equivalent position.

(i)

Investment Company Complex

(1) The term “investment company complex” includes—

(i)

An investment company and its investment adviser or sponsor;

(ii) Any entity controlled by or controlling an investment adviser or
sponsor in paragraph (i) of this definition, or any entity under
, common control with an investment adviser or sponsor in para
graph (i) of this definition if the entity—

(A)

Is an investment adviser or sponsor; or

(B)

Is engaged in the business of providing administrative,
custodian, underwriting, or transfer agent services to any
investment company, investment adviser, or sponsor; and

(iii) Any investment company or entity that would be an investment
company but for the exclusions provided by section 3(c) of the
Investment Company Act of 1940 (15 U.S.C. § 80a-3(c)) that has
an investment adviser or sponsor included in this definition by
either paragraph (i) or (ii) of this definition.
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(2) An investment adviser, for purposes of this definition, does not
include a sub-adviser whose role is primarily portfolio management
and is subcontracted with or overseen by another investment ad
viser.
(3) A sponsor, for purposes of this definition, is an entity that establishes
a unit investment trust.

Rule 3502. Responsibility Not to Cause Violations.
A person associated with a registered public accounting firm shall not cause
that registered public accounting firm to violate the Act, the Rules of the Board,
the provisions of the securities laws relating to the preparation and issuance
of audit reports and the obligations and liabilities of accountants with respect
thereto, including the rules of the Commission issued under the Act, or profes
sional standards, due to an act or omission the person knew or should have
known would contribute to such violation.

Subpart 1 — Independence

Rule 3520. Auditor Independence.
A registered public accounting firm must be independent of its audit client
throughout the audit and professional engagement period.
Note: Under Rule 3520, a registered public accounting firm’s inde
pendence obligation with respect to an audit client that is an issuer
encompasses not only an obligation to satisfy the independence crite
ria set out in the rules and standards of the PCAOB, but also an
obligation to satisfy all other independence criteria applicable to the
engagement, including the independence criteria set out in the rules
and regulations of the Commission under the federal securities laws.

Rule 3521. Contingent Fees.
A registered public accounting firm is not independent of its audit client if
the firm, or any affiliate of the firm, during the audit and professional engage
ment period, provides any service or product to the audit client for a contingent
fee or a commission, or receives from the audit client, directly or indirectly, a
contingent fee or commission.

Rule 3522. Tax Transactions.
A registered public accounting firm is not independent of its audit client if
the firm, or any affiliate of the firm, during the audit and professional engage
ment period, provides any non-audit service to the audit client related to

planning, or opining on the tax treatment of, a transaction—
(a) Listed Transactions—that is a listed transaction within the mean
ing of 26 C.F.R. § 6011.1-4(b)(2);

(b)

Confidential Transactions—that is a confidential transaction
within the meaning of 26 C.F.R. § 6011.1-4(b)(3), or that would be a
confidential transaction within the meaning of 26 C.F.R. § 6011.14(b)(3) if the fee for the transaction were equal to or more than the
minimum fee described in 26 C.F.R. § 6011.1-4(b)(3); or
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(c) Aggressive Tax Positions—that was initially recommended by
the registered public accounting firm or another tax advisor and a
significant purpose of which is tax avoidance, unless the proposed
tax treatment is at least more likely than not to be allowable under
applicable tax laws.

Rule 3523. Tax Services for Senior Officers of Audit Client.
A registered public accounting firm is not independent of its audit client if
the firm, or any affiliate of the firm, during the audit and professional engage
ment period, provides any tax service to an officer in a financial reporting
oversight role at the audit client.

Rule 3524. Audit Committee Pre-approval of Certain
Tax Services.
In connection with seeking audit committee pre-approval to perform for an
audit client any permissible tax service, a registered public accounting firm
shall—
(a) provide to the audit committee of the audit client—

(i)

the engagement letter relating to the service, which shall include
descriptions of the scope of the service and the fee structure, any
amendment to the engagement letter, or any other agreement
(whether oral, written, or otherwise) between the firm and the
audit client, relating to the service; and

(ii) any compensation arrangement or other agreement, such as a
referral agreement, a referral fee or fee-sharing arrangement,
between the registered public accounting firm (or an affiliate of
the firm) and any person (other than the audit client) with
respect to the promoting, marketing, or recommending of a
transaction covered by the service;
(b) discuss with the audit committee the potential effects of the services
on the independence of the firm; and

(c)

document the substance of its discussion with the audit committee.
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Proposed Auditing Standard

Reporting on the Elimination of a Material
Weakness
As of the development date of this publication, the Securities and
Exchange Commission (“SEC”) had not yet approved PCAOB Auditing
Standard No. 4. Final standards adopted by the PCAOB are submitted
to the SEC for approval and do not become effective unless approved by
the SEC. Readers should be alert to any final action taken by the SEC
on this standard.
PCAOB Release No. 2005-002
March 31, 2005
PCAOB Rulemaking
Docket Matter No. 018

Summary:
The Public Company Accounting Oversight Board (the “Board” or “PCAOB”) is
proposing an Auditing Standard, Reporting on the Elimination of a Material
Weakness. If adopted, this standard would establish requirements and provide
direction that applies when an auditor is engaged to report on the elimination
of a material weakness.

Public Comment:
Interested persons may submit written comments to the Board. Such comments
should be sent to the Office of the Secretary, PCAOB, 1666 K Street, N.W.,
Washington, D.C. 20006-2803. Comments also may be submitted by e-mail to
comments@pcaobus.org or through the Board’s Web site at www.pcaobus.org.
All comments should refer to PCAOB Rulemaking Docket Matter No. 018 in
the subject or reference line and should be received by the Board no later than
5:00 PM EDT on May 16, 2005.

Board Contacts:
Laura Phillips, Associate Chief Auditor (202/207-9111; phillipsl@pcaobus.org),
Sharon Virag, Assistant Chief Auditor (202/207-9164; virags@pcaobus.org)

I.

Background

A linchpin of the Sarbanes-Oxley Act of2002 (“the Act”) is Section 404, which
requires a public company’s management to provide the investing public with
an assessment of the state of the company’s internal control over financial
reporting on an annual basis and a report of independent auditors attesting to
management’s assessment. While federal law has for over 25 years required
that companies maintain adequate internal control, the Act’s requirement for
management assessments and auditor attestations has prompted a new focus
in the way companies maintain their internal controls.
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Under Section 404 of the Act, for the first time, the investing public will
receive audited financial statements coupled with reports from management
and the auditor explaining the soundness of the control system used to produce
the financial statements. This integrated approach provides investors with a
more complete story of a company’s financial reporting.
For many companies, Section 404 reporting is the culmination of an inten
sive process of re-examining the adequacy of internal checks and balances,
changing existing or implementing new controls where weaknesses existed,
and assessing, overall, whether the control systems are effective. Accompany
ing these efforts is a similarly rigorous process performed by the companies’
independent auditors—undertaken for the purpose of expressing an opinion
about management’s report—to evaluate the adequacy of management’s proc
ess and obtain evidence about the effectiveness of the companies’ internal
control.
As companies adapt to this new regime, some will report that internal
control over financial reporting is not effective. Investors will benefit from
disclosure about material weaknesses, including the company’s plans to reme
diate them.1 Until the company eliminates the material weakness, however,
investors may be left uncertain about the reliability of the company’s financial
statements.

Both managements and report users have recognized the importance of a
mechanism for telling investors the rest of the company’s story when a material
weakness in internal control over financial reporting has been disclosed.1
2 The
federal securities laws provide part of that mechanism. The company is re
quired to disclose to investors any changes in internal controls that occurred
during the company’s most recent fiscal quarter that have materially affected,
or are reasonably likely to materially affect, the company’s internal control over
financial reporting.3 Therefore, investors will learn of significant improve
ments, such as the elimination of a material weakness, on a timely basis
through quarterly disclosures.4
When a company eliminates a material weakness, it may determine that
disclosure is sufficient. Investors and companies, however, have called for the
ability to bolster confidence in management’s assertions about those internal
control improvements with the added assurance of the company’s independent
auditor. The Board, therefore, is proposing a standard for auditors to provide
this assurance when, in the company’s judgment, such assurance would be
appropriate. Such assurance is not required by the Act or other securities laws.
Nevertheless, it is appropriate to provide a mechanism to facilitate such
assurance.
1 See Prepared Testimony of William H. Donaldson, Chairman, U.S. Securities & Exchange
Commission (“SEC” or the “Commission”), before the U.S. Senate Committee on Banking, Housing,
and Urban Affairs, March 9, 2005.

2 The Board’s Standing Advisory Group (“SAG”) discussed possible auditor involvement with the
elimination of a material weakness at its November 18, 2004 public meeting. See the related briefing
paper on this topic, “Reporting on the Correction of a Material Weakness,” on the PCAOB’s Web site
at www.pcaobus.org/Standards/Standard_Advisory_Group/Meetings/2004-ll-17-18/Material_Weakness.pdf.
3 See Item 308(c) of Regulation S-K, 17 C.F.R. § 229.308(c).

4 In addition, even if internal control over financial reporting is effective as of the end of a
company’s fiscal year, investors also could potentially learn if it deteriorates significantly during the
year through these quarterly disclosures.
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In anticipation of the demand for auditor reporting on the elimination of a
material weakness, the Board reviewed its existing auditing and attestation
standards to determine whether adequate standards governing such an en
gagement already existed. The Board’s interim attestation standards already
provide requirements for general attest engagements; however, these stand
ards lack sufficient specificity for this purpose.5 The proposed standard would
be tailored more narrowly to an engagement to report on the elimination of a
material weakness, given the relationship between such an engagement and
PCAOB Auditing Standard No. 2.

II.

Overview of an Engagement to Report on the
Elimination of a Material Weakness

The proposed standard would establish a stand-alone engagement that is
entirely voluntary, performed only at the request of the company. Providing a
specific standard governing such auditor reporting will facilitate implementa
tion of the requirements of Section 404 of the Act and provide for additional
assurance regarding the reliability of public company financial reporting.
The objective of an auditor’s engagement to report on the elimination of a
material weakness in internal control would be to express an opinion on
whether the company has eliminated a previously reported material weakness.
The proposed standard, therefore, draws from many of the concepts applicable
to the auditor’s annual report on the effectiveness of internal control over
financial reporting, as expressed in PCAOB Auditing Standard No. 2, although
in a more narrowly focused and limited manner. As appropriate, relevant
concepts from the Board’s interim attestation standards also have been used
in the proposed standard. For these reasons, most of the requirements in the
proposed standard should be familiar to auditors.

The proposed standard would provide that, for an auditor to provide an
opinion on the elimination of a material weakness, the material weakness in
question must have been identified in an auditor’s previous report on internal
control over financial reporting as of year-end. In other words, the reporting is
limited to the elimination of the material weaknesses identified in the annual
assessment process. For example, if a company identifies a material weakness
in the second quarter of the year, discloses that material weakness to the
market in connection with its quarterly reports, and eliminates the weakness
in the third quarter of that same year, the proposed standard would not permit
the auditor to separately report on the elimination of that material weakness
in the third quarter.
5 See AT sec. 101, “Attest Engagement” of the Board’s interim standards. Effective April 16,2003,
the PCAOB adopted, on an initial, transitional basis, five temporary interim standards rules
(PCAOB Rules 3200T, 3300T, 3400T, 3500T, and 3600T) that refer to pre-existing professional
standards of auditing, attestation, quality control, ethics, and independence (the “interim stand
ards”). These rules were approved by the SEC on April 25, 2003. See SEC Release No. 33-8222. On
December 17, 2003, the Board approved technical amendments to the interim standards rules
indicating that, “when the Board adopts a new auditing and related professional practice standard
that addresses a subject matter that also is addressed in the interim standards, the affected portion
of the interim standards will be superseded or effectively amended. Accordingly, the Board approved
adding the phrase ‘to the extent not superseded or amended by the Board’ to each of the interim
standards rules.” Technical Amendments to Interim Standards Rules, PCAOB Release No. 2003-26
(Dec. 17, 2003); Exchange Act Release No. 49624 (Apr. 28, 2004) (SEC Approval). The Statements on
Standards for Attestation Engagements are codified into the AICPA Professional Standards, vol. 1, as
AT sections 101 through 701, and are available on the Board’s Web site at http://www.pcaobus.org.
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Similar to any other attestation service, under the proposed standard an
auditor’s report on the elimination of a material weakness would be based on
management’s assertion that the material weakness has been eliminated.
Fundamentally, the auditor’s assurance is that the material weakness has, in
the auditor’s opinion, in fact been corrected. In this instance, the auditor would
determine whether the material weakness had been eliminated by evaluating
management’s assertion and performing audit procedures necessary to deter
mine that the controls specified in management’s assertion were designed and
operated effectively to eliminate the material weakness. Management’s written
statement, therefore, should identify the previously reported material weak
ness, refer to the specific controls that eliminate the material weakness, and
identify the control objectives that are met by the identified controls.

Although the auditor’s evaluation of the design and operating effectiveness
of controls generally would follow the requirements of PCAOB Auditing Stand
ard No. 2, this proposed type of engagement would be significantly narrower
in scope because the auditor’s testing would be limited to the controls specifi
cally identified by management as eliminating the material weakness. Both
management and the auditor would use the company’s stated control objectives
(discussed in the next section) as the target for determining whether the
specified controls eliminate the material weakness.

In several ways, the proposed standard also would allow for significant
flexibility in the performance of an engagement to report on the elimination of
a material weakness. First, the engagement could be undertaken at any time
during the year (limited only by the nature of the material weakness) and would
not have to be performed in conjunction with an audit or review of financial
statements. The proposed standard also would allow an auditor to report on
the elimination of one or more material weaknesses as part of a single engage
ment. In other words, if a company identified more than one material weakness
in its Section 404 reporting, this proposed standard would permit the auditor
to report on any of those material weaknesses as soon as management asserted
that they had been eliminated and the auditor could test their elimination
sufficiently. The proposed standard also would allow the auditor to use the work
of others, consistent with the framework for using the work of others that
PCAOB Auditing Standard No. 2 established.
The Board recognizes that some material weaknesses will lend themselves
to auditor assurance regarding their elimination as of an interim date more
easily than others. For example, a company might have a material weakness
in internal control at year-end because it was not reconciling its cash accounts
to its bank statements. If, in the interim period following the company’s
year-end, the company began performing this reconciliation, an auditor might
be able to perform procedures sufficient to conclude that the material weakness
had been eliminated as of a subsequent interim date.
On the other hand, a company might have ineffective internal control over
financial reporting at year-end because of pervasive weaknesses in its control
environment. Because the control environment can have significant effects on
other components of internal control over financial reporting, it might not be
possible for management or the auditor to conclude on the effectiveness of the
control environment without evaluating, and testing, the effects of the correc
tive action on the other internal control components. Therefore, a narrow,
interim engagement may not be suitable for auditor reporting on the elimina
tion of this type of material weakness. The same may be true for a situation in
which the company had pervasive weaknesses in automated application con
trols requiring significant information technology modifications that the com
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pany would undertake over the course of the next 18 months. It, therefore,
follows that managements and auditors may reasonably conclude that the
engagement provided for in the proposed standard is not appropriate in some
circumstances, in which case the auditor’s assurance will await the company’s
year-end integrated audit of the financial statements and the company’s overall
internal control over financial reporting as of year-end.

III. Focus on Stated Control Objectives to Determine
Whether a Material Weakness Has Been Eliminated
A control objective states the objective that a control, or group of controls,
must be designed to achieve for the control tp be effective. In other words, a
control objective provides a specific target against which to evaluate the
effectiveness of controls. A control objective for internal control over financial
reporting generally relates to a relevant financial statement assertion, such as
whether certain recorded transactions are genuine, and provides a basis for
evaluating the effect of a company’s controls on that assertion.6

Management establishes control objectives that are tailored to the individ
ual company. The process of tailoring control objectives to the individual
company allows the control criteria (i.e., the evaluation framework) used for
management’s annual assessment (for example, the Committee of Sponsoring
Organizations of the Treadway Commission’s Internal Control—Integrated
Framework) (“COSO”) to be applied to the facts and circumstances in a reason
able and appropriate manner.
Management’s ability to translate the overarching provisions of the control
criteria, such as COSO, into specific control objectives is part of the risk
assessment component of internal control over financial reporting. The com
pany should be able to assess risks to the reliability of its financial reporting.
In other words, the company would ask, “What could go wrong?” to enable it to
design and implement controls that are effective in addressing those risks.
Control objectives can be thought of as the converse of what could go wrong
with a company’s published financial statements. For example, sales initiated
on the company’s Web site probably are processed differently, in some respects,
from sales initiated in-person inside the company’s stores. Sales initiated on
the company’s Web site may present unique risks that fictitious transactions
will be recorded. In this circumstance, one of the company’s control objectives
might be that “recorded sales of product X initiated on the company’s Web site
are real.”

In an audit of internal control over financial reporting, the auditor already
has a responsibility to identify the company’s control objectives in each area
and to identify the controls that satisfy each control objective.7 Therefore, this
concept in an engagement to report on the elimination of a material weakness
already should be familiar to both management and the auditor.
If a material weakness has been disclosed previously, a necessary control
objective at the company has not been achieved. A stated control objective in
the context of an engagement to report on the elimination of a material
weakness is the specific control objective identified by management that, if
achieved, would result in the material weakness being eliminated. The stated
6 See paragraphs 68 to 70 of PCAOB Auditing Standard No. 2 for additional information on
relevant assertions.
7 See paragraph 88 of Auditing Standard No. 2.
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control objective provides management and the auditor with a specific target
against which to evaluate whether the material weakness has been eliminated.
For this reason, management and the auditor must be satisfied that, if the
stated control objective were achieved, the elimination of the material weak
ness would result.

When a material weakness has a pervasive effect on the company’s internal
control over financial reporting, identifying the control objectives that are not
being met is difficult because of the large number of control objectives that
would be affected by a pervasive material weakness. A material weakness
related to an ineffective control environment would be an example of this. If
management and the auditor have difficulty in identifying all of the stated
control objectives affected by a material weakness, the material weakness is
probably not suitable for this type of narrow, interim reporting and should be
addressed instead through the auditor’s annual audit of internal control over
financial reporting.

IV. Engagement Acceptance by the Auditor
The auditor must have sufficient knowledge of both the company and its
internal control over financial reporting to perform an engagement to report
on the elimination of a material weakness. The significance of this requirement,
in both the amount of time required and the in-depth exposure to the financial
reporting process necessary to gain this sort of understanding, led the Board
to propose that only the company’s auditor, of both the company’s financial
statements and internal control over financial reporting, should perform this
work. The auditor engaged to report on the elimination of a material weakness,
therefore, usually will be the auditor who performed the audit of the company’s
financial statements and internal control over financial reporting in the pre
vious year, when the material weakness was reported initially. In cases in
which the company has engaged a new auditor to perform the audit of the
financial statements and internal control over financial reporting for the
current year, the new auditor may report on the elimination of a material
weakness as his or her initial engagement. In this circumstance, the proposed
standard would require the new auditor to obtain a sufficient understanding
of both the company and its internal control over financial reporting. The
auditor will need to obtain this understanding, in any case, to complete his or
her audit of internal control over financial reporting as of year-end.

V. Using the Work of Others in an Engagement to
Report on a Material Weakness
The proposed standard would require the auditor to evaluate management’s
assertion that the material weakness has been eliminated. Additionally, the
proposed standard would require the auditor to obtain sufficient evidence that
the material weakness has been eliminated. Similar to PCAOB Auditing
Standard No. 2, the proposed standard would permit the auditor to use the
work of others to alter the nature, timing, and extent of the auditor’s perform
ance of this work.
Specifically, the proposed standard would apply the framework for using
the work of others described in PCAOB Auditing Standard No. 2. This frame
work requires the auditor to obtain the principal evidence supporting his or her
opinion and to evaluate the nature of the controls being tested, together with
the competence and objectivity of the persons performing the work. Under both
PCAOB Auditing Standard No. 2 and the proposed standard, the framework
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measures principal evidence in relation to the overall assurance provided by
the auditor. Accordingly, whereas in PCAOB Auditing Standard No. 2, the
“principal evidence” supporting the auditor’s opinion should be evaluated in
relation to the auditor’s opinion on internal control over financial reporting
overall, the evaluation of whether the auditor has obtained the principal
evidence supporting his or her opinion on the elimination of a material weak
ness would need to be applied at the control objective level.
An engagement to report on the elimination of a material weakness could
include an opinion by the auditor that each material weakness identified in
management’s assertion has been eliminated because each stated control
objective is now being met. If, for example, management’s and the auditor’s
reports identify three separate material weaknesses that have been eliminated,
the auditor would, in effect (if not in form), be rendering three separate
opinions. In that case, those opinions would indicate that each of the three
individual material weaknesses has (or has not) been eliminated. Therefore,
the proposed standard would require the auditor to obtain the principal
evidence that each of the three identified material weaknesses has been
eliminated. To the extent that certain evidence supports determinations that
more than one stated control objective has been addressed, however, an auditor
may realize efficiencies.

VI. Auditor's Report on the Elimination of a

Material Weakness
To render an unqualified opinion, the auditor must have obtained evidence
about the design and operation of the relevant controls, determined that the
material weakness has been eliminated, and determined that no scope limita
tions were placed on the auditor’s work. Because of the narrow focus of this
engagement, qualified opinions would not be permitted under the proposed
standard. Any limitations on the scope of the auditor’s work would preclude the
auditor from rendering an opinion. Therefore, the reporting options permitted
by the proposed standard are for an unqualified opinion or an adverse opinion
(stating that the material weakness has not been eliminated). Additionally, the
auditor would be permitted to disclaim an opinion or withdraw from the
engagement.
Unlike an audit of internal control over financial reporting, where the
assessment is required to be as of the date of the financial statements, an
auditor’s report on the elimination of a material weakness does not have to be
as of a specific date. The company selects an “as of” date for its assertion, which
represents the day the company believes the material weakness has been
eliminated and management has adequately assessed its effectiveness. In the
event that the auditor begins testing the elimination of the material weakness
and concludes that additional remediation action is required, the company has
the opportunity to re-address its remediation efforts, reset the assertion date
and ask the auditor again to opine on the elimination of the material weakness.
In such a circumstance, the proposed standard does not require the auditor to
issue an adverse opinion as of the original assertion date.
If, however, the auditor determines that a material weakness has not been
eliminated, and the auditor does not issue an adverse report, the proposed
standard would require the auditor to communicate to the company’s audit
committee, in writing, his or her conclusion that the material weakness has not
been eliminated. As the company’s auditor, the auditor also has other respon
sibilities if, in light of this knowledge, the auditor believes that the company’s
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quarterly reports are materially misleading (because, for example, the com
pany disclosed in its quarterly reports that the material weakness had been
corrected).8
Paragraph 52 of the proposed standard addresses the circumstance in which
the auditor reports on fewer than all of the previously reported material
weaknesses. In this circumstance, the proposed standard would require the
auditor to include language in his or her report stating that management’s
annual assessment of the company’s internal control over financial reporting
identified additional material weaknesses, that the auditor is not reporting on
whether those other material weaknesses have been eliminated, and that the
auditor, accordingly, is expressing no opinion on whether those material
weaknesses exist after the company’s year-end. The proposed standard would
not require the auditor to specifically identify the other material weaknesses
in his or her report.
To describe the narrow focus of the engagement clearly, the proposed
standard would require the auditor’s report to identify the material weakness,
stated control objectives, and specified controls that are the subject of the
engagement and also to include language to emphasize to readers that the
auditor has not performed procedures sufficient to reach conclusions about the
effectiveness of any other controls or provided an opinion regarding the effec
tiveness of internal control over financial reporting overall.9 The auditor’s
emphasis on the narrow scope of the engagement would help report users
understand that the scope of the auditor’s opinion is limited and does not
provide auditor assurance on internal control over financial reporting overall.

VII. Effective Date of the Proposed Standard
The standard would be effective as of the date of SEC approval.

VIII. Conforming Amendments
If the Board adopts, and the SEC approves, this proposed auditing standard,
the Board’s interim standards10 would effectively be amended. Appendix 2
describes the nature and extent of the conforming amendments to the Board’s
interim standards that would result. Specifically, paragraph .04 of AT sec. 101,
Attest Engagements, describes certain services that are not covered by the
Board’s interim attestation standards. AT sec. 101 would be amended to specify
that an auditor’s engagement to report on the elimination of a material
weakness may not be conducted under the more general AT sec. 101 but, rather,
must be conducted pursuant to the Board’s Proposed Auditing Standard,
Reporting on the Elimination of a Material Weakness.
8 See PCAOB Auditing Standard No. 2, paragraphs 200-206; see also Section 10A of the Securi
ties Exchange Act, 15 U.S.C. 78j-1; AU sec. 317.
9 The Standing Advisory Group’s November 18, 2004 discussion of this type of auditor reporting
included discussion about the importance of such a report clearly communicating to report users the
scope of the engagement. Several SAG members emphasized the potential for report users to believe,
mistakenly, that the auditor, as a result of this limited engagement to report on the elimination of a
material weakness, had rendered a current opinion regarding the effectiveness of internal control
over financial reporting overall. The webcast of the November 18, 2004 Standing Advisory Group
discussion is available on the Board’s Web site (www.pcaobus.org).
10 See footnote 5.
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The Board has determined that, in keeping with the intent of Section 404
of the Act, positive assurance as to both the design and operating effectiveness
of the controls implemented is the most appropriate form of communication by
an auditor regarding the elimination of a material weakness. In other words,
an auditor’s opinion regarding whether the material weakness has been elimi
nated can only be rendered when the auditor is satisfied that the identified
controls are both designed and operating effectively. This opinion will provide
the most meaningful information to investors and avoid confusion on the part
of report users. Therefore, if the Board adopts, and the SEC approves, the
proposed standard, the auditor would be precluded from performing an agreedupon procedures or review engagement (using AT sec. 101) when the subject
matter of the engagement is the elimination of a material weakness.

IX. Opportunity for Public Comment
The Board invites comment on any aspect of the proposed standard, and
encourages the commenter to consider certain issues in particular. First, does
the sample auditor’s report, which is included in the proposed standard, clearly
describe the results of the engagement? If not, how might it communicate more
clearly to report users?

Second, if the auditor does not express an opinion on all of the material
weaknesses that were identified during the company’s most recent audit of
internal control over financial reporting, should the proposed standard require
the auditor’s report to specifically identify the additional material weaknesses?
Would such a requirement provide helpful information to report users or would
it detract from an otherwise clear communication by implying that the auditor
believes that those material weaknesses do still exist or that only those
material weaknesses exist (i.e., no other controls have materially deteriorated
since the date of the annual assessment of internal control over financial
reporting)? Might specific identification of other material weaknesses not
addressed by the auditor’s report deter companies from engaging the auditor
to perform this work unless the company believed that all previously reported
material weaknesses had been eliminated?
Third, should this standard allow an auditor to report on the elimination of
a material weakness in the circumstance in which the material weakness was
identified and eliminated by management as of an interim date (in other words,
identified and eliminated without ever being addressed in the company’s
Section 404 reporting)?
The Board will seek comment on the proposed standard for a 45-day period.
Written comments should be sent to Office of the Secretary, PCAOB, 1666 K
Street, N.W., Washington, D.C. 20006-2803. Comments also maybe submitted
by e-mail to comments@pcaobus.org or through the Board’s Web site at
www.pcaobus.org. All comments should refer to PCAOB Rulemaking Docket
Matter No. 018 in the subject or reference line and should be received by the
Board no later than 5:00 PM (EDT) on May 16, 2005.
The Board will carefully consider all comments received. Following the close
of the comment period, the Board will determine whether to adopt a final
standard, with or without amendments. Any final standard adopted will be
submitted to the SEC for approval. Pursuant to Section 107 of the Act, proposed
rules of the Board do not take effect unless approved by the Commission.
Standards are deemed to be rules under the Act.

* * *
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On the 31st day of March, in the year 2005, the foregoing was, in accordance
with the bylaws of the Public Company Accounting Oversight Board,
ADOPTED BY THE BOARD.

/s/
J. Gordon Seymour
Acting Secretary

March 31, 2005
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AUDITING AND RELATED PROFESSIONAL
PRACTICE STANDARDS
Proposed Auditing Standard—Reporting on the
Elimination of a Material Weakness
Applicability of Standard
1. This standard establishes requirements and provides direction that applies
when an auditor is engaged to report on the elimination of a material weakness
in internal control over financial reporting (herein after referred to as a
material weakness).
2. An auditor may conduct an engagement to report on the elimination of a
material weakness if (1) the auditor has audited the company’s financial
statements and internal control over financial reporting in accordance with
Auditing Standard No. 2, An Audit of Internal Control Over Financial Report
ing Performed in Conjunction with an Audit of Financial Statements, within
the past year, or (2) the auditor has been engaged to perform an audit of the
financial statements and internal control over financial reporting in accordance
with Auditing Standard No. 2 in the current year and has a sufficient basis for
performing this engagement. (See paragraph 23 for additional requirements
that apply specifically to a successor auditor’s application of this standard.) The
auditor also may report on the elimination of more than one material weakness
as part of a single engagement.
3. The engagement described by this standard is voluntary. The standards of
the PCAOB do not require an auditor to undertake an engagement to report on
the elimination of a material weakness when a material weakness was pre
viously reported. The auditor may audit the company’s internal control over
financial reporting in accordance with Auditing Standard No. 2 without ever
performing an engagement in accordance with this standard.

Note: In this context, previously reported material weakness means a
material weakness that was previously described in an auditor’s
report issued pursuant to Auditing Standard No. 2.

Auditor's Objective in an Engagement to Report on the
Elimination of a Material Weakness
4. The auditor’s objective in an engagement to report on the elimination of a
material weakness is to express an opinion on whether the company has
eliminated a previously reported material weakness. The auditor’s opinion
relates to the elimination of a specifically identified material weakness as of a
specified date and does not relate to the effectiveness of the company’s internal
control over financial reporting overall.
5. To form a basis for expressing an opinion on the elimination of a material
weakness, the auditor must plan and perform the engagement to obtain
reasonable assurance about whether the company has eliminated the material
weakness as of the date specified by management.

6. To obtain reasonable assurance, the auditor should obtain and evaluate
evidence about whether specified controls were designed and operated effec
tively as of the date specified by management and whether those controls
satisfy the company’s stated control objective.
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Note: Obtaining and evaluating evidence about whether the specified
controls are designed effectively without also obtaining evidence about
whether those controls operated effectively would not result in the
auditor obtaining reasonable assurance for the purpose of expressing
an opinion on whether the company has eliminated a material weak
ness.

Conditions for Engagement Performance
7. The auditor may report on a company’s elimination of a material weakness
only if each of the following conditions is met:
a.

Management accepts responsibility for the effectiveness of internal
control over financial reporting;

b.

Management evaluates the effectiveness of the specific control(s)
that it believes eliminates the material weakness using the same
control criteria that management used for its most recent annual
assessment of internal control over financial reporting and its stated
control objective(s);

c.

Management asserts that the specific control(s) identified is effective
in achieving the stated control objective;

d.

Management supports its assertion with sufficient evidence; and

e.

Management presents a written report that will accompany the
auditor’s report that contains all the elements described in para
graph 44.

8. If the conditions in paragraph 7 are not met, the auditor may not complete
the engagement to report on the elimination of a material weakness.

Framework and Definitions for Evaluation
9. The terms internal control over financial reporting, control deficiency,
significant deficiency, and material weakness have the same meanings as the
definitions of those terms in paragraphs 7 through 10, respectively, of Auditing
Standard No. 2.
10. Paragraph 13 of Auditing Standard No. 2 states that management is
required to base its annual assessment of the effectiveness of the company’s
internal control over financial reporting on a suitable, recognized control
framework (also known as control criteria) and describes the characteristics
that make a framework suitable for this purpose. For purposes of an engage
ment to report on the elimination of a material weakness, both management
and the auditor must use (1) the same control criteria used for the company’s
most recent annual assessment of internal control over financial reporting and
(2) the company’s stated control objective(s) to evaluate whether a material
weakness has been eliminated.

Note: The performance and reporting requirements in Auditing Stand
ard No. 2 and in this standard are based on the Committee of Spon
soring Organizations (“COSO”) of the Treadway Commission’s
publication, Internal Control—Integrated Framework. Known as the
COSO report, it provides a suitable and available framework for
purposes of management’s annual assessment of internal control over
financial reporting. (More information about the COSO framework
is included in paragraphs 14 and 15 of Auditing Standard No. 2, the
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COSO report, and AU sec. 319, Consideration of Internal Control in a
Financial Statement Audit.1)

11. A control objective provides a specific target against which to evaluate the
effectiveness of controls. A control objective for internal control over financial
reporting generally relates to a relevant financial statement assertion and
provides a basis for evaluating the effect of a company’s controls on that
assertion.1
2 Management establishes control objectives that are tailored to the
individual company. The process of tailoring control objectives to the individual
company allows the control criteria used for management’s annual assessment to
be applied to the facts and circumstances in a reasonable and appropriate manner.
Although control objectives are used most frequently to evaluate the effectiveness
of control activities, the other components of internal control over financial report
ing (i,e., control environment, risk assessment, information and communication,
and monitoring) also can be expressed in terms of control objectives.
12. In an audit of internal control over financial reporting, the auditor should
identify the company’s control objectives in each area and identify the controls
that satisfy each control objective.3
13. Table 1 includes examples of control objectives and their related assertions:

Table 1
Examples of Control Objectives and Related Assertions

Control Objectives

Assertions

Recorded sales of product X
initiated on the company’s Web site
are real

Existence or occurrence

Product X warranty losses that are
probable and can be reasonably
estimated are recorded as of the
company’s quarterly financial
statement period ends

Completeness

Interest rate swaps are recorded at
fair value

Valuation or allocation

The company has legal title to
recorded product X inventory in the
company’s Dallas, TX warehouse

Rights and obligations

Pending litigation that is
reasonably possible to result in a
material loss is disclosed in the
quarterly and annual financial
statements

Presentation and disclosure

1 The Board adopted the generally accepted auditing standards, as described in the AICPA
Auditing Standards Board’s (“ASB”) Statement on Auditing Standards No. 95, Generally Accepted
Auditing Standards, as in existence on April 16, 2003, on an initial, transitional basis. The State
ments on Auditing Standards promulgated by the ASB have been codified into the AICPA Profes
sional Standards, Volume 1, as AU sections 100 through 900. References in this standard to AU
sections refer to those generally accepted auditing standards, as adopted on an interim basis in
PCAOB Rule 3200T and amended by the Board.

2 See paragraphs 68 to 70 of Auditing Standard No. 2 for additional information on relevant
assertions.
3 See paragraph 88 of Auditing Standard No. 2.
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14. If a material weakness has previously been reported, a necessary control
objective (or objectives) has not been achieved. A stated control objective in the
context of an engagement to report on the elimination of a material weakness
is the specific control objective identified by management that, if achieved,
would result in the material weakness being eliminated. The stated control
objective provides management and the auditor with a specific target against
which to evaluate whether the material weakness has been eliminated. For this
reason, management and the auditor must be satisfied that if the stated control
objective were achieved, the elimination of the material weakness would result.

Performing an Engagement to Report on the Elimination of a
Material Weakness
15. In an engagement to report on the elimination of a material weakness, the
auditor must obtain sufficient competent evidence about the design and oper
ating effectiveness of specified controls that provide reasonable assurance that
the company’s stated control objective is achieved in the context of the control
criteria (e.g., COSO).

Note: An individual material weakness may be associated with a
single stated control objective or with more than one stated control
objective, depending on the nature of the material weakness and the
manner in which the company tailors its stated control objectives to
its business.
Applying the Standards of the PCAOB
16. The auditor must adhere to the standards of the PCAOB in performing an
engagement to report on the elimination of a material weakness. Adherence to
the standards involves:

a.

planning the engagement,

b.

obtaining an understanding of internal control over financial
reporting,

c.

testing and evaluating the elimination of a material weakness,
including using the work of others, and

d.

forming an opinion on the elimination of a material weakness.

17. Even though some requirements of this standard are set forth in a manner
that suggests a sequential process, auditing the elimination of a material
weakness involves a process of gathering, updating, and analyzing information.
Accordingly, the auditor may perform some of the procedures and evaluations
described in this section on “Performing an Engagement To Report on the
Elimination of a Material Weakness” concurrently.
18. The engagement to report on the elimination of a material weakness must
be performed by a person or persons having adequate technical training and
proficiency as an auditor. In all matters related to the assignment, an inde
pendence in mental attitude must be maintained. Due professional care must
be exercised in the performance of the engagement and the preparation of the
report. Paragraphs 30 through 36 of Auditing Standard No. 2 describe the
application of these standards in the context of an internal control-related
service.
19. This standard establishes the fieldwork and reporting standards applica
ble to an engagement to report on the elimination of a material weakness.
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20. The concept of materiality, as discussed in paragraphs 22 and 23 of
Auditing Standard No. 2, underlies the application of the general and fieldwork
standards in an engagement to report on the elimination of a material weak
ness. Therefore, the auditor uses materiality at the financial-statement level,
rather than at the individual account-balance level, in evaluating whether a
material weakness exists.

Planning the Engagement
21. The auditor should properly plan the engagement to report on the elimi
nation of a material weakness and should properly supervise any assistants.
When planning the engagement to report on the elimination of a material
weakness, the auditor should evaluate how the matters described in paragraph
39 of Auditing Standard No. 2 will affect the auditor’s procedures.
Obtaining an Understanding of Internal Control over
FinancialReporting

22. To perform an engagement to report on the elimination of a material
weakness, the auditor must have a sufficient knowledge of the company and
its internal control over financial reporting. An auditor who has audited the
company’s internal control over financial reporting within the past year in
accordance with Auditing Standard No. 2 would be expected to have obtained
a sufficient knowledge of the company and its internal control over financial
reporting to perform an engagement to report on the elimination of a material
weakness.
Note: The second sentence of paragraph 22 contemplates that the
auditor’s previous engagement under Auditing Standard No. 2 re
sulted in rendering an opinion. If an auditor previously engaged to
perform an audit of internal control over financial reporting in accord
ance with Auditing Standard No. 2 has not yet rendered an opinion on
the effectiveness of the company’s internal control over financial
reporting, then that auditor should follow the requirements for a
successor auditor in paragraphs 23 and 24, except paragraph 23c.
Additionally, if an auditor has previously performed an audit of
internal control over financial reporting at the company and is now a
successor auditor (because another auditor has subsequently per
formed an audit of internal control over financial reporting at the
company in intervening years), the auditor should follow the require
ments in paragraphs 23 and 24 for a successor auditor.

23. When a successor auditor4 performs an engagement to report on the
elimination of a material weakness as his or her initial engagement, that
auditor must perform procedures that will enable him or her to obtain sufficient
knowledge of the company’s business and its internal control over financial
reporting to address the objective of the engagement, as described in paragraph
4. A successor auditor who has not yet completed an audit of internal control
over financial reporting at the company must perform the following procedures
as part of obtaining sufficient knowledge of the company’s business and its
internal control over financial reporting:
a.

Comply with paragraphs 47 through 51 of Auditing Standard No. 2
regarding obtaining an understanding of internal control over finan-

4 The term successor auditor has the same meaning as the definition of that term in paragraph
.02 of AU sec. 315, Communications Between Predecessor and Successor Auditors.
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eial reporting. The extent of understanding of internal control over
financial reporting needed to satisfy these requirements in the con
text of an engagement to report on the elimination of a material
weakness depends on the nature of the material weakness on which
the auditor is reporting. The more pervasive the effects of the
material weakness, the more extensive the understanding of internal
control over financial reporting should be under these requirements.
For example, if the material weakness affects company-level con
trols, a more extensive understanding of internal control over finan
cial reporting will be necessary than if the effects of the material
weakness are isolated at the transaction level.

b.

Perform a walkthrough as described in paragraphs 79 through 82 of
Auditing Standard No. 2 for all major classes of transactions that are
directly affected by controls specifically identified by management
as eliminating the material weakness.
Note: Some controls have only an indirect effect on a major class
of transactions, such as certain controls in the control environ
ment or risk assessment components of internal control over
financial reporting.

c.

In addition to the communication requirements described in AU sec.
315, Communications Between Predecessor and Successor Auditors,
the successor auditor should make specific inquiries of the predeces
sor auditor. These inquiries should address the basis for the prede
cessor auditor’s determination that a material weakness existed in
the company’s internal control over financial reporting and the
predecessor auditor’s awareness of any information bearing on the
company’s ability to successfully eliminate that material weakness.

24. A successor auditor may determine that he or she needs to perform
procedures in addition to those specified in paragraph 23 to obtain a sufficient
knowledge of the company’s business and its internal control over financial
reporting. Depending on the nature of the company’s business, its organization,
its internal control over financial reporting, and the specific material weakness
that is the subject of this engagement, a successor auditor may determine that
he or she is not able to obtain a sufficient basis for reporting on the elimination
of a material weakness without performing a complete audit of internal control
over financial reporting in accordance with Auditing Standard No. 2.
Testing and Evaluating the Elimination of a Material Weakness
25. The auditor must obtain an understanding of and evaluate management’s
evidence supporting its assertion that the specified controls related to the
material weakness are designed and operated effectively, that these controls
achieve the company’s stated control objective(s) consistent with the control
criteria, and that the identified material weakness has been eliminated. If the
auditor determines that management has not supported its assertion with
sufficient evidence, the auditor cannot complete the engagement to report on
the elimination of a material weakness, because one of the conditions for
engagement completion described in paragraph 7 would not be met.

Note: Paragraphs 40 through 46 of Auditing Standard No. 2 apply to
the auditor’s evaluation of management’s annual assessment of inter
nal control over financial reporting and management’s related docu
mentation. The auditor may apply the relevant concepts described in
that section to the evaluation of management’s evidence supporting man
agement’s assertion regarding the elimination of a material weakness.
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26. As a part of evaluating management’s evidence supporting its assertion,
the auditor should determine whether management has selected an appropri
ate date for its assertion. In making this determination, the auditor should take
into consideration the following:
a.

Management’s assertion that a material weakness has been elimi
nated may be made as of any specified date that permits manage
ment to obtain sufficient evidence supporting its assertion.
Note: The auditor also should determine whether the specified
date of management’s assertion permits the auditor to obtain
sufficient evidence supporting his or her opinion.

b.

Depending on the nature of the material weakness, the stated control
objective, and the specified controls, the specified date of manage
ment’s assertion may need to be after the completion of one or more
period-end financial reporting processes.

c.

Controls that operate daily and on a continuous, or nearly continu
ous, basis generally permit the auditor to obtain sufficient evidence
as to their operating effectiveness as of almost any date management
might choose to specify in its report.

d.

Controls that operate over the company’s period-end financial report
ing process typically can be tested only in connection with a periodend.

27. The auditor should obtain evidence about the effectiveness of all controls
specifically identified in management’s assertion. The nature, timing, and
extent of the testing that enables the auditor to obtain sufficient evidence
supporting his or her opinion on the elimination of a material weakness will
necessarily depend on both the nature of the controls specifically identified by
management as meeting the company’s stated control objectives and the date
of management’s assertion.

28. As part of testing and evaluating the design effectiveness of the specified
controls, the auditor should determine whether the specified controls would
meet the stated control objectives if they operated as designed. In making this
evaluation, the auditor should apply paragraphs 88 through 91 of Auditing
Standard No. 2.

29. Consistent with the direction in paragraph 92 of Auditing Standard No. 2,
the auditor should evaluate the operating effectiveness of a specified control by
determining whether the specified control operated as designed and whether
the person performing the control possesses the necessary authority and
qualifications to perform the control effectively. In determining the nature,
timing, and extent of tests of controls, the auditor should apply paragraphs 93
through 102 and 105 through 107 of Auditing Standard No. 2.
30. The auditor should apply paragraph 98 of Auditing Standard No. 2
regarding an adequate period of time to determine the operating effectiveness
of a control in the context of an engagement to report on the elimination of a
material weakness. Paragraph 98 of Auditing Standard No. 2 states (in part):

The auditor must perform tests of controls over a period of time that is adequate
to determine whether, as of the date specified in management’s report, the
controls necessary for achieving the objectives of the control criteria are
operating effectively. The period of time over which the auditor performs tests
of controls varies with the nature of the controls being tested and with the
frequency with which specific controls operate and specific policies are applied.
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For example, a transaction-based daily reconciliation generally would permit
the auditor to obtain sufficient evidence as to its operating effectiveness in a
shorter period of time than a pervasive, company-level control, such as any of
those described in paragraphs 52 and 53 of Auditing Standard No. 2.

31. Depending on the nature of the material weakness, the auditor also may
determine that performing substantive procedures to support recorded finan
cial statement amounts or disclosures affected by the specifically identified
controls is necessary to obtain sufficient evidence regarding the operating
effectiveness of those controls.
32. When the specified controls, stated control objectives, and material weak
ness affect multiple locations or business units of the company, the auditor may
apply the relevant concepts in paragraphs B1 through B13 of Appendix B of
Auditing Standard No. 2 to determine the locations or business units at which
to perform procedures.

Using the Work of Others
33. The auditor should evaluate whether to use the work performed by others
in an engagement to report on the elimination of a material weakness. To
determine the extent to which the auditor may use the work of others to alter
the nature, timing, or extent of the work the auditor would otherwise have
performed, the auditor should apply paragraphs 109 through 115 and 117
through 125 of Auditing Standard No. 2.

34. The auditor’s opinion relates to the company’s elimination of a material
weakness because the stated control objectives are met. Therefore, if the
auditor has been engaged to report on more than one material weakness or on
more than one stated control objective, the auditor must evaluate whether he
or she has obtained the principal evidence for the opinion on each material
weakness and stated control objective identified in management’s assertion.
The auditor may, however, use the work of others to alter the nature, timing,
or extent of the work he or she otherwise would have performed. For these
purposes, the work of others includes relevant work performed by internal
auditors, company personnel (in addition to internal auditors), and third
parties working under the direction of management or the audit committee that
provides information about the effectiveness of internal control over financial
reporting.
35. Paragraph 122 of Auditing Standard No. 2 should be applied in the context
of the engagement to report on the elimination of a material weakness.
Paragraph 122 states, in part, “As the significance of the factors listed in
paragraph 112 increases, the ability of the auditor to use the work of others
decreases at the same time that the necessary level of competence and objec
tivity of those who perform the work increases.” Because the scope of an
engagement to report on the elimination of a material weakness is more
narrowly focused than an audit of the effectiveness of internal control over
financial reporting overall, each of the controls identified in an engagement to
report on the elimination of a material weakness is significant to the engage
ment. Additionally, the auditor should perform any walkthroughs himself or
herself because of the degree of judgment required in performing this work.
36. The following example illustrates how to apply this section on using the
work of others to an engagement to report on the elimination of a material
weakness.
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In this example, the company’s previously reported material weakness relates
to the company’s failure to perform bank reconciliations at its 50 subsidiaries.
The specified controls identified by the company are the timely preparation of
complete and accurate reconciliations between the company’s recorded cash
balances and the company’s cash balances as reported by its financial institu
tion.
Although certain of the controls over bank reconciliations are centralized, the
performance of the hank reconciliations themselves is not centralized because
they occur at each individual operating unit. Further, each operating unit has,
on average, three separate cash accounts. The cash accounts affected are not
material individually but are material in the aggregate. Most of the controls
over the preparation of bank reconciliations involve a low degree of judgment
in evaluating their operating effectiveness, can be subjected to objective testing,
and have a low potential for management override.

If these conditions describe the specified controls over the preparation of bank
reconciliations, the auditor could determine that, based on the nature of the
controls as described above, he or she could use the work of others to a moderate
extent, provided that the degree of competence and objectivity of the individuals
performing the tests is high. The auditor might perform a walkthrough of the
reconciliation process himself or herself; perform testing at a limited number
of locations himself or herself; test the work of others performed at a limited
number of other locations; review the results of the work of others at all other
locations tested; and determine that, qualitatively and quantitatively, principal
evidence had been obtained.

On the other hand, if the company’s previously reported material weakness
related to the company’s failure to perform a reconciliation of its only cash
account, few controls and few operations of those controls would underlie
management’s assertion that the material weakness had been eliminated. In
this circumstance, it is unlikely that the auditor would be able to use a
significant amount of the work of others because of the limited scope of the total
amount of work needed to test management’s assertion and the requirement
that the auditor obtain the principal evidence himself or herself.

Note: The examples provided in paragraph 126 of Auditing Standard
No. 2 illustrate how to apply the requirements in Auditing Standard
No. 2 regarding using the work of others in an audit of internal control
over financial reporting. Because of the differences between the audi
tor obtaining the principal evidence supporting an opinion on the
effectiveness of internal control over financial reporting overall and
obtaining the principal evidence supporting an opinion on the much
narrower subject of the elimination of a specified material weakness
in internal control over financial reporting, the examples in Auditing
Standard No. 2 may not illustrate the appropriate application of using
the work of others in an engagement to report on the elimination of a
material weakness. For example, the examples in paragraph 126 of
Auditing Standard No. 2 suggest that, for certain controls, the auditor
could potentially use the work of others in its entirety. Although this
frequently could be appropriate in the context of gathering evidence
regarding the effectiveness of internal control over financial reporting
overall, in most cases, the auditor could not use the work of others in
its entirety for any given control specified in management’s assertion
regarding the elimination of a material weakness and, at the same
time, obtain the principal evidence supporting his or her opinion. As
another example, Auditing Standard No. 2 describes an example of
appropriately alternating tests of controls. Alternating tests of con
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trols applies in the context of a recurring engagement, which is not the
context for the auditor’s reporting on the elimination of a material
weakness.

37. Opinions, based in part, on the report of another auditor. The auditor may
apply the relevant concepts in AU sec. 543, Part of Audit Performed by Other
Independent Auditors, in an engagement to report on the elimination of a
material weakness, with the following exception. If the auditor decides to serve
as the principal auditor and use the work and reports of another auditor as a
basis, in part, for his or her opinion, the principal auditor must not divide
responsibility for the engagement with the other auditor. Therefore, the prin
cipal auditor must not make reference to the other auditor in his or her report.
Forming an Opinion on the Elimination of a Material Weakness

38. When forming an opinion on the elimination of a material weakness, the
auditor should evaluate all evidence obtained from all sources. This process
should include an evaluation of the sufficiency of the evidence obtained by
management and the results of the auditor’s evaluation of the design and
operating effectiveness of the specified controls.
39. The auditor may issue an unqualified opinion only when he or she con
cludes that the identified material weakness has been eliminated and when
there have been no restrictions on the scope of the auditor’s work. Because of
the scope of an engagement to report on the elimination of a material weakness,
any limitations on the scope of the auditor’s work require the auditor either to
disclaim an opinion or to withdraw from the engagement (see paragraph 51).

Requirement for Written Representations
40. In an engagement to report on the elimination of a material weakness, the
auditor should obtain written representations from management:
a.

Acknowledging management’s responsibility for establishing and
maintaining effective internal control over financial reporting;

b.

Stating that management has evaluated the effectiveness of the
specified controls using the specified control criteria and its stated
control objective(s);

c.

Stating management’s assertion that the specified controls are effec
tive in achieving the stated control objective(s) as of a specified date;

d.

Stating management’s assertion that the identified material weak
ness has been eliminated as of the same specified date;

e.

Stating that management believes that its assertions are supported
by sufficient evidence;

f.

Describing any material fraud and any other fraud that, although
not material, involves senior management or management or other
employees who have a significant role in the company’s internal
control over financial reporting; and

g.

Stating whether there were, subsequent to the date being reported
on, any changes in internal control over financial reporting or other
factors that might significantly affect the stated control objective(s)
or the identified controls.
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41. The failure to obtain written representations from management, including
management’s refusal to furnish them, constitutes a limitation on the scope of
the engagement. As discussed further in paragraph 51, if there is a limitation
on the scope of an engagement to report on the elimination of a material
weakness, the auditor must either disclaim an opinion or withdraw from the
engagement. Further, the auditor should evaluate the effects of management’s
refusal on his or her ability to rely on other representations of management,
including, if applicable, representations obtained in an audit of the company’s
financial statements.

42. AU sec. 333, Management Representations, explains matters such as who
should sign the letter, the period to be covered by the letter, and when to obtain
an updating letter.

Documentation Requirements
43. The documentation requirements in Auditing Standard No. 3 are modified
in the following respect as they apply to this engagement. Paragraph 14 of
Auditing Standard No. 3 defines the report release date as the date the auditor
grants permission to use the auditor’s report in connection with the issuance
of the company’s financial statements. As described in paragraph 26 of this
standard, management’s assertion that a material weakness has been elimi
nated may be made as of a date other than a period-end financial reporting
date. Therefore, the auditor’s release of a report on the elimination of a material
weakness may not necessarily be associated with the issuance of financial
statements of the company. Accordingly, in an engagement to report on the
elimination of a material weakness, the report release date for purposes of
applying Auditing Standard No. 3 is the date the auditor grants permission to
use the auditor’s report on the elimination of a material weakness.

Reporting on the Elimination of a Material Weakness
Management's Report
44. As a condition for the auditor’s performance of this voluntary engagement,
management is required to present a written report that will accompany the
auditor’s report, as described in paragraph 7e. To satisfy this condition for the
auditor’s performance of this engagement, management’s report should in
clude:

a.

A statement of management’s responsibility for establishing and
maintaining effective internal control over financial reporting for the
company;

b.

A statement identifying the control criteria used by management to
conduct the required annual assessment of the effectiveness of the
company’s internal control over financial reporting;

c.

An identification of the material weakness that was identified as part
of management’s annual assessment;

Note: This report element should be modified in the case in
which management’s annual assessment did not identify the
material weakness, but, rather, only the auditor’s report on
management’s annual assessment identified the material weak
ness.
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d.

An identification of the control objective(s) addressed by the imple
mentation or modification of specified controls and a statement that
the specified controls achieve the stated control objective(s) as of a
specified date; and

e.

A statement that the identified material weakness has been elimi
nated by the implementation of the specified controls as of the same
specified date.

Auditor's Evaluation of Management's Report

45. With respect to management’s report, the auditor should evaluate the
following matters:
a.

Whether management has properly stated its responsibility for es
tablishing and maintaining effective internal control over financial
reporting;

b.

Whether the control criteria used by management to conduct the
evaluation is suitable;

c.

Whether the material weakness, stated control objectives, and speci
fied controls have been properly described; and

d.

Whether management’s assertions, as of the date specified in man
agement’s report, are free of material misstatement.

46. If, based on the results of this evaluation, the auditor determines that
management’s report does not include the elements described in paragraph 44,
the conditions for engagement performance have not been met.
Auditor's Report

47. The auditor’s report on the elimination of a material weakness must
include the following elements:
a.

A title that includes the word independent;

b.

A statement that the auditor has previously audited and reported on
management’s annual assessment of internal control over financial
reporting as of a specified date based on the control criteria, as well
as a statement that the auditor’s report identified a material weak
ness;

Note: This report element should be modified in cases in which
a successor auditor’s performance of this engagement is his or
her initial engagement. In this circumstance, the auditor’s re
port should refer to management’s annual assessment and man
agement’s identification of the material weakness or, if
necessary, to the predecessor auditor’s report on management’s
annual assessment and the predecessor auditor’s identification
of the material weakness if it was not identified in manage
ment’s annual assessment.
c.

A description of the material weakness;

d.

An identification of management’s assertion that it has eliminated
the identified material weakness in internal control over financial
reporting;

e.

An identification of the title of the management report that includes
management’s assertion;
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f.

A statement that management is responsible for its assertion;

g.

An identification of the specific controls that management asserts
eliminate the material weakness;

h.

An identification of the company’s stated control objective that is
achieved by these controls;

i.

A statement that the auditor’s responsibility is to express an opinion
on the elimination of the material weakness based on his or her
auditing procedures;

j

A statement that the engagement was conducted in accordance with
the standards of the Public Company Accounting Oversight Board
(United States);

k.

A statement that the standards of the Public Company Accounting
Oversight Board require that the auditor plan and perform the
engagement to obtain reasonable assurance about whether the com
pany has eliminated a previously reported material weakness;

l.

A statement that the engagement includes obtaining an under
standing of internal control over financial reporting, examining
evidence supporting management’s assertion, and performing such
other procedures as the auditor considered necessary in the circum
stances;

m. A statement that the auditor believes the auditing procedures pro
vide a reasonable basis for his or her opinion;
n.

The auditor’s opinion on whether the identified material weakness
has been eliminated as of the date of management’s assertion be
cause the stated control objective is met as of the date of manage
ment’s assertion;

o.

A paragraph that includes the following statements:
•

That the auditor was not engaged to and did not conduct an audit
of internal control over financial reporting as of the date of
management’s assertion, the objective of which would be the
expression of an opinion on the effectiveness of internal control
over financial reporting, and that the auditor does not express
such an opinion, and

•

That the auditor has not applied auditing procedures sufficient
to reach conclusions about the effectiveness of any controls of the
company as of any date after the date of management’s annual
assessment of the company’s internal control over financial
reporting, other than the controls specifically identified in the
auditor’s report, and that the auditor does not express an opinion
that any other controls operated effectively after the date of
management’s annual assessment of the company’s internal
control over financial reporting.

Note: This report element statement should be modified
in the case in which a successor auditor’s performance of
this engagement is his or her initial engagement to read
as follows: That the auditor has not, in this engagement,
applied auditing procedures sufficient to reach conclu
sions about the effectiveness of any controls of the com
pany other than the controls specifically identified in the
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auditor’s report and that the auditor does not express an
opinion that any other controls operated effectively.

p.

A paragraph stating that, because of inherent limitations, internal
control over financial reporting may not prevent or detect misstate
ments and that projections of any evaluation of effectiveness to
future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of
compliance with the policies or procedures may deteriorate;

q.

The manual or printed signature of the auditor’s firm;

r.

The city and state (or city and country, in the case of non-U.S.
auditors) from which the auditor’s report has been issued; and

s.

The date of the auditor’s report.

48. Example A-1 in Appendix A is an illustrative auditor’s report for an
unqualified opinion on the elimination of a material weakness.
49. As stated in paragraph 2, the auditor may report on the elimination of
more than one material weakness as part of the same engagement. In this
circumstance, the auditor should modify the report elements described in
paragraph 47 accordingly.
50. Report Modifications. The auditor should modify the standard report if any
of the following conditions exist.

a.

Other material weaknesses that were reported previously by the
company as part of the company’s annual assessment of internal
control are not addressed by the auditor’s opinion. (See paragraph
52.)

b.

The specified material weakness has not been eliminated. (See
paragraphs 53 and 54.)

c.

A significant subsequent event has occurred since the date being
reported on. (See paragraphs 55 and 56.)

d.

There is additional information contained in management’s report
on the elimination of a material weakness. (See paragraphs 57 and
58.)

51. As described further in the following sections, the form of the auditor’s
opinion resulting from an engagement to report on the elimination of a material
weakness may be unqualified or adverse, or it may be in the form of a disclaimer
of opinion. A qualified opinion is not permitted. As discussed in paragraph 39,
any limitations on the scope of the auditor’s work preclude the expression of an
opinion. In addition to these reporting alternatives, an auditor may elect not
to report on the elimination of a material weakness and, instead, withdraw
from the engagement.
52. Other material weaknesses reported previously by the company as part of
the company’s annual assessment of internal control are not addressed by the
auditor’s opinion. In the circumstance in which the company previously has
reported more than one material weakness, the auditor may be engaged to
report on the elimination of any or all of the material weaknesses. If the auditor
reports on fewer than all of the previously reported material weaknesses, the
auditor should include the following or similar language in the paragraph that
states that the auditor was not engaged to perform an audit of internal control
over financial reporting:
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Our report on management’s annual assessment of XYZ Company’s internal
control over financial reporting, dated [date of report], identified additional
material weaknesses other than the one identified in this report. We are not
reporting on whether those other material weaknesses have been eliminated
and, accordingly, express no opinion regarding whether those material weak
nesses exist after [date of management’s annual assessment, e.g., December 31,
200X], [Revise this wording appropriately for use in a successor auditor’s report. ]

53. Material weakness not eliminated. If the auditor determines that the
material weakness has not been eliminated and the auditor reports on the
results of the engagement to report on the elimination of a material weakness,
he or she must express an adverse opinion on the company’s elimination of the
material weakness. In the circumstance in which the auditor determines that
the material weakness has not been eliminated, the auditor is not required to
issue a report. If the auditor does not issue a report in this circumstance, the
auditor must communicate, in writing, his or her conclusion that the material
weakness has not been eliminated to the audit committee. Additionally, the
auditor must consider that conclusion as part of his or her evaluation of
management’s quarterly disclosures about internal control over financial re
porting, as described in paragraphs 204 and 205 of Auditing Standard No. 2.
54. For example, if the auditor were engaged to report on the elimination of
two separate material weaknesses and concluded that one had been eliminated
and one had not, the auditor’s report could comprise either of the following: (1)
a report that contained one unqualified opinion on the elimination of the
material weakness that the auditor concluded had been eliminated and one
adverse opinion on the elimination of the weakness that the auditor concluded
had not been eliminated or (2) a report that contained only a single unqualified
opinion on the elimination of the material weakness that the auditor concluded
had been eliminated if the company modified its assertion to address only the
material weakness that the auditor concluded had been eliminated. In this
second circumstance, the auditor must communicate, in writing, his or her
conclusion that a material weakness has not been eliminated to the audit
committee and also should apply paragraph 52 regarding other material
weaknesses disclosed previously that are not addressed by the auditor’s opin
ion. Additionally, the auditor must consider that conclusion as part of his or
her evaluation of management’s quarterly disclosures about internal control
over financial reporting, as described in paragraphs 204 and 205 of Auditing
Standard No. 2.
55. Subsequent events. A change in internal control over financial reporting or
other factors that might significantly affect the effectiveness of the identified
controls or the achievement of the company’s stated control objective might
occur subsequent to the date of management’s assertion but before the date of
the auditor’s report. Therefore, the auditor should inquire of management
whether there was any such change or factors. As described in paragraph 40,
the auditor should obtain written representations from management regarding
such matters. Additionally, to obtain information about whether such a change
has occurred that might affect the effectiveness of the identified controls or the
achievement of the company’s stated control objective and, therefore, the
auditor’s report, the auditor should inquire about and examine, for this sub
sequent period, the following:

•

Internal audit reports (or similar functions, such as loan review in a
financial institution) relevant to the stated control objective or identi
fied controls issued during the subsequent period;
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•

Independent auditor reports (if other than the auditor’s) of significant
deficiencies or material weaknesses;

•

Regulatory agency reports on the company’s internal control over
financial reporting; and

•

Information about the effectiveness of the company’s internal control
over financial reporting obtained as a result of other engagements.

56. If the auditor obtains knowledge about subsequent events that he or she
believes adversely affect the effectiveness of the identified controls or the
achievement of the stated control objective as of the date specified in manage
ment’s assertion, the auditor should follow the requirements in paragraph 53
regarding a material weakness that has not been eliminated. If the auditor is
unable to determine the effect of the subsequent event on the effectiveness of
the identified controls or the achievement of the stated control objective, the
auditor should disclaim an opinion.
57. Management’s report containing additional information. If management’s
report includes information in addition to the matters described in paragraph
44, the auditor should disclaim an opinion on the additional information. For
example, the auditor should use the following or similar language as the last
paragraph of the report to disclaim an opinion on management’s plans to
implement new controls:
We do not express an opinion or any other form of assurance on management’s
statement referring to its plans to implement new controls by the end of the
year.

58. If the auditor believes that management’s additional information contains
a material misstatement of fact, he or she should discuss the matter with
management. If, after discussing the matter with management, the auditor
concludes that a material misstatement of fact remains, the auditor should
notify management and the audit committee, in writing, of the auditor’s views
concerning the information.

Note: If management makes the types of disclosures described in
paragraph 57 outside its report on the elimination of a material
weakness and includes them elsewhere within a document that con
tains management’s and the auditor’s reports on the elimination of a
material weakness, the auditor would not need to disclaim an opinion,
as described in paragraph 57. However, in that situation, the auditor’s
responsibilities are the same as those described in this paragraph if
the auditor believes that the additional information contains a mate
rial misstatement of fact.

Effective Date
59. This standard is effective [insert date of SEC approval].
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Appendix A
Illustrative Report on the Elimination of a Material Weakness
Paragraphs 47 through 58 of this standard provide direction on the auditor’s
report on the elimination of a material weakness. The following example
illustrates how to apply those paragraphs.
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Example A-1

Illustrative Auditor's Report Expressing an Unqualified Opinion on the
Elimination of a Material Weakness

Report of Independent Registered Public Accounting Firm
We have previously audited and reported on management’s annual assessment
of XYZ Company’s internal control over financial reporting as of December 31,
200X based on [Identify control criteria, for example, “criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsor
ing Organizations of the Treadway Commission (COSO).”]. Our report, dated
[date of report], identified the following material weakness in the Company’s
internal control over financial reporting:

[Describe material weakness]
We have applied auditing procedures to management’s assertion, included in
the accompanying [title of management’s report], that management has elimi
nated the material weakness in internal control over financial reporting
identified above by implementing the following control(s):

[Describe control(s) implemented]
Management has asserted that the control(s) identified above eliminates the
material weakness in internal control over financial reporting identified above
because the control(s) achieves the following stated control objective, which is
consistent with the criteria established in [identify control criteria used for
management’s annual assessment of internal control over financial reporting]:
[state control objective addressed]. Management also has asserted that it has
tested the control(s) identified above and concluded that the control(s) was
designed and operated effectively as of [date of management’s assertion]. XYZ
Company’s management is responsible for its assertion. Our responsibility is
to express an opinion on the elimination of the material weakness based on our
auditing procedures.
Our engagement was conducted in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards re
quire that we plan and perform the engagement to obtain reasonable assurance
about whether the company has eliminated a previously reported material
weakness. Our engagement included obtaining an understanding of internal
control over financial reporting, examining evidence supporting management’s
assertion, and performing such other procedures as we considered necessary
in the circumstances. We believe that our auditing procedures provide a
reasonable basis for our opinion.

In our opinion, XYZ Company has eliminated the material weakness described
above as of [date ofmanagement’s assertion] because the stated control objective
is met as of [date of management’s assertion].
We were not engaged to and did not conduct an audit of internal control over
financial reporting as of [date of management’s assertion], the objective of
which would be the expression of an opinion on the effectiveness of internal
control over financial reporting. Accordingly, we do not express such an opinion.
This means that we have not applied auditing procedures sufficient to reach
conclusions about the effectiveness of any controls of the company as of any
date after December 31, 200X, other than the control(s) specifically identified
in this report. Accordingly, we do not express an opinion that any other controls
operated effectively after December 31, 200X.
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Because of its inherent limitations, internal control over financial reporting
may not prevent or detect misstatements. Also, projections of any evaluation
of effectiveness to future periods are subject to the risk that controls may
become inadequate because of changes in conditions or that the degree of
compliance with the policies or procedures may deteriorate.

[Signature]
[City and State or Country]
[Date]
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Appendix 2
Conforming Amendments to RCAOB Auditing and
Related Professional Practice Standards Resulting from
the Adoption of the Proposed Auditing Standard-—
Reporting on the Elimination of a Material Weakness
Attestation Standards
The Board’s interim attestation standards include the Statements on Stand
ards for Attestation Engagements promulgated by the ASB, as in existence on
April 16, 2003.15 The proposed conforming amendment to the Board’s interim
attestation standards is as follows:
— AT sec. 101, Attest Engagements

AT sec. 101 would be amended by adding as letter f. to paragraph .04, the
following:
Engagements in which the practitioner is engaged to report on the elimi
nation of a material weakness. Such engagements must be conducted
pursuant to PCAOB Auditing Standard No. 4, Reporting on the Elimina
tion of a Material Weakness.

15 The Statements on Standards for Attestation Engagements are codified into the AICPA
Professional Standards, vol. 1, as AT sections 101 through 701, and are available on the Board’s Web

site at http://www.pcaobus.org.
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Ethics and Independence Rules

Ethics and Independence Rule
Concerning Independence, Tax Services,
and Contingent Fees
As of the development date of this publication, the Securities and
Exchange Commission (SEC) had not yet approved these Ethics and
Independence Rules. Final rules adopted by the PCAOB are submitted to
the SEC for approval and do not become effective unless approved by the
SEC. Readers should be alert to any final action taken by the SEC on these
rules.

On November 22, 2005, the PCAOB, through Release No. 2005-020,
adopted amendments to these Rules (Release No. 2004-015) and submitted
them to the SEC for approval. Release No. 2005-020 is presented below.
On April 16, 2003, the PCAOB adopted ET section 100, Independence,
Integrity, and Objectivity, of the AICPA’s Code of Professional Conduct.
ET section 100 includes ET sections 101, 102, and 191, and can be found
in the “PCAOB Standards, as Amended” section of this publication.
PCAOB Release No. 2005-020
November 22, 2005
PCAOB Rulemaking
Docket Matter No. 017

Summary:
The Public Company Accounting Oversight Board (“PCAOB” or “Board”) is
adopting technical amendments to certain rules it adopted in July 2005 to
promote the ethics and independence of registered public accounting firms that
audit financial statements of U.S. public companies.

Public Comments:
The Board, on December 14, 2004, released for public comment proposed rules
to promote the ethics and independence of registered public accounting firms.
The Board received 807 letters of comment. After considering these comments,
the Board adopted final rules on July 26,2005. Because the amendments being
adopted today do not change the substance of these rules, the Board is not
seeking additional comment. The rules adopted on July 26, 2005, as amended
by this release, remain subject to the Securities and Exchange Commission
(“SEC”) approval process, which includes a period for public comment.

Board Contacts:
Bella Rivshin, Assistant Chief Auditor (202/207 -9180; rivshinb@pcaobus.org),
or Greg Scates, Associate Chief Auditor (202/207 -9114; scatesg@pcaobus.org).

* * *
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On July 26, 2005, the Board adopted certain rules related to registered
public accounting firms’ provision of tax services to public company audit
clients. The rules were designed to address certain concerns related to auditor
independence when auditors become involved in marketing or otherwise opin
ing in favor of aggressive tax shelter schemes or in selling personal tax services
to individuals who play a direct role in preparing the financial statements of
public company audit clients. As part of this rulemaking, the Board adopted an
ethics rule, Rule 3502, to codify the principle that persons associated with a
registered public accounting firm should not cause the firm to violate relevant
laws, rules, and standards. The rules were submitted to the SEC on August 2,
2005, for its approval, pursuant to Section 107 of the Sarbanes-Oxley Act of
2002.
After discussions with the SEC, the Board has decided to remove the word
“cause” from the title and text of Rule 3502. This amendment is intended to
avoid any misperception that the rule affects the interpretation of any
provision of the federal securities laws. The rule, as amended, should be
interpreted and understood to be the same as the rule adopted by the Board in
July, however.1 In particular, under the amended rule, the person’s conduct
must have the same relation to the violation and the person must act with the
same mental state as under the rule the Board adopted in July.
The Board is also amending Note 1 to Rule 3522(b) to correct a typographical
error in the citation of the provision of the Internal Revenue Code cited in that
note.

In light of the time that has elapsed since their adoption, the Board has also
decided to revise the effective dates for certain of the rules. Three of those
rules—Rules 3521,3522 and 3524—had effective dates of the later of December
31, 2005 or 10 days after the date the SEC approves the rules.1
2 The Board has
decided to revise the effective dates of those three rules to 60 days after the
date the SEC approves the rules.3
Specifically, the Board will not apply Rule 3521 to contingent fee arrange
ments that were paid in their entirety, converted to fixed fee arrangements, or
otherwise unwound before 60 days after the date that the SEC approves the
rules.4 The Board will not apply Rule 3522 to tax services that were completed
by a registered public accounting firm no later than 60 days after the date that
the SEC approves the rules. Rule 3524 will nut apply to any tax service
pre-approved before 60 days after the date that the SEC approves the rules, or,
in the case of an issuer that pre-approves non-audit services by policies and
procedures, the rule will not apply to any tax service provided by March 31,
2006. Combined with the time period since the rules’ adoption, the extension
of the effective dates for these rules should allow reasonable time for affected
firms to prepare internal policies and procedures, train their employees to
ensure compliance with the new requirements, and, if necessary, terminate or
complete any ongoing engagements covered by the rules in a professional
manner.
1 See PCAOB Release No. 2005-014 (July 26, 2005), at 9-14 (discussing Rule 3502).

2 See id., at 47-48.
3 The effective dates of Rules 3501, 3502, 3520 and 3523 are not changed by this release and
remain as set forth in the Board’s adopting release. Id.

4 Of course, the Commission’s Rule 2-01 on auditor independence treats an auditor as not
independent if it enters into a contingent fee arrangement with an audit client today. 17 C.F.R. §
210.2-01 (c)(5).
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On the 22nd day of November, in the year 2005, the foregoing was, in
accordance with the bylaws of the Public Company Accounting Oversight
Board,
ADOPTED BY THE BOARD.

/s/
J. Gordon Seymour
Acting Secretary
November 22, 2005

APPENDIX—
Technical Amendments to Ethics and Independence Rules Concerning
Independence, Tax Services, and Contingent Fees
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Appendix — Rules
[Underlining indicates an addition; strikethrough indicates a deletion.]

Rule 3502. Responsibilty Not to CauseKnowingly or Recklessly
Contribute to Violations
A person associated with a registered public accounting firm shall not take
or omit to take an action knowing, or recklessly not knowing, that the act or
omission would directly and substantially contribute to a violation by that
registered public accounting firm of cause that registered public accounting
firm-to violate the Act, the Rules of the Board, the provisions of the securities
laws relating to the preparation and issuance of audit reports and the obliga
tions and liabilities of accountants with respect thereto, including the rules of
the Commission issued under the Act, or professional standards; duo to an act
or omission the person knew, or was reckless in not knowing, would directly
and substantially contribute to such violation.

Rule 3522. Tax Transactions
* * *

(b) Aggressive Tax Position Transactions—that was initially rec
ommended, directly or indirectly, by the registered public accounting
firm and a significant purpose of which is tax avoidance, unless the
proposed tax treatment is at least more likely than not to be allow
able under applicable tax laws.

Note 1: With respect to transactions subject to the United
States tax laws, paragraph (b) of this rule includes, but is not
limited to, any transaction that is a listed transaction within
the meaning of 26 C.F.R. § 1.601l71-4(b)(2).

* * *
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